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Report of Independent Auditors

To the Board of Directors and Shareholder of
Arch Reinsurance Ltd.:

In our opinion, the accompanying consolidated balance sheets and the related consolidated
statements of income, changes in shareholder's equity, comprehensive income, and cash flows
present fairly, in all material respects, the financial position of Arch Reinsurance Ltd. and its
subsidiaries (collectively the "Company"), a wholly-owned subsidiary of Arch Capital Group
Ltd., at December 31, 2007 and December 31, 2006, and the results of their operations and
their cash flows for the years then ended in conformity with accounting principles generally
accepted in the United States of America. These financial statements are the responsibility of
the Company’s management. Our responsibility is to express an opinion on these financial
statements based on our audits. We conducted our audits of these statements in accordance
with auditing standards generally accepted in the United States of America. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements, assessing
the accounting principles used and significant estimates made by management, and evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable
basis for our opinion.

Q\ﬁc@ wd@?&\a@eﬁoo?e/b e

July 28, 2008



ARCH REINSURANCE LTD. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
(U.S. dollars in thousands, except share data)

December 31,

2007 2006

Assets
Investments:
Fixed maturities available for sale, at fair value (amortized cost:

2007, $6,897,646; 2006, $6,749,058) .....cevreireerrririrteieietetese st eeens $6,997,548 $6,768,315
Short-term investments available for sale, at fair value (amortized cost:

2007, $640,779; 2006, $902,832) ....c.oviierrereircireeeeneeeeteereer et ena e ennes 639,553 903,599
Short-term investment of funds received under securities lending agreements, at

FAIE VAIUE ..ot ee et s et et seensean 1,503,723 891,376
Other investments (cost: 2007, $559,925; 2006, $282,923) ....cooroirieiiieieicecece 589,669 307,082
Total INVESHMENIES ...t eerer e s e e e e e e e sessssessssnnessnnnees 9,730,493 8,870,372
Sttt e e et rt e b et b r e sbae et e reeesenseen et et esnans 197,733 272,994
Accrued iNVESMENT INCOITIE .....oo.vevieieeieeeeeeecteeesteee e e eeereeeasssseeesssseessssseeesesanees 71,906 67,017
Fixed maturities and short-term investments pledged under securities lending

agreements, at fair Value ........coocoovimiiiiceee e e 1,463,045 860,803
Premitms T€CEIVADIE. ........oouveeiieeeeieeeeeeeeee et e et e e s 710,630 - 740,558
Funds held by reinsureds ........occoveeicuiieeeceieieereeeeeeeere et ee s 74,752 82,385
Unpaid losses and loss adjustment expenses recoverable.........ocooveeieveenicnenenne. 1,530,842 1,504,130
Paid losses and loss adjustment expenses recoverable .........c.cvveereereccrcrrnrcnceas 123,027 109,173
Prepaid reinSUrance PrETMUINS .......cocvueeverertereuereesertereiesseesessessesessesesesssseseasesessas 445,450 445,772
Deferred inCome tax aSSELS, MET ....c..eeieeeeiieceieeieeeieeeeeee e e eeeeeeste e e e e e seeenseneeas 55,772 63,926
Deferred acquiSition COSES, TEL........covvieieirie et 291,768 292,802
Receivable for securities SOId .........ooovvivioiiie e 17,212 190,143
OFNET @SSEIS ..ottt e e e e e e e s e s e e e s e s sesteesesenaessneaenn 315,343 309,537
TOtAl ASSEES .....ooniiiiieiieiete ettt ettt et ete e e e et e eee e e esteeneeneneeneas $15,027,973 $13,809,612
Liabilities
Reserve for losses and loss adjustment eXpenses «......c..oeeveeeeeeeeesieeceeeeieneeseeeeeeens $6,933,368 $6,355,468
UnEarned PrEIMIUIIIS ... ceeueeieieiiieete e etetesieevee s e e emeesbeseeeresbeesesssnenessarnessensassesens 1,709,959 1,749,169
Reinsurance balances payable ........cccooviemiiinireiiener et 293,544 287,513
Deposit accounting liabilities .........ccccevceeiiriieeeeceriei e s e saee e e 43,506 45,107
Securities lending collateral...........covveeveeeioeieeeceeece et 1,503,723 891,376
Payable for securities purchased.........cccoevreeeeirrienienete ettt 23,155 418,109
Other Habilities .....ccvveeeeeeeiecieetieece ettt e e e eereeesreesne e besaesatesasesnesnnen 360,951 317,310
Total Liabilities .........ccoooiiiieeceecee et eee 10,868,206 10,064,052
Commitments and Contingencies
Shareholder’s Equity
Common shares ($1.00 par value, 1,250,000 shares authorized, issued:
2007 and 2006, 1,250,000) ......cueeieeieeieieeeie et eete e et e e e e aese e neenea 1,250 1,250
Additional paid-in capital ...........coeeeemeieeieieieeee et 1,985,175 1,973,436
Retained €arnings ......cccceoiaeieeieeti ettt ee et er e et e en st en s 2,028,937 1,718,449
Accumulated other comprehensive income, net of deferred income tax............... 144,405 52,425
Total Shareholder’s EQUIty...........ocoooiiiiiiie e 4,159,767 3,745,560
Total Liabilities and Shareholder’s EQUity ...........ccocoeiiiiiiiiinineieeeeee $15,027,973 $13,809,612

See Notes to Consolidated Financial Statements
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ARCH REINSURANCE LTD. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF INCOME
(U.S. dollars in thousands)

Years Ended December 31,

2007 2006

Revenues

Net Premiums WITHEIL. ... ......c.eeueeeieeeeeeeeeeereeeeeeecee e eeeeeeeseeeeeesesss s e seeneereenesassrenesanen $2,853,933 $2,979,132
Decrease in unearmed PremIUMIS. ... .ccerreeretrereereretes e srteseeseesressesimeaneseesssesnansens 44 330 50,146
Net premiums €arned .........ccoveeeeeeieeeeerieeiertreseeseeseeeereee e ee e esresaesseesseereeesensese 2,898,263 3,029,278
Net INVESHMENT INCOME ... .vviereeerereireereerireeeiseecteeessrrseesseeesereesseesseseeseeensesssnsasesesns 452,231 370,950
Net realized gains (10SSES) ....ceverueerraerrreririrete e rtere e e e eeres e e serereesebeen e reneas 28,709 (19,087)
FEE INCOIME ..oeveeeeeeeeeeteeeeetee ettt eene e s e re e be e neeaneeseenbesasensesnseensenn 4,427 6,279
Other MCOMIE ....c.evieeieeieeeeeeecteeee ettt e e e e e e e seereenseeseeens e see s aesseneseneeenneas 9,048 431
TOLAl FEVEIIUES..........oooeeeeeeeeeeeecee e e e ce et e s s e s e s e r e s e seaeseneaesaseeeennnne 3,392,678 3,387,851
Expenses

Losses and 10ss adjustment XPenSES ........couerveeeeerieeereeererseerseserneeseeeeeceeeeeeencsseasens 1,607,710 1,749,733
ACQUISILION EXPEIMSES ... neieueeenietieeeeeenereneeeceeeaes e e saeasatassesssarsnssssassasssaeseeseennsessans 502,787 555,009
Other OPETatiNg EXPEIISES ....eeveuereerireirerereseireresetetrcretsee et ssesesaseesssssesansessnsansan 323,328 278,153
Net foreign eXchange 10SSES ......coveeuimiiiiecv ettt 35,092 30,710
TOtA] EXPEIISES .......oiiiiiiiii e et et s e rre s e e stessae e s e e ae e ne et e seeneeaneeneanns 2,468,917 2,613,605
Income Before Income Taxes ..........ccccooieieeeiiiiecen e e 923,761 774,246
INCOMIE tAX EXPENSE ...ttt ettt e st ettt e et a s 13,334 24,296
NEEIDCOIME ...ttt beeeaeeeas et esesr s ese et e s s aenennnesneans $910,427 $749,950

See Notes to Consolidated Financial Statements
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ARCH REINSURANCE LTD. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CHANGES IN SHAREHOLDER’S EQUITY

(U.S. dollars in thousands)

Common Shares
Balance at beginning of YEar.......co.coooe et
Balance at end of year..........c.ooooiiiiiiiiii e

Additional Paid-in Capital

Balance at beginning of YEaT.........ccvvorieeuirririenirceeeeee e e e
Contributions from Parent.........cccoceiiieiiineieetee et ss e s e sresanen
Amortization of share-based COMPENSALION .........ceecureeeeerveereiereeeiereeereeceeeree e
OBRET ettt ettt ettt sttt a b

Retained Earnings

Balance at beginning of YEaT.........ccooeeeeieiicitice e s
Adjustment to adopt SFAS No. 155, “Accounting for Certain Hybrid Financial
Instruments—an amendment of FASB Statements No. 133 and 140”......................
Balance at beginning of year, as adjusted ...........cocceeeevieniieeeeeineeeec e
Dividends paid t0 PAIENT ........coeeiieiriieiiteirieetetrtete et e s sesesseseanesaeseasennas
INEL ICOTIIC ..ttt ettt sttt e et et e e et e eneseas e nasarseaneea s enneenaensansanns

Accumulated Other Comprehensive Income (Loss)

Balance at beginning of Year........ccocoooieiieiiiiiiieeeeee et
Adjustment to adopt SFAS No. 155, “Accounting for Certain Hybrid Financial
Instruments—an amendment of FASB Statements No. 133 and 140™......................
Balance at beginning of year, as adjusted .........coooveeimiieieeeee e
Change in unrealized appreciation in value of investments, net of deferred income

Foreign currency translation adjustments, net of deferred income tax.....................
Balance at end of Year...........ooooiiiiiiii e

Total Shareholder’s EQUILY ...........cccoooeiiiiiiiiieceeete e

Years Ended December 31,

2007 2006
$1,250 $1,250
1,250 1,250
1,973,436 1,649,064
— 314,000
13,399 7,757
(1,660) 2,615
1,985,175 1,973,436
1,718,449 990,549
2,111 _
1,720,560 990,549
(602,050) (22,050)
910,427 749,950
2,028,937 1,718,449
52,425 (1,570)
(2,111) —
50,314 (1,570)
90,829 54,111
3,262 (116)
144,405 52,425
$4,159,767 $3,745,560

See Notes to Consolidated Financial Statements
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ARCH REINSURANCE LTD. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME
(U.S. dollars in thousands)

Years Ended December 31,

2007 2006

Comprehensive Income
NELINCOIIE - .. eeieeiiieeetete ettt et et ee st e e e e beebe e se s eenseeaseseesesnssaeesabesaemeneean $910,427 $749,950

Other comprehensive income, net of deferred income tax
Unrealized appreciation in value of investments:

Unrealized holding gains arising during year...........occoeeerecerceercrereenreeneneeneene 133,261 32,844
Reclassification of net realized (gains) losses, net of income taxes, included in
TIEE IMCOIMNIE ... cueiieeireere st ettt e st se et sees b e e et enseaensassesenseseasennesmasennsnsenssan (42,432) 21,267
Foreign currency translation adjustments ........c..cccveverieeeneseeenreeesceieesseseese e 3,262 (116)
Other cOmMPIEhenSIVE INCOMIE ......c..ocuveeeeeeeeeeeeieeeeeeeereere et s neseeseeesese e e 94,091 53,995
Comprehensive INCOMIE ..............ooviiiieiieeece et ne e e e e $1,004,518 $803,945

See Notes to Consolidated Financial Statements
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ARCH REINSURANCE LTD. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

(U.S. dollars in thousands)

Operating Activities
NEEINCOINE. ..c.coeeutenietetescretere st e es e r et e se st e tesseese st e see st at e besaeamtaseanneasaenrasenseasseseaseas
Adjustments to reconcile net income to net cash provided by operating activities:
Net realized (ZainS) LOSSES .....eerirrieiririeeee ettt et
Other IMCOIME ... .ottt ettt et et e et et e e e et aeaneeensaseesresbesanasns
Share-based COMPENSALION ......cereeruiriuerieeririeiestreer et eie e ee s e ess b e snesea e e s
Changes in:
Reserve for losses and loss adjustment expenses, net of unpaid losses and loss
adjustment eXpenses IECOVEIADIE .......c.cvveriiiercriiicerceee et
Unearned premiums, net of prepaid reinsurance premiums .......occeeeeeeeeeenevnenn
Premiums TECEIVADIE .........ccccoiimieiirececee et
Deferred acquisition COSES, NET ......ccoveccreereeneererieriee et e et es et sre e esaanas
Funds held by 1eInSureds .........ccovereienenieieeineees et ere s
Reinsurance balances payable ........c.cocoiiiiriicroninc e,
Deferred income tax assets, NMET.....cocoviiicieeeieeciieeieeereeeeceenee e eere e ereesesece e s
Other HabilItIEs .......cveeviireieceei ettt nesan
(011155 8 17=) 14T 1 1 A U URURRRRURN
Net Cash Provided By Operating Activities.............coocooiiiiiiiiiiiiiiine

Investing Activities

Purchases of fixed maturity INVEStMENLTS .........coceereririeiiiriee et
Proceeds from sales of fixed maturity I0VESIMENtS ........coeeveveveeeeeeiieenrecreeereeeeennns
Proceeds from redemptions and maturities of fixed maturity investments................
Purchases of other InVESTMENLS.........ccoviiiiiiiiie et

Net purchases of short-term INVEStMENTS .........ccoeveeririeiireieee et
Change in securities lending collateral ...........c.ccooriiiiinioiiiie e
Purchases of furniture, equipment and Other ..........coccocvivririniineeveeeceeeee e
Net Cash Used For Investing Activities .............c.coocoiiviiiiiiiiiiiiee e
Financing Activities

Change in securities lending collateral ...........cccoeevirininiiiniiceee e,
Excess tax benefits from share-based compensation...........cccoeveeeeeieeeeeceeeeeeseennnan.
Contributions fIOM PATENL .......c..coereoiiriiire ettt seen s ene e
Dividends paid t0 PATENL.....c.ccovieuiiciieiiieieetetet ettt et e s e e etse v seens
Net Cash Provided By Financing Activities

Effects of exchange rate changes on foreign currency cash .......cocoeeevveveeesiereneenenne.

(Decrease) INCIease M CASDL....c.coiiiririiiiie sttt ettt et e e st eeesaes e
Cash beginning Of YEaT .......cceciiirieirrece ettt ettt ee e e e eeeenvernenen
Cash end of Year ...t

Income taxes Paid, DL ........cooiiiiiririiereee ettt n e e et enneaas

Years Ended December 31,

2007 2006
$910,427 $749,950
(28,480) 20,706
(9,048) (431)
13,399 7,757
551,188 818,483
(38,888) (44,778)
29,928 (61,610)
1,034 19,881
7,633 85,347
6,031 123,069
(3,110) 7,226
13,215 2,454
3,942 (127,738)
1,457,271 1,600,316
(19,959,884) (15,601,357)
18,453,474 13,748,081
644,047 513,982
(542,615) (241,703)
204,026 15,192
289,775 (231,092)
(612,347) 1,312
(24,629) (11,029)
(1,548,153) (1,806,614)
612,347 (1,312)
4,753 4,649
— 314,000
(602,050) (22,050)
15,050 295,287
571 43
(75,261) 89,032
272,994 183,962
$197,733 $272,994
$1,725 $39,170

See Notes to Consolidated Financial Statements
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1. Organization

Arch Reinsurance Ltd. (the “Company”) is 2 Bermuda limited liability company which provides insurance
and reinsurance on a worldwide basis. The Company was incorporated in May 2001 in Bermuda and is a wholly
owned subsidiary of Arch Capital Group Ltd. (‘ACGL”), a Bermuda exempted public limited liability company.
The Company is licensed as a Class 4 insurer under the Insurance Act 1978 of Bermuda and is licensed to
underwrite both general and long-term business on an insurance and reinsurance basis.

In October 2001, ACGL launched an underwriting initiative to meet current and future demand in the
global insurance and reinsurance markets that included the recruitment of new management teams and an equity
capital infusion of $763 million, of which $508 million was contributed to the Company. During 2002 to 2006,
additional capital contributions were made to the Company by ACGL following capital raising activities. In
addition, on December 31, 2002, ACGL contributed 86.6% of its investment in Arch Capital Group (U.S.) Inc.
(“Arch-U.S.”) and its subsidiaries to the Company, with the remaining 13.4% of Arch-U.S. and its subsidiaries
contributed to the Company on December 30, 2005. During 2007, the Company paid $602.1 million of
dividends to ACGL which were used to fund ACGL’s share repurchase program and other corporate purposes.

2. Significant Accounting Policies

(a) Basis of Presentation

The consolidated financial statements have been prepared in conformity with accounting principles
generally accepted in the United States of America (“GAAP”). Results of operations include the accounts of the
Company and Arch-U.S. and its subsidiaries, which inctude Arch Reinsurance Company (“Arch Re U.S.”),
Arch Insurance Company, Arch Specialty Insurance Company, Arch Excess & Surplus Insurance Company and
Arch Indemnity Insurance Company. All significant intercompany transactions and balances have been
eliminated in consolidation. The preparation of financial statements in conformity with GAAP requires
management to make estimates and assumptions that affect the reported amounts 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. Actual results could differ from those estimates and
assumptions.

(b) Premium Revenues and Related Expenses

Insurance premiums written are generally recorded at the policy inception and are primarily earned on a pro
rata basis over the terms of the policies for all products, usually 12 months. Premiums written include estimates
in the Company’s programs, aviation, construction and surety and collateral protection business and for
participation in involuntary pools. Such premium estimates are derived from multiple sources which include the
historical experience of the underlying business, similar business and available industry information. Unearned
premium reserves represent the portion of premiums written that relates to the unexpired terms of in-force
insurance policies.

Reinsurance premiums written include amounts reported by brokers and ceding companies, supplemented
by the Company’s own estimates of premiums where reports have not been received or in cases where the
amounts reported by brokers and ceding companies are adjusted to reflect management’s best judgments and
expectations. Premium estimates are derived from multiple sources which include the Company’s underwriters,
the historical experience of the underlying business, similar business and available industry information.
Premiums written are recorded based on the type of contracts the Company writes. Premiums on the Company’s
excess of loss and pro rata reinsurance contracts are estimated when the business is underwritten. For excess of
loss contracts, the minimum premium, as defined in the contract, is generally recorded as an estimate of
premiums written as of the inception date of the treaty. Estimates of premiums written under pro rata contracts
are recorded in the period in which the underlying risks are expected to incept and are based on information
provided by the brokers and the ceding companies. For multi-year reinsurance treaties which are payable in
annual installments, generally, only the initial annual installment is included as premiums written at policy
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inception due to the ability of the reinsured to commute or cancel coverage during the term of the policy. The
remaining annual installments are included as premiums written at each successive anniversary date within the

multi-year term.

Reinstatement premiums for the Company’s insurance and reinsurance operations 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. Reinstatement premiums, if obligatory, are fully earned when recognized. The accrual of
reinstatement premiums is based on an estimate of losses and loss adjustment expenses, which reflects
management’s judgment.

Premium estimates are reviewed by management at least quarterly. Such review includes a comparison of
actual reported premiums to expected ultimate premiums along with a review of the aging and collection of
premium estimates. Based on management’s review, the appropriateness of the premium estimates is evaluated,
and any adjustment to these estimates is recorded in the period in which it becomes known. Adjustments to
premium estimates could be matenal and such adjustments could directly and significantly impact earnings
favorably or unfavorably in the period they are determined because the estimated premium may be fully or
substantially earned. A significant portion of amounts included as premiums receivable, which represent
estimated premiums written, net of commissions, are not currently due based on the terms of the underlying
contracts.

Reinsurance premiums assumed, irrespective of the class of business, are generally earned on a pro rata
basis over the terms of the underlying policies or reinsurance contracts. Contracts and policies written on a
“losses occurring” basis cover claims that may occur during the term of the contract or policy, which is typically
12 months. Accordingly, the premium is earned evenly over the term. Contracts which are written on a “risks
attaching” basis cover claims which attach to the underlying insurance policies written during the terms of such
contracts. Premiums earmed on such contracts usually extend beyond the original term of the reinsurance
contract, typically resulting in recognition of premiums earned over a 24-month period.

Certain of the Company’s reinsurance contracts include provisions that adjust premiums or acquisition
expenses based upon the experience under the contracts. Premiums written and earned, as well as related
acquisition expenses, are recorded based upon the projected experience under such contracts.

The Company also writes certain business that is intended to provide insurers with risk management
solutions that complement traditional reinsurance. Under these contracts, the Company assumes a measured
amount of insurance risk in exchange for an anticipated margin, which is typically lower than on traditional
reinsurance contracts. The terms and conditions of these contracts may include additional or return premiums
based on loss experience, loss corridors, sublimits and caps. Examples of such business include aggregate stop-
loss coverages, financial quota share coverages and multi-year retrospectively rated excess of loss coverages. If
these contracts are deemed to transfer risk, they are accounted for as reinsurance.

Acquisition expenses and other expenses that vary with, and are directly related to, the acquisition of
business related to the Company’s underwriting operations are deferred and amortized over the period in which
the related premiums are earned. Acquisition expenses, net of ceding commissions received from unaffiliated
reinsurers, consist principally of commissions, brokerage and taxes paid to obtain the Company’s business.
Other operating expenses also include expenses that vary with, and are directly related to, the acquisition of
business. Deferred acquisition costs, which are based on the related unearmed premiums, are carried at their
estimated realizable value and take into account anticipated losses and loss adjustment expenses, based on
historical and current experience, and anticipated investment income. A premium deficiency is recognized if the
sum of anticipated losses and loss adjustment expenses, unamortized acquisition costs and maintenance costs
and anticipated investment income exceed unearmed premiums. A premium deficiency is recognized by charging
any unamortized acquisition costs to expense to the extent required in order to eliminate the deficiency. If the
premium deficiency exceeds unamortized acquisition costs then a liability is accrued for the excess deficiency.



No premium deficiency charges were recorded by the Company during the years ended December 31, 2007 or
2006.

(c) Deposit Accounting

Certain assumed reinsurance contracts, which pursuant to Statement of Financial Accounting Standards No.
113, “Accounting and Reporting for Reinsurance of Short-Duration and Long-Duration Contracts” (“SFAS No.
113”), issued by the Financial Accounting Standards Board (“FASB”), are deemed not to transfer insurance risk,
are accounted for using the deposit method of accounting as prescribed in Statement of Position 98-7, “Deposit
Accounting: Accounting for Insurance and Reinsurance Contracts That Do Not Transfer Insurance Risk” (“SOP
98-77). However, it is possible that the Company could incur financial losses on such contracts. Management
exercises significant judgment in the assumptions used in determining whether assumed contracts should be
accounted for as reinsurance contracts under SFAS No. 113 or deposit insurance contracts under SOP 98-7.
Under SOP 98-7, for those contracts that contain an element of underwriting risk, the estimated profit margin is
deferred and amortized over the contract period and such amount is included in the Company’s underwriting
results. When the estimated profit margin is explicit, the margin is reflected as fee income and any adverse
financial results on such contracts are reflected as incurred losses. When the estimated profit margin is implicit,
the margin is reflected as an offset to paid losses and any adverse financial results on such contracts are reflected
as incurred losses. For those contracts that do not transfer an element of underwriting risk, the projected profit is
reflected in earnings over the estimated settlement period using the interest method and such profit is included in
investment income. Additional judgments are required when applying the accounting guidance set forth in SOP
98-7 with respect to the revenue recognition criteria for contracts deemed not to transfer insurance risk.

(d) Retroactive Accounting

Retroactive reinsurance reimburses a ceding company for liabilities incurred as a result of past insurable
events covered by the underlying policies reinsured. In certain instances, reinsurance contracts cover losses both
on a prospective basis and on a retroactive basis and, accordingly, the Company bifurcates the prospective and
retrospective elements of these reinsurance contracts and accounts for each element separately. Underwriting
income generated in connection with retroactive reinsurance contracts is deferred and amortized into income
over the settlement period while losses are charged to income immediately. Subsequent changes in estimated or
actual cash flows under such retroactive reinsurance contracts are accounted for by adjusting the previously
deferred amount to the balance that would have existed had the revised estimate been available at the inception
of the reinsurance transaction, with a corresponding charge or credit to income.

(e) Reinsurance Ceded

In the normal course of business, the Company purchases reinsurance to increase capacity and to limit the
impact of individual losses and events on its underwriting results by reinsuring certain levels of risk with other
insurance enterprises or reinsurers. The Company uses pro rata, excess of loss and facultative reinsurance
contracts. Reinsurance ceding commissions are recognized as income on a pro rata basis over the period of risk.
The portion of such commissions that will be earned in the future is deferred and reported as a reduction to
acquisition costs. The accompanying consolidated statement of income reflects premiums and losses and loss
adjustment expenses and acquisition costs, net of reinsurance ceded (see Note 3). Ceded unearned premiums are
reported as prepaid reinsurance premiums and estimated amounts of reinsurance recoverable on unpaid losses
are reported as unpaid losses and loss adjustment expenses recoverable. Reinsurance premiums ceded and
unpaid losses and loss adjustment expenses recoverable are estimated in a manner consistent with that of the
original policies issued and the terms of the reinsurance contracts. To the extent that any reinsurer does not meet
its obligations under reinsurance agreements, the Company must discharge the liability.
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