Edgar Filing: XL CAPITAL LTD - Form 10-K

XL CAPITAL LTD
Form 10-K
February 29, 2008

UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-K

x ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF
THE SECURITIES EXCHANGE ACT OF 1934

For the fiscal year ended December 31, 2007

OR

o TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE
SECURITIES EXCHANGE ACT OF 1934

For the transition period from to
Commission file number 1-10804

XL CAPITALLTD

(Exact name of registrant as specified in its charter)

Cayman Islands 98-0191089
(State or other jurisdiction of (LLR.S. Employer Identification No.)
incorporation or organization)

XL House, One Bermudiana Road (441) 292-8515
Hamilton, Bermuda HM 11 (Registrant s telephone number, including area
(Address of principal executive offices and zip code) code)

SECURITIES REGISTERED PURSUANT TO SECTION 12(b) OF THE ACT:

Title of each class Name of each exchange on which registered
Class A Ordinary Shares, Par Value $0.01 per Share New York Stock Exchange, Inc.
7.00% Equity Security Units New York Stock Exchange, Inc.

SECURITIES REGISTERED PURSUANT TO SECTION 12(g) OF THE ACT:

None
Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act. Yes x No o

Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the Exchange Act. Yes o
No x

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities
Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2)
has been subject to such filing requirements for the past 90 days. Yes x No o



Edgar Filing: XL CAPITAL LTD - Form 10-K

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained herein, and will not be
contained, to the best of registrant s knowledge, in definitive proxy or information statements incorporated by reference in Part III of this Form
10-K or any amendment to this Form 10-K. x

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer. See definition of
accelerated filer and large accelerated filer in Rule 12b-2 of the Exchange Act.

Large accelerated filer x Accelerated filer o Non-accelerated filer o Smaller reporting company o
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes o No x

The aggregate market value of the voting common equity of the registrant held by non-affiliates of the registrant on June 30, 2007 was
approximately $15.2 billion computed upon the basis of the closing sales price of the Class A Ordinary Shares on June 29, 2007. For purposes of
this computation, ordinary shares held by directors and officers of the registrant have been excluded. Such exclusion is not intended, nor shall it
be deemed, to be an admission that such persons are affiliates of the registrant.

As of February 27, 2008, there were outstanding 177,906,200 Class A Ordinary Shares, $0.01 par value per share, of the registrant.

Documents Incorporated by Reference

The Registrant s Definitive Proxy Statement to be filed with the Securities and Exchange Commission pursuant to
Regulation 14A not later than 120 days after the end of the fiscal year covered by this report relating to the annual
meeting of ordinary shareholders to be held on April 25, 2008 is incorporated by reference into Part lll of this Form 10-K.




Edgar Filing: XL CAPITAL LTD - Form 10-K
XL CAPITAL LTD

TABLE OF CONTENTS
Page

PART I
Ttem 1. Business 1
Item 1A. Risk Factors 22
Item 1B. Unresolved Staff Comments 35
Item 2. Properties 35
Item 3. Legal Proceedings 35
Item 4. Submission of Matters to a Vote of Security Holders 38

PART IT
Item S. Market for Registrant s Common Equity. Related Stockholder Matters and Issuer Purchases of Equity Securities 40
Item 6. Selected Financial Data 42
Item 7. Management s Discussion and Analysis of Financial Condition and Results of Operations 44
Item 7A. Quantitative and Qualitative Disclosures About Market Risk 92
Item 8. Financial Statements and Supplementary Data 98
Item 9. Changes in and Disagreements With Accountants on Accounting and Financial Disclosure 164
Item 9A. Controls and Procedures 164
Item 9B. Other Information 164

PART III
Item 10. Directors. Executive Officers and Corporate Governance 165
Item 11. Executive Compensation 165
Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder Matters 165
Item 13. Certain Relationships and Related Transactions. and Director Independence 165
Item 14. Principal Accounting Fees and Services 165

PART IV
Item 15. Exhibits. Financial Statement Schedules 166

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




Edgar Filing: XL CAPITAL LTD - Form 10-K
PART I

ITEM 1. BUSINESS
History

XL Capital Ltd, through its subsidiaries (the Company or XL ), is aleading provider of global insurance and reinsurance coverages to
industrial, commercial and professional service firms, insurance companies and other enterprises on a worldwide basis. XL Capital Ltd was
incorporated with limited liability under the Cayman Islands Companies Act on March 16, 1998, as EXEL Merger Company. XL Capital Ltd
was formed as a result of the merger of EXEL Limited and Mid Ocean Limited on August 7, 1998, and the Company was named EXEL Limited
on that date.

EXEL Limited and Mid Ocean are companies that were incorporated in the Cayman Islands in 1986 and 1992, respectively. At a special
general meeting held on February 1, 1999, the shareholders of the Company approved a resolution changing the name of the Company to XL
Capital Ltd.

On June 18, 1999, XL Capital Ltd merged with NAC Re Corp. ( NAC ), a Delaware corporation organized in 1985, in a stock merger. This
merger was accounted for as a pooling of interests under U.S. generally accepted accounting principles ( GAAP ). Following the merger, the
Company changed its fiscal year end from November 30 to December 31 as a conforming pooling adjustment.

On July 25, 2001, the Company acquired certain Winterthur International insurance operations ( Winterthur International ) to extend its
predominantly North American-based large corporate insurance business globally. Results of operations of Winterthur International have been
included from July 1, 2001, the date from which the economic interest was transferred to the Company. In 2003, the Company re-branded XL
Winterthur International to XL Insurance Global Risk.

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

On August 4, 2006, the Company completed the sale of 37% of XL Capital Assurance Ltd ( XLCA ) and XL Financial Assurance Ltd.
( XLFA ) through the initial public offering ( IPO ) of Security Capital Assurance ( SCA ). XLCA and XLFA represented the Company s financial
guarantee insurance and financial guarantee reinsurance platforms, respectively. On June 6, 2007, the Company completed the sale of a portion
of SCA s common shares owned by the Company through a secondary offering and thereby reduced its ownership of SCA s outstanding common
shares from approximately 63% to approximately 46%. Following this sale, the Company s proportionate share of the results of SCA is reported
as Net income (loss) from operating affiliates.

See further information under Item 7, Management s Discussion and Analysis of Financial Condition and Results of Operations and Item
8, Note 6 to the Consolidated Financial Statements, Business Combinations.

Segments

To better align the Company s operating and reporting structure with its current strategy, the Company revised its segment structure during
the second quarter of 2007. Depending on the nature of the business written, the following product lines or transactions previously managed by
and reported as part of the Financial Lines segment are now managed as part of the Insurance and Reinsurance segments and reported therewith:
(1) structured indemnity products managed through the Company s financial solutions operations (  XLFS ), (ii) political risk products, (iii) weather
and energy management products, and (iv) legacy financial guarantee business. The earnings on the Company s investment in Primus Guaranty
Ltd. ( Primus ) and other financial operating affiliates as well as the results of certain structured finance products are reported as a part of the
Corporate segment that includes the general investment and financing operations of the Company. In addition, the guaranteed investment
contract and funding agreement businesses are now reported separately within the Other Financial Lines segment.

On June 6, 2007, the Company completed the sale of a portion of SCA s common shares owned by the Company through a secondary
offering and thereby reduced its ownership of SCA s outstanding common shares from approximately 63% to approximately 46%. Subsequent to
this date, SCA was no longer a consolidated subsidiary or a separate operating segment of the Company and its remaining investment in SCA
was accounted for using the equity method of accounting. However, historical consolidated results of the Company include the separately
reported net income of SCA through to June 6, 2007.
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Given the changes in the Company s operating and reporting structure as described above, the Company is organized into four operating
segments: Insurance, Reinsurance, Life Operations, and Other Financial Lines in addition to a Corporate segment that includes the general
investment and financing operations of the Company.

The Company evaluates the performance for both the Insurance and Reinsurance segments based on underwriting profit and evaluates the
contribution from each of the Life Operations and Other Financial Lines segments. Other items of revenue and




Edgar Filing: XL CAPITAL LTD - Form 10-K

expenditure of the Company are not evaluated at the segment level for reporting purposes. In addition, the Company does not allocate
investment assets by segment for its property and casualty operations. Investment assets related to (i) the Company s Life Operations and Other
Financial Lines segments and (ii) certain structured products included in the Insurance and Reinsurance segments, are held in separately
identified portfolios. As such, net investment income from these assets is included in the contribution from each of these segments.

The following table sets forth an analysis of gross premiums written by segment for the years ended December 31, 2007, 2006 and 2005.
Additional financial information about the Company s segments, including financial information about geographic areas, is included in Item 8,
Note 4 to the Consolidated Financial Statements, Segment Information.

2007 2006 2005

Gross Gross Premiums
Year ended December 31 Premiums Percentage Premiums Percentage Gross
(U.S. dollars in thousands) Written Change Written (2) (3) Change Written (2) (3)
Insurance $ 5,434,266 BH% $ 5,627,293 (3.8)% $ 5,848,121
Reinsurance 2,663,494 13.1)% 3,066,138 9.D)% 3,372,189
Life Operations 743,220 8.2% 686,906 (70.8)% 2,350,319
SCA (1) 156,983 (61.3)% 405,910 45.6% 278,868

$ 8,997,963 B.DH% $ 9,786,247 17.49)% $ 11,849,497

(1) Gross premiums written relating to SCA in 2007 are for the period from January 1, 2007 through to June 6, 2007, prior to a secondary offering of
SCA s common shares owned by the Company, which had the effect of reducing its ownership of SCA s outstanding common shares from
approximately 63% to approximately 46%. Subsequent to June 6, 2007, the Company accounted for its remaining investment in SCA using the
equity method of accounting.

2) To facilitate period to period comparisons, certain short-term Accident and Health business previously included in the Reinsurance segment has
been reclassified to the Life Operations segment to conform to current segment management responsibilities.

3) Certain lines of business previously reported under the Financial Lines segment have been reclassified and reported under the Insurance and
Reinsurance segments based on the nature of the business written.
Insurance Segment

General

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

Property and casualty products are typically written as global insurance programs for large multinational companies and institutions and
include umbrella liability, product recall, U.S. workers compensation, property catastrophe and primary master property and liability coverages.
Property and casualty products generally provide large capacity on a primary, quota share or excess of loss basis. Global insurance programs are
targeted to large worldwide companies in major industry groups including aerospace, automotive, consumer products, pharmaceutical, pulp and
paper, high technology, telecommunications, transportation and basic metals. In North America, the casualty business written is generally
long-tail, umbrella and high layer excess business, meaning that the Company s liability attaches after large deductibles, including self insurance
or insurance from other companies. Primary casualty programs (including workers compensation) generally require customers to take large
deductibles or self-insured retentions. Outside of North America, casualty business is also written on a primary basis. Policies are written on an
occurrence, claims-made and occurrence reported basis. The Company s property business written is short-tail by nature and written on both a
primary and excess of loss basis. Property business written includes exposures to man-made and natural disasters, and generally, loss experience
is characterized as low frequency and high severity. This may result in volatility in the Company s results of operations, financial condition and
liquidity. See Item 7, Management s Discussion and Analysis of Financial Condition and Results of Operations , for further information.

Professional liability insurance includes directors and officers liability, errors and omissions liability and employment practices liability
coverages. Policies are written on both a primary and excess of loss basis. Directors and officers coverage includes primary and excess directors
and officers liability, employment practices liability, company securities and private company directors and officers liability. Products are
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targeted at a variety of different sized companies, with a heavy concentration on small to medium-sized firms when written on a primary basis.
Employment practices liability is written primarily for very large corporations and covers those firms for legal liability in regard to the treatment
of employees. Errors and omissions coverage is written on a primary and excess basis. Errors and omissions insurance written on a primary basis
is targeted to small to medium-sized firms and coverage is provided for various professional exposures, including, but not limited to, insurance
brokers, consultants, architects and engineers, lawyers, public entities and real estate agents.

Environmental liability products include pollution and remediation legal liability, general and project-specific pollution and professional
liability, commercial general property redevelopment and contractor s pollution liability. Business is written for both single and multiple years on
a primary or excess of loss, claims-made or, less frequently, occurrence basis. Targeted industries include chemical facilities,
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environmental service firms, contractors, healthcare facilities, manufacturing facilities, real estate redevelopment, transportation and
construction. The Company also offers commercial general liability and automobile liability insurance to environmental businesses.

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

Marine and offshore energy, equine and fine art and specie insurance are also provided by the Company. Marine and energy coverage
includes marine hull and machinery, marine war, marine excess liability, cargo and offshore energy insurance. Equine products specialize in
providing bloodstock, livestock and fish farm insurance. Fine art and specie coverages include fine art, jewelers block, cash in transit and related
coverages for financial institutions.

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

The Company exited the surety business in mid-2005. Prior to that time, business was written on a broad range of surety products and
services throughout North America, with a focus on contract, commercial and international trade surety bonds, targeting all segments of the
construction marketplace. Surety products included bid, performance, payment, maintenance and supply bonds, commercial surety bonds, U.S.
customs and international trade surety bonds, license bonds, permit bonds, court bonds, public official bonds and other miscellaneous bonds.

The Company s program business specializes in insurance coverages for distinct market segments in North America, including program
administrators and managing general agents who operate in a specialized market niche and have unique industry backgrounds or specialized
underwriting capabilities. Products encompass automobile extended warranty and other property and casualty coverage. The Company
implemented an exit strategy for its small commercial property catastrophe coverage program in 2006.

Certain structured indemnity products, structured by XLFS, are included within the results of the Insurance segment covering a range of
insurance risks including property and casualty insurance, certain types of residual exposures and other market risk management products.

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

U.S. Terrorism

The U.S. Terrorism Risk Insurance Act of 2002 ( TRIA ), as amended, established the Terrorism Risk Insurance Program ( TRIP ) which
became effective on November 26, 2002 and was a three-year federal program effective through 2005. On December 22, 2005, President George
Bush signed a bill extending TRIA ( TRIAE ) for two more years, continuing TRIP through 2007. On December 26, 2007, President George Bush
signed the Terrorism Risk Insurance Program Reauthorization Act of 2007 ( TRIPRA ) which further extended TRIP for 7 years until December
31, 2014 and also eliminated the distinction between foreign and domestic acts of terrorism.

TRIA voided in force terrorism exclusions as of November 26, 2002 for certified terrorism on all TRIA specified property and casualty
business. TRIA required covered insurers to make coverage available for certified acts of terrorism (other than NBCR) on all new and renewal
policies issued after TRIA was enacted. Legislation approved under TRIP, as noted above, allows the Company to assess a premium charge for
terrorism coverage and, if the policyholder declines the coverage or fails to pay the buy-back premium, certified acts of terrorism may then be
excluded from the policy, subject, however, to state specific requirements. Terrorism coverage cannot be excluded from workers compensation
policies. Subject to a premium-based deductible and provided that the Company has otherwise complied with all the requirements as specified
under TRIPRA, the Company is eligible for reimbursement by the Federal Government for up to 85% of its covered terrorism-related losses
arising from a certified terrorist attack. Such payment by the government will, in effect, provide reinsurance protection on a quota share basis.
Entitlement to such reimbursement ends once the aggregated insured losses for the entire insurance industry exceed $100 billion in a single
program year.

The Company had, prior to the passage of TRIP and the related legislation, underwritten exposures under certain insurance policies that
included coverage for terrorism. The passage of TRIP and the related legislation, has required the Company to make a mandatory offer of
Certified terrorism coverage with respect to relevant covered insurance policies as specified under the related legislation.
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Non-U.S. Terrorism

The Company provides coverage for terrorism under casualty policies on a case-by-case basis. The Company generally does not provide
significant limits of coverage for terrorism under first party property policies outside of the U.S. unless required to do so by local law, or as
required to comply with any national terrorism risk pool which may be available. Various countries have enacted legislation to provide insurance
coverage for terrorism occurring within their borders, to protect registered property, and to protect citizens traveling abroad. The legislation
typically requires registered direct insurers to provide terrorism coverage for specified coverage lines and then permits them to cede
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the risk to a national risk pool. The Company has subsidiaries that participate in terrorism risk pools in various jurisdictions, including Australia,
France, Spain, the Netherlands and the United Kingdom.

Underwriting

The Company underwrites and prices most risks individually following a review of the exposure and in accordance with the Company s
underwriting guidelines. Most of the Company s insurance operations have underwriting guidelines that are industry-specific. The Company
seeks to control its exposure on individual insurance contracts through terms and conditions, policy limits and sublimits, attachment points, and
facultative and treaty reinsurance arrangements on certain types of risks.

The Company s underwriters generally evaluate each industry category and subgroups within each category. Premiums are set and adjusted
for an insured based, in large part, on the industry group in which the insured is placed and the insured s perceived risk relative to the other risks
in that group. Rates may vary significantly according to the industry group of the insured as well as the insured s risk relative to the group. The
Company s rating methodology for individual insureds seeks to set premiums in accordance with claims potential as measured by past experience
and future expectations, the attachment point and amount of underlying insurance, the nature and scope of the insured s operations, including the
industry group in which the insured operates, exposures to loss, natural hazard exposures, risk management quality and other specific risk factors
relevant in the judgment of the Company s underwriters to the type of business being written.

Underwriting and loss experience is reviewed regularly for, among other things, loss trends, emerging exposures, changes in the
regulatory or legal environment as well as the efficacy of policy terms and conditions.

As the Company s insurance products are primarily specialized coverages, underwriting guidelines and policy forms differ by product
offering as well as by legal jurisdiction. Liability insurance is written on both a primary and excess of loss basis, on occurrence, occurrence
reported and claims-made policy forms. Occurrence reported policies typically cover occurrences causing unexpected and unintended personal
injury or property damage to third parties arising from events or conditions that commence at or subsequent to an inception date, or retroactive
date, if applicable, and prior to the expiration of the policy provided that proper notice is given during the term of the policy or the discovery
period. Traditional occurrence coverage is also available for restricted classes of risk and is generally written on a follow-form basis where the
policy adopts the terms, conditions and exclusions of the underlying policy. Property insurance risks are written on a lead or follow-form basis
that usually provides coverage for all risks of physical damage and business interruption. Maximum limits are generally subject to sublimits for
coverage in critical earthquake and flood zones, where the Company seeks to limit its liability in these areas.

Reinsurance Ceded

In certain cases, the risks assumed by the Company in the Insurance segment are partially reinsured with third party reinsurers.
Reinsurance ceded varies by location and line of business based on a number of factors, including market conditions. The benefits of ceding
risks to third party reinsurers include reducing exposure on individual risks, protecting against catastrophic risks, maintaining acceptable capital
ratios and enabling the writing of additional business. Reinsurance ceded does not legally discharge the Company from its liabilities to the
original policyholder in respect of the risk being reinsured.

The Company uses reinsurance to support the underwriting and retention guidelines of each of its subsidiaries as well as to control the
aggregate exposure of the Company to a particular risk or class of risks. Reinsurance is purchased at several levels ranging from reinsurance of
risks assumed on individual contracts to reinsurance covering the aggregate exposure on a portfolio of policies issued by groups of companies.
See Item 7, Management s Discussion and Analysis of Financial Condition and Results of Operations , for further information.

Premiums

Premium rates and underwriting terms and conditions for all lines of business written vary by jurisdiction principally due to local market
conditions, competitor product offerings and legal requirements.

The following table is an analysis of the Insurance segment s gross premiums written, net premiums written and net premiums earned, by
line of business for the year ended December 31, 2007:

Gross Net Net
Premiums Premiums Premiums
(U.S. dollars in thousands) Written Written Earned
Casualty-professional lines $ 1516412 $ 1,376,819 $ 1,404,567
Casualty-other lines 1,342,817 848,919 819,687

10
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Other specialty lines (1)

Other (2)

Structured indemnity
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15,312 (7,460) 52,541
982,492 686,932 632,959
809,073 623,085 638,162
674,591 578,944 484,928

36,698 27,439 33,416

56,871 52,177 50,328

$ 5434266 $ 4,186,855 $ 4,116,588

11
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(1) Other specialty lines includes environmental, programs, equine, warranty and excess and surplus lines of business.
2) Other includes political risk, accident & health, surety and other discontinued lines of business.
Competition

The Company competes globally in the property and casualty reinsurance markets. Its competitors include the following companies and
their affiliates: The ACE Group of Companies ( ACE ); Allianz Aktiengesellschaft ( Allianz ); American International Group, Inc. ( AIG ); Factory
Mutual Global ( FMG ) for Property only; Hartford Financial Services ( Hartford ); Lloyd s of London Syndicates ( Lloyd s ); Munchener
Ruckversicherungs-Gesellschaft Aktiengesellschaft ( Munich Re ); Swiss Reinsurance Company ( Swiss Re ); The Chubb Corporation ( Chubb );
The Travelers Companies ( Travelers ); and Zurich Financial Services Group ( Zurich ).

The Company s major geographical markets for its property and casualty insurance operations are North America, Europe and Bermuda.
The Company s main competitors in each of these markets include the following:

North America AIG, ACE, Chubb, FMG, Zurich, Travelers, CNA Financial Corporation, Hartford, FMG, Liberty Mutual Group and
Lloyd s.

Europe Allianz, AIG, FMG, Zurich, AXA, Munich Re, ACE, Lloyd s, Swiss Re, Assicurazioni Generali and HDI-Gerling Industrie
Versicherung AG.

Bermuda ACE, Allied World Assurance Company, Axis Capital Group, Max Re Ltd., Endurance Specialty Insurance Ltd ( Endurance )
and Arch Capital Group Ltd.

See Item 7, Management s Discussion and Analysis of Financial Condition and Results of Operations Executive Overview for further
discussion.

Marketing and Distribution

Clients (insureds) are referred to the Company through a large number of international, national and regional brokers, acting as their
agents, and captive managers who receive from the insured or ceding company a set fee or brokerage commission usually equal to a percentage
of gross premiums. In the past, the Company has also entered into contingent commission arrangements with some intermediaries that provide
for the payment of additional commissions based on such variables as production of new and renewal business or the retention of business.
These arrangements are currently limited to program business where additional commissions are generally based on profitability of business
submitted to the Company. In general, the Company has no implied or explicit commitments to accept business from any particular broker and
neither brokers nor any other third party have the authority to bind the Company, except in the case where underwriting authority may be
delegated contractually to selected program administrators. Such administrators are subject to a financial and operational due diligence review
prior to any such delegation of authority and ongoing reviews and audits are carried out as deemed necessary by the Company with the goal of
assuring the continuing integrity of underwriting and related business operations. See Item 8, Note 18(a) to the Consolidated Financial
Statements for information on the Company s major brokers, Commitments and Contingencies Concentrations of Credit Risk.

Claims Administration

Claims management for the insurance operations includes the review of initial loss reports, administration of claims databases, generation
of appropriate responses to claims reports, identification and handling of coverage issues, determination of whether further investigation is
required and, where appropriate, retention of claims counsel, establishment of case reserves, payment of claims and notification to reinsurers.
With respect to the establishment of case reserves, when the Company is notified of insured losses, claims personnel record a case reserve as
appropriate for the estimated amount of the exposure at that time. 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.

Claims in respect of business written by the Company s Lloyd s syndicates are primarily notified by various central market bureaus. Where
asyndicate is a leading syndicate on a Lloyd s policy, its underwriters and claims adjusters will deal with the broker or insured on behalf of itself
and the following market for any particular claim. This may involve appointing attorneys or loss adjusters. The claims bureaux and the leading
syndicate advise movement in loss reserves to all syndicates participating on the risk. The Company s claims department may adjust the case
reserves it records from those advised by the bureaux as deemed necessary.

12
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Certain of the Company s product lines have arrangements with third party administrators ( TPAs ) to provide claims handling services to
the Company in respect of such product lines. These agreements set forth the duties of the TPA, limits of authority, protective indemnification
language and various procedures that are required to meet statutory compliance. These arrangements are also subject to audit review by the
Company s claim department.

13
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Reinsurance Segment
General

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

The Company s casualty reinsurance includes general liability, professional liability, automobile and workers compensation. Professional
liability includes directors and officers , employment practices, medical malpractice, and environmental liability. Casualty lines are written as
treaties, programs as well as on an individual risk basis and on both a proportional and a non-proportional basis. The treaty business includes
clash programs which cover a number of underlying policies involved in one occurrence or a judgment above an underlying policy s limit, before
suffering a loss.

The Company s property business, primarily short-tail in nature, is written on both a portfolio/treaty and individual/facultative basis and
includes property catastrophe, property risk excess of loss and property proportional. A significant portion of the property business underwritten
consists of large aggregate exposures to man-made and natural disasters and, generally, loss experience is characterized as low frequency and
high severity. This may result in volatility in the Company s results of operations, financial condition and liquidity. See Item 7, Management s
Discussion and Analysis of Financial Condition and Results of Operations.

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

The Company s property catastrophe reinsurance account is generally all risk in nature. As a result, the Company is exposed to losses from
sources as diverse as hurricanes and other windstorms, earthquakes, freezing, riots, floods, industrial explosions, fires, and many other potential
disasters. In accordance with market practice, the Company s policies generally exclude certain risks such as war, nuclear contamination or
radiation. Following the terrorist attacks at the World Trade Center in New York City, in Washington, D.C. and in Pennsylvania on September
11, 2001 (collectively, the September 11 event ), terrorism cover, including nuclear, biological, radiological and chemical, has been restricted or
excluded in many territories and classes. Some U.S. States make it mandatory to provide some cover for Fire Following terrorism and some
countries make terrorism coverage mandatory. The Company s predominant exposure under such coverage is to property damage.

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

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

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

Other specialty reinsurance products include energy, marine, aviation, space, engineering, fidelity, trade credit, and political risk.
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The Company underwrites a small portfolio of contracts covering political risk and trade credit. Exposure is assumed from a limited
number of trade credit contracts and through Lloyd s quota shares. In addition, there are runoff exposures from discontinued writings in the
Company s marine portfolio.

The results of certain transactions structured by XLFS that are generally written on an aggregrate stop loss or excess of loss basis are
included within the results of the Reinsurance segment.

Underwriting

Underwriting risks for the reinsurance property and casualty business are evaluated using a number of factors including, but not limited to,
the type and layer of risk to be assumed, the actuarial evaluation of premium adequacy, the cedant s underwriting and claims experience, the
cedant s financial condition and claims paying rating, the exposure and/or experience with the cedant, and the line of business to be reinsured.

Other factors assessed by the Company include the reputation of the proposed cedant, the geographic area in which the cedant does
business and its market share, a detailed evaluation of catastrophe and risk exposures, and historical loss data for the cedant where available and
for the industry as a whole in the relevant regions, in order to compare the cedant s historical loss experience to industry averages. On-site
underwriting reviews are performed where it is deemed necessary to determine the quality of a current or prospective cedant s underwriting
operations, with particular emphasis on proportional and working excess of loss placements.

For property catastrophe reinsurance business, the Company s underwriting guidelines generally limit the amount of exposure it will
directly underwrite for any one reinsured and the amount of the aggregate exposure to catastrophic losses in any one geographic zone. The
Company believes that it has defined geographic and peril zones such that a single occurrence, for example an earthquake or hurricane, should
not affect more than one peril zone. While the exposure to multiple zones is considered remote for events such as a hurricane, the Company does
manage its aggregate exposures for such a scenario where the Company considers it appropriate to do so. The definition of the Company s peril
zones is subject to periodic review. The Company also generally seeks an attachment point for its property catastrophe reinsurance at a level that
is high enough to produce a low frequency of loss. The Company seeks to limit its aggregate exposure in the proportional business through
extensive use of occurrence and cession limits.

Reinsurance Retroceded

The Company uses third party reinsurance to support the underwriting and retention guidelines of each reinsurance subsidiary as well as
seeking to limit the aggregate exposure of the Company to a particular risk or class of risks. Reinsurance is purchased at several levels ranging
from reinsurance of risks assumed on individual contracts to reinsurance covering the aggregate exposures. The benefits of ceding risks to other
reinsurers include reducing exposure on individual risks, protecting against catastrophic risks, maintaining acceptable capital ratios and enabling
the writing of additional business. Reinsurance ceded does not legally discharge the Company from its liabilities in respect of the risk being
reinsured. Reinsurance ceded varies by location and line of business based on factors including, among others, market conditions and the credit
worthiness of the counterparty.

The Company s property catastrophe exposures are subject to a detailed review twice a year following the main January and July renewal
seasons. Following the increased frequency of Atlantic hurricanes in 2004 and 2005, significant changes were made to the proprietary models
used by the Company to both price and monitor catastrophe risk accumulations. In order to maximize the benefit from the new market
environment, while limiting the Company s net risk appetite, the Company utilized capacity available from a reinsurance vehicle Cyrus
Reinsurance Limited ( Cyrus Re ), to which the Company ceded a share of its property catastrophe risks. In so doing, the Company was able to
reduce its net retained risk and shares in the profitability of the reinsurance business ceded to this new vehicle in the form of market based profit
commissions and other commissions for business ceded by the Company to this facility. Business was ceded to this vehicle on a risks attaching
basis up to July 1, 2007, which includes the inception date of the majority of the Company s property catastrophe business. Effective January 1,
2008, the Company entered into a quota share reinsurance treaty with a newly-formed Bermuda reinsurance company, Cyrus Reinsurance I1
Limited ( Cyrus Re II ). Pursuant to the terms of the quota share reinsurance treaty, Cyrus Re II will assume a 10% cession of certain lines of
property catastrophe reinsurance and retrocession business underwritten by certain operating subsidiaries of the Company for the 2008
underwriting year. In connection with such cessions, the Company will pay Cyrus Re II reinsurance premium less a ceding commission, which
includes a reimbursement of direct acquisition expenses incurred by the Company as well as a commission to the Company for generating the
business. The quota share reinsurance treaty also provides for a profit commission payable to the Company.

The traditional catastrophe retrocession program was renewed in June 2007 to cover certain of the Company s exposures net of Cyrus Re
cessions. These covers give protection in various layers and excess of varying attachment points according to territorial exposure. The Company
has co-reinsurance retentions within this program. The Company bought an additional structure with a restricted territorial scope for 12 months
at July 2007. The Company continued to buy additional protection for the Company s marine and offshore energy exposures. These covers
provide protection in various layers and excess of varying attachment points according to the scope of cover provided. The Company has
co-reinsurance participations within this program.

16



Edgar Filing: XL CAPITAL LTD - Form 10-K

The Company continues to buy specific reinsurances on its credit and bond, motor third party liability, property and aviation portfolios to
manage its net exposures in these classes.
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See Item 7, Management s Discussion and Analysis of Financial Condition and Results of Operations and Item 8, Note 11 to the
Consolidated Financial Statements Reinsurance for further information.

Premiums

The following table is an analysis of the Reinsurance segment s gross premiums written, net premiums written and net premiums earned,
by line of business for the year ended December 31, 2007:

Gross Net Net
Premiums Premiums Premiums

(U.S. dollars in thousands) Written Written Earned
Casualty-professional lines $ 256,280 $ 256,327 $ 273,494
Casualty-other lines 543,251 527,860 602,452
Property catastrophe 475,540 286,866 264,666
Other property 970,196 677,764 753,278
Marine, energy, aviation and satellite 150,548 128,942 141,619
Other (1) 239,418 204,845 240,049
Structured indemnity 28,261 28,261 26,481
Total $ 2663494 $ 2,110,865 $ 2,302,039
(1) Other includes political risk, surety, warranty, accident and health, and other lines of business.

Additional discussion and financial information about the Reinsurance segment is set forth in Item 7, Management s Discussion and
Analysis of Financial Condition and Results of Operations and Item 8, Note 4 to the Consolidated Financial Statements, Segment Information.

Competition
The Company competes globally in the property and casualty markets.

The Company s major geographical markets for its property and casualty reinsurance operations are North America, Europe, Bermuda and
Emerging Markets (covering Asia/Pacific and South America). The main competitors in each of these markets include the following:

North America Berkshire Hathaway, Munich Re Corporation, Swiss Re America Corporation,
Transatlantic Re, Everest Re Group Ltd, Hannover Re, and PartnerRe Lt