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ITEM1. BUSINESS
History

XL Capital Ltd, through its subsidiaries (the Company or XL ), is aleading provider of insurance and reinsurance coverages, and financial
products and services to industrial, commercial and professional service firms, insurance companies and other enterprises on a worldwide basis.
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
guaranty insurance and financial guaranty reinsurance platforms, respectively.

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

Following the IPO of SCA and changes in certain executive management responsibilities in 2006, the Company changed the reporting
segments under which certain business units are reported in order to reflect these changes. All periods presented in this report reflect these
changes. The Company is now organized into five operating segments: Insurance, Reinsurance, Life operations, Financial lines, and SCA in
addition to a corporate segment that includes the general investment and financing operations of the Company.

Following the IPO of SCA, the Financial Products and Services segment was divided into Financial lines and SCA. The Financial Lines
segment includes (i) structured indemnity and structured credit products managed through the Company s financial solutions operations, as well
as, (ii) guaranteed investment contracts and funding agreements, (iii)
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political risk insurance, (iv) weather and energy management products, (v) the earnings on the Company s investment in Primus Guaranty, Ltd.
( Primus ) and (vi) legacy financial guaranty business and other transactions not transferred to SCA. The SCA segment comprises the triple-A
rated financial guaranty insurance and reinsurance business.

The Company evaluates the performance of each segment based on underwriting results for general insurance and reinsurance operations,
and contribution from both life and financial operations that includes Financial lines and SCA. Other items of revenue and expenditure of the
Company are not evaluated at the segment level for reporting purposes. In addition, the Company does not allocate assets by segment for its
general operations. Investment assets related to the Company s life and financial operations are held in separately identified portfolios. Net
investment income from these assets is included in net income from life operations and contribution from financial operations, respectively.

The following table sets forth an analysis of gross premiums written by segment for the years ended December 31, 2006, 2005 and 2004.
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.

2006 2005 2004

Gross Gross Gross
Year ended December 31 Premiums Percentage Premiums Percentage Premiums
(U.S. dollars in thousands) Written Change Written Change Written
Insurance $ 5,570,145 (B.7ND% $ 5,785,750 2.3)% $ 5,924,951
Reinsurance 3,084,733 (9.6)% 3,411,087 (1.3)% 3,456,511
Life operations 597,025 (73.8)% 2,274,520 62.8% 1,397,516
Financial lines 128,434 29.4% 99,272 33.0% 74,656
SCA 405,910 45.6% 278,868 3.1% 270,579

$ 9,786,247 (174)% $ 11,849,497 6.5% $ 11,124,213
Insurance
General

The Company provides commercial property and casualty insurance products on a global basis. Products generally provide tailored
coverages for complex corporate risks and are divided into two categories: risk management products and specialty lines products.

Risk management products comprise global property and casualty 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. Risk management products generally provide large capacity on a primary, quota share or excess of loss basis. Risk management
products 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, 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.

Specialty lines products include professional liability insurance, environmental liability insurance, aviation and satellite insurance, marine
and offshore energy insurance, equine, excess and surplus lines and other insurance coverages including program business.
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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
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 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, 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 and equine 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.

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, intellectual property and trademark infringement, and other
property and casualty coverage. The Company implemented an exit strategy for its small commercial property catastrophe coverage program in
2006.

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.




Edgar Filing: XL CAPITAL LTD - Form 10-K

U.S. Terrorism

The U.S. Terrorism Risk Insurance Act of 2002, as amended, ( TRIA ) 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 for two more years,
continuing the program through 2007. TRIA voided in force terrorism exclusions as of November 26, 2002 for certified terrorism acts (i.e., those
arising from international, not domestic acts) on all TRIA specified property and casualty business. TRIA requires covered insurers to make
coverage available for certified acts of terrorism on all new and renewal policies issued after TRIA was enacted. TRIA 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 in TRIA, for each year this program is in effect, the Company is eligible for reimbursement by the Federal
Government for up to 90% of its covered terrorism-related losses arising from a certified terrorist attack in 2005 and 2006, and up to 85% of
such losses in 2007. 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 TRIA, underwritten exposures under certain insurance policies that included coverage for
terrorism. The passage of TRIA has required the Company to make a mandatory offer of Certified terrorism coverage with respect to all of its
TRIA covered insurance policies. In addition, the Company underwrites a number of policies providing terrorism coverage that are not subject to
TRIA.

Non-U.S. Terrorism

The Company provides coverage for terrorism under casualty policies on a case-by-case basis, except with respect to workers
compensation policies on which no terrorism exclusion of any type is permitted. However, 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 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 an individual insurance contract 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.

4




Edgar Filing: XL CAPITAL LTD - Form 10-K

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 (but not prior to January 1, 1986), 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 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.

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, 2006:

Gross Net Net

Premiums Premiums Premiums
(U.S. dollars in thousands) Written Written Earned
General Operations:
Professional liability $ 1,558,746 $ 1,490,896 $ 1,483,518
Casualty 1,304,245 799,957 847,834
Property catastrophe 165,234 75,956 67,672
Other property 943,144 588,674 574,408
Marine, energy, aviation and satellite 942,974 695,391 676,009
Other specialty lines (1) 656,765 489,322 415,749
Other (2) (963) 5,039 35,415
Total $5,570,145 $4,145,235 $ 4,100,605
(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.
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Additional discussion and financial information about the Company s Insurance 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 insurance markets. Its competitors include the following companies and
their affiliates: The ACE Group of Companies ( ACE ); 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 ); St. Paul/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, St. Paul/Travelers, CNA Financial Corporation, Hartford, Factory Mutual Insurance
Company, Liberty Mutual Group and Lloyd s.

Europe Allianz Aktiengesellschaft, AIG, FMG, Zurich, AXA, Munich Re, ACE, Lloyd s, Swiss Re and Allgemeine Versicherungs-AG.

Bermuda ACE, Allied World Assurance Company, Axis Capital Group, Max Re Ltd., Endurance Specialty Insurance Ltd ( Endurance ),
Arch Capital Group Ltd and Starr Excess Liability Insurance Co 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. 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 19(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.
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Claims in respect of business written by the Company s Lloyd s syndicates are primarily notified by various central market bureaus. Where
a syndicate 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.

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.

Reinsurance
General

The Company provides casualty, property, property catastrophe, marine, aviation, short-term life, accident and health, 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 in excess of a specified individual or aggregate loss deductible. For business written on a
proportional or quota share 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 often receives a ceding commission based upon premiums ceded and may also,
under certain circumstances, receive a 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.

The Company s casualty reinsurance includes general liability, professional liability, automobile and workers compensation. Professional
liability includes directors and officers , employment practices, medical malpractice, and environmental liability. Casualty lines are written as
treaties or programs on both a proportional and a non-proportional basis as well as individual risk business written on a facultative 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 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 in each geographic or
peril zone worldwide, underwriting in excess of varying attachment points and requiring that its property catastrophe contracts provide for
aggregate limits. The Company also seeks to protect its aggregate exposures by peril and zone through the purchase of reinsurance programs.
See  Risk Management for further information.

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 also been
excluded in many territories and classes. The Company s predominant exposure under such coverage is to property damage.
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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.

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 Terrorism Risk Insurance Extension Act of 2005 (TRIEA),, 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 ( NBCR ) 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 NBCR, or a similar clause that excludes terrorism completely. There are a
limited number of classes underwritten where no terrorism exclusion exists.

The Company s accident and health products include accidental death, medical, hospital indemnity and income protection coverage.

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.

Underwriting

Underwriting risks for the general reinsurance 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.
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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 have been 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 our net risk appetite, the Company utilized capacity available from a new reinsurance vehicle Cyrus Reinsurance
Limited ( Cyrus Re ), to which the Company cedes a share of our property catastrophe risks. In so doing, the Company has been 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.

The traditional catastrophe retrocession program that was originally placed in May and July 2004 was renewed in June and July 2006 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 August 2005. The Company continued to buy additional protection for the
Company s marine and offshore energy exposures. These covers provide protection in various layers and excess of varying attachment points
according to the scope of cover provided. The Company has co-reinsurance participations within this program.

The Company s casualty reinsurance program included cover for multiple claims arising from three or more risks from a single occurrence
or event. The economic benefit of the continued transfer of this risk did not merit the renewal of this program in October 2006.

The Company continues to buy specific reinsurances on its property and aviation portfolios to manage its net exposures in these classes.

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, 2006:

Gross Net Net

Premiums Premiums  Premiums
(U.S. dollars in thousands) Written Written Earned
General Operations:
Professional liability $ 297,962 $ 296221 $ 346,870
Casualty 660,455 613,056 723,854
Property catastrophe 449,347 234,724 234,965
Other property 1,044,316 730,445 749,714
Marine, energy, aviation and satellite 176,928 139,748 154,313
Other (1) 455,725 386,920 381,587
Total $ 3,084,733 $2401,114 $2,591,303

(1) Other includes political risk, surety, warranty, accident and health, and other lines of business.
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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 general reinsurance operations are North America, Europe and
Bermuda (see also Restructure of European Operations below). The main competitors in each of these markets include the following:

North America General Re Corporation, American Re Corporation, Swiss Re America Corporation,
Transatlantic Re, Everest Re Group Ltd, Hannover Re, and PartnerRe Ltd.

Europe Munich Re, Swiss Re, Lloyd s, General Cologne Re, SCOR Reinsurance Company, and PartnerRe Ltd.

Bermuda ACE Tempest Reinsurance Ltd, AXIS Specialty Limited, Arch Reinsurance Limited, Renaissance Reinsurance Limited,
Montpelier Reinsurance Ltd, Platinum Underwriters Bermuda Ltd and Partner Reinsurance Company Ltd.
See Item 7, Management s Discussion and Analysis of Financial Condition and Results of Operations Executive Overview for further
discussion.

Marketing and Distribution

See Insurance Operations ~ Marketing and Distribution and Item 8, Note 19(a) to the Consolidated Financial Statements, Commitments and
Contingencies Concentrations of Credit Risk , for information in the Company s marketing and distribution procedures and information on the
Company s major brokers.

Restructure of European Operations

During 2006, the Company established a licensed reinsurance company in Dublin, Ireland with new regulated branches in the U.K. and
France to consolidate all the existing European reinsurance operations into one legal entity. The Company s reinsurance operations are now
established geographically into Bermuda operations, North America operations, European operations and Emerging Markets operations
(covering Asia/Pacific and South America).

Claims Administration

Claims management for the reinsurance operations includes the receipt of loss notifications, review and approval of claims through a
claims approval process, establishment of loss reserves and approval of loss payments. Case reserves for reported claims are generally
established based on reports received from ceding companies with additional case reserves being established when deemed appropriate.
Additionally, claims audits are conducted for specific claims and claims procedures at the offices of selected ceding companies, particularly in
the U.S. and U.K.

Life Operations
General

Life operations include life reinsurance business written from other life insurance companies, principally to help them manage mortality,
morbidity, survivorship, investment and lapse risks.

Products offered cover a broad range of underlying lines of life assurance business, including term assurances, group life, critical illness
cover, immediate annuities and disability income. The segment also covers a range of geographic markets, with an emphasis on the U.K., U.S.,
and Continental Europe. In addition, a specialized Life Fund Integration team actively seeks to acquire closed life companies or blocks of closed
life assurance business for run-off, principally in the U.K.
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The portfolio has two particularly significant components:

1) The portfolio includes a small number of large contracts relating to portfolios of closed blocks of U.K. and Irish fixed annuities in
payment. In relation to certain of these contracts, the Company receives cash and investment assets at the inception of the reinsurance contract,
relating to the future policy benefit reserves assumed. These contracts are long term in nature, and the expected claims payout period can span
30 to 40 years with average duration of around 10 years. The Company is exposed to investment and survivorship risk over the life of these
arrangements; and

2) A growing element of the portfolio relates to life (in the U.S. and U.K.) and critical illness (in the U.K.) where the Company is exposed
to the mortality, morbidity and lapse experience from the underlying business, again over the medium to long term.

Underwriting & Claims Administration

Life reinsurance transactions fall into two distinct forms. The first relates to the reinsurance of an existing and closed block of risks
( in-force deal ), where the precise nature of the underlying exposure is known at the date of execution. The second relates to the reinsurance of
liabilities which are yet to be written by the ceding company ( new business treaty ) where, provided the subsequent risks are within the agreed
treaty parameters, these risks may be added to the portfolio.

The underwriting of an in-force deal is highly actuarial in nature, requiring detailed analytical appraisal of the key parameters which drive
the ultimate profitability of the deal. This includes analysis of historic experience (claims, lapses, etc.) as well as the projection of these
assumptions into the future. In addition to writing an in-force transaction through reinsurance, it is also possible to structure a transaction as the
acquisition of a legal entity and its existing insurance business. This closed fund business may require additional non-insurance liabilities to be
assumed and the Company has specialized team currently investigating opportunities in this field.

For a new business treaty, in addition to the actuarial analysis required to set the terms, there is also a requirement to establish medical
underwriting criteria which will apply to the new risks which may be added to the treaty. Once a treaty is accepted, there is then an ongoing need
to monitor the risk selection by the medical underwriters at the ceding company and to ensure that the criteria are being met.

The team includes many members with specialized actuarial and medical underwriting knowledge. Claims administration also relies on
experience and specific medical expertise.

The Company maintains comprehensive terms of trade guidelines for all core product lines, which are regularly monitored and refined.
These guidelines describe the approach to be taken in assessing and underwriting opportunities, including the approach to be taken to the setting
of core parameters and to determine appropriate pricing levels. The terms of trade are overseen by a separate team from the new business
underwriters.

In addition, the Company maintains a medical underwriting manual which sets out the approach to be taken to underwriting specific
medical impairments when setting terms for a new business treaty.

Reinsurance Retroceded

The Company purchases limited retrocession capacity on a per-life basis in order to cap the maximum claim arising from the death of a
single individual. Cover is purchased from professional retrocessionaires which meet the Company s criteria for counterparty exposures. Limited
retrocession of fixed annuity business has also been used to manage aggregate longevity capacity on specific deals.
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Premiums

The following table is an analysis of the Life operations gross premiums written, net premiums written and net premiums earned for the
year ended December 31, 2006:

Gross Net Net
Premiums Premiums Premiums
(U.S. dollars in thousands) Written Written Earned
Traditional Life $ 246,647 $ 244,494 $ 245,341
Annuity 350,378 314,054 314,054
Total $ 597,025 $ 558,548 $ 559,395

Additional discussion and financial information about the life operations 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
While the Life Operations have a global remit, at the present time the core activity is in the U.S., U.K. and Continental Europe.

Within the new business treaty arena, competition includes amongst others Reinsurance Group of America; Transamerica Re; Munich Re;
Swiss Re; General Re and Hannover Re.

For the fixed annuity business, competition mainly comes from less traditional reinsurance entities. Recent transactions in the U.K. have
been executed by insurance entities such as Canada Life and Prudential (U.K.). In addition, new entities have recently been established
(Paternoster, Synesis, PIC) which are expressing an interest in this line of business.

Marketing and Distribution

The Company predominantly markets its products directly to clients, with a smaller element sourced through reinsurance intermediaries.
The marketing hinges on relationships developed by key officers and underwriters with their counterparts within client companies particularly
through professional contacts within the actuarial and underwriting communities.

The Company is also open to opportunities presented by reinsurance intermediaries, and it maintains good relations with the broking
community as well as with a wide range of professional advisory firms (actuarial and accounting) from whom opportunities may be referred.

The Company s distribution strategy is to avoid any undue concentration on any single client or market. For treaties relating to new
business, there is an effort to target ceding companies which are themselves strong and growing in their target segments. This prioritization of
potential clients is based on analysis of public, market information.

Financial Lines

General

Following the IPO of SCA on August 4, 2006, the operations of the former Financial Products and Services segment were split into two,
SCA and Financial lines. The third quarter of 2006 represented the first instance of separate disclosure of the Financial Lines and SCA segments.
All financial information and analysis for prior periods has been represented.

The Financial lines segment includes (i) structured indemnity and structured credit products managed through the Company s financial
solutions operations, as well as, (ii) guaranteed investment contracts and funding

12

16



Edgar Filing: XL CAPITAL LTD - Form 10-K

agreements, (iii) political risk insurance, (iv) weather and energy management products, (v) the earnings on the Company s investment in Primus
and (vi) legacy financial guaranty business and other transactions not transferred to SCA.

Structured indemnity products cover a range of insurance risks including property and casualty insurance and reinsurance risks, certain
types of residual value exposures and other market risk management products. Structured finance products include credit protection covers for
financial institutions and industrial companies, and may be executed on an insurance, risk participation, derivative or funded basis. Exposures
include performance risk from certain types of pools of asset-backed securities as well as trade and project finance structured financings.

Guaranteed investment contracts (GICs) are customized financial products that offer a guaranteed investment return to the purchaser. GIC
issuance is driven by municipal and structured finance bond issuers needing to reinvest bond proceeds. For example, a municipal entity that
raises funds for a particular project may invest such funds in a GIC pending their drawdown to complete the project. Funding agreements (FAs)
are very similar to GICs, are issued from a life insurance company and have known cash flows. FAs are sold to institutional investors, typically
through medium term note programs. GICs and funding agreements provide users guaranteed rates of interest on amounts invested with the
Company. The Company has investment risk related to its ability to generate sufficient investment income to enable the total invested assets to
cover the payment of its estimated ultimate liability on such agreements.

Political and credit risk insurance generally covers risks arising from expropriation, currency inconvertibility, contract frustration,
non-payment and war on land or political violence (including terrorism) largely in developing regions of the world. Political and credit risk
insurance is typically provided to financial institutions, equity investors, exporters, importers, export credit agencies and multilateral agencies in
connection with investments and contracts in emerging market countries. Through December 31, 2005, the majority of such insurance was
written through a managing general agent, Sovereign Risk Insurance Ltd. ( Sovereign ), in which the Company was a joint venture partner. On
February 1, 2006, the Company sold its interest in Sovereign and is no longer writing the business produced by it. The in-force business written
by the Company through January 31, 2006 is being run-off by the Company with claims management handled by Sovereign. The Company s
own political and credit risk underwriting team continues to underwrite such business subsequent to February 1, 2006.

The Company s weather and energy risk management products are customized solutions designed to assist corporate customers, primarily
energy companies and utilities, to manage their financial exposure to variations in underlying weather conditions and related energy markets.
Weather risk management contracts generally average one season (five months) in duration. The Company uses the capital markets to hedge
portions of the risks it has underwritten. The Company continues to grow its contingent power generator outage insurance business. The outage
insurance product protects utilities so that in the event of a generator failure, the cost of purchasing replacement electricity above a previously
established strike price in the power markets is covered. The Company utilizes markets in electricity, but does not actively trade weather or
energy derivatives.

Also included within the results of the segment is the earnings on the Company s investment in Primus, which specializes in credit risk
protection through credit derivatives, and the run-off of certain financial guaranty contracts and credit default swaps.

Underwriting

With respect to the structured indemnity products business, the Company underwrites the liability risks, as well as any asset liability
matching requirements, by contract. The Company typically utilizes cash flow based models to assess the risks and pricing terms relative to
established underwriting criteria.

With respect to the GIC business, the Company underwrites the cash flow risks associated with each contract and continually monitors
each contract s performance. The Company utilizes underwriting guidelines to assess risks, internal cash flow, and asset liability models to price
each contract. The Company focuses on reinvestment opportunities associated with municipal and structured finance bond issuers. Individual
funding agreements are issued in the context
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of the overall cash flow structure of the asset/liability portfolio, taking into consideration the impact of each new funding agreement offering on
the overall risk position of the Company. No liability specific underwriting is required.

For the weather and energy business, the Company has seasonal value at risk ( VaR ) limits for weather and electricity generator outage
exposures. For business written by the Company s Political Risk Insurance unit, there are specified risk, obligor and country limits as part of
explicit underwriting guidelines.

Reinsurance Ceded

Similar to the Company as a whole, the financial lines operations utilize outwards reinsurance for single risk and portfolio management
purposes. For the weather and energy risk management business, the Company uses derivatives as well as reinsurance to hedge or mitigate its
primary exposure. For the political risk and structured indemnity businesses, the Company has retroceded certain risks on a facultative basis to
reduce overall exposure to large market events.

Premiums

The following table is an analysis of the Financial lines gross premiums written, net premiums written and net premiums earned for the
year ended December 31, 2006:

Gross Net Net

Premiums Premiums Premiums
(U.S. dollars in thousands) Written Written Earned
Structured Indemnity $ 86,685 $ 86,685 $ 81,471
Political Risk 17,818 17,339 22,708
Other (1) 23,931 7,399 21,250
Total $ 128434 $ 111,423 $ 125429
(1 Other includes weather and energy risk management products, alternative risk transfer products, and financial guaranty.

Competition

With respect to the structured finance and structured indemnity business, competition is encountered from a b