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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q

S QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF

THE SECURITIES EXCHANGE ACT OF 1934

For the quarterly period ended September 30, 2008
OR

£ 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 CAPITAL LTD
(Exact name of registrant as specified in its charter)

CAYMAN ISLANDS 98-0191089
(State or other jurisdiction of  (L.R.S. Employer
incorporation or organization) Identification No.)
XL House, One Bermudiana Road, Hamilton, Bermuda HM 11
(Address of principal executive offices and zip code)
(441) 292-8515
(Registrant s telephone number, including area code)

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 S No £

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

Large accelerated filer S Accelerated filer £ Non-accelerated filer £ Smaller reporting company £

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes
£No S

As of October 28, 2008, there were 330,787,685 outstanding Class A Ordinary Shares, $0.01 par value per share, of
the registrant.
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PART I FINANCIAL INFORMATION

ITEM 1. FINANCIAL STATEMENTS

XL CAPITAL LTD
CONSOLIDATED BALANCE SHEETS
(U.S. dollars in thousands, except share amounts)

ASSETS

Investments:

Fixed maturities, at fair value (amortized cost: 2008, $29,561,258;

2007, $34,233,816)

Equity securities, at fair value (cost: 2008, $479,767; 2007, $664,213)

Short-term investments, at fair value (amortized cost: 2008,

$1,647,249; 2007, $1,814,445)

Total investments available for sale

Investments in affiliates

Other investments (cost: 2008, $513,439; 2007, $614,848)

Total investments

Cash and cash equivalents

Accrued investment income

Deferred acquisition costs

Prepaid reinsurance premiums

Premiums receivable

Reinsurance balances receivable

Unpaid losses and loss expenses recoverable
Goodwill and other intangible assets
Deferred tax asset, net

Other assets

Total assets

LIABILITIES AND SHAREHOLDERS
Liabilities:
Unpaid losses and loss expenses
Future policy benefit reserves

Deposit liabilities

EQUITY

(Unaudited)
September 30,

2008

26,501,478
471,705

1,633,654

28,606,837
2,325,505
586,664

31,519,006
5,610,003
387,192
815,429
1,194,100
3,650,464
659,940
4,083,021
1,816,885
343,748
700,886

50,780,674

22,178,777
6,222,282
2,769,682

$

$

$

December 31,

2007

33,607,790
854,815

1,803,198

36,265,803
2,611,149
708,476

39,585,428
3,880,030
447,660
756,854
972,516
3,637,452
817,931
4,697,471
1,841,591
370,419
754,912

57,762,264

23,207,694
6,772,042
7,920,085
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Notes payable and debt

Reinsurance balances payable

Net payable for investments purchased
Unearned premiums

Other liabilities

Total liabilities

Commitments and Contingencies:
Minority interest in equity of consolidated subsidiaries
Shareholders Equity:

Series C preference ordinary shares, 20,000,000 authorized, par value
$0.01 Issued and outstanding: (2008, 20,000,000; 2007, nil)

Series E preference ordinary shares, 1,000,000 authorized, par value
$0.01 Issued and outstanding: (2008 and 2007, 1,000,000)

Class A ordinary shares, 999,990,000 authorized, par value $0.01
Issued and outstanding: (2008, 330,788,403; 2007, 177,910,151)

Additional paid in capital
Accumulated other comprehensive (loss) income

Retained earnings

Total shareholders equity

Total liabilities and shareholders equity

See accompanying Notes to Unaudited Consolidated Financial Statements

3

3,189,482
929,879
770,640

4,998,530

1,059,262

42,118,534

1,597

200

10

3,308
10,276,532
(2,799,939)

1,180,432

8,660,543

50,780,674

$

$

2,868,731
843,511
191,472

4,681,989

1,326,179

47,811,703

2,419

10

1,779
7,358,801
9,159
2,578,393

9,948,142

57,762,264




Revenues:
Net premiums earned
Net investment income

Net realized (losses) on
investments

Net realized and
unrealized (losses) on
derivative instruments

Net (loss) income from
investment fund
affiliates

Fee income and other

Total revenues

Expenses:

Net losses and loss
expenses incurred

Claims and policy
benefits

Acquisition costs
Operating expenses
Exchange (gains) losses
Extinguishment of debt
Interest expense

Amortization of
intangible assets

Total expenses

(Loss) income before
minority interest,
income tax and net
(loss) income from
operating affiliates
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XL CAPITAL LTD

CONSOLIDATED STATEMENTS OF INCOME
(U.S. dollars in thousands, except per share amounts)

(Unaudited)
Three Months Ended
September 30,
2008 2007
$ 1,694,631 $ 1,730,582
436,281 567,987
(292,903 ) (160,208 )
(58,454 ) (58,162)
(54,886 ) 69,435
19,132 3,653
$ 1,743,801 $ 2,153,287
$ 1,209,565 $ 920,564
199,861 195,440
216,879 253,077
319,432 270,540
(139,467 ) (26,204 )
22,527
78,000 151,018
1,386 420
$ 1,908,183 $ 1,764,855

$ (164,382) $ 388,432

$

$

$

(Unaudited)
Nine Months Ended
September 30,
2008 2007
5,088,715 $ 5451,931
1,375,862 1,688,294
(393,114) (132,620)
(5,648 ) (41,233)
(63,522) 255,414
40,219 11,639
6,042,512 $ 7233425
3,149,043 $ 2,857,299
605,885 662,883
729,413 811,049
881,554 857,595
(63,786 ) 19,965
22,527
267,553 458,504
2,226 1,260
5,594,415 $ 5,608,555
448,097 $ 1,564,870



Minority interest in net
income of subsidiary

Income tax

Net (loss) income from
operating affiliates

Net (loss) income

Preference share
dividends

Net (loss) income
available to ordinary
shareholders

Weighted average
ordinary shares and
ordinary share
equivalents outstanding
basic

Weighted average
ordinary shares and
ordinary share
equivalents outstanding
diluted

(Loss) earnings per
ordinary share and
ordinary share
equivalent basic

(Loss) earnings per
ordinary share and
ordinary share
equivalent diluted

See accompanying Notes to Unaudited Consolidated Financial Statements

$

$
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47,843

(1,404,299 )

(1,616,524 )

(32,500 )

(1,649,024 )

270,844

270,844

(6.09)

(6.09)

$

58,715

41,919

371,636

(43,661 )

327,975

178,788

179,781

1.83

1.82

4

$

$

129,750

(1,452,647 )

(1,134,300 )

(65,000 )

(1,199,300 )

208,437

208,437

(5.75)

(5.75)

23,994
192,758

140,640

1,488,758

(66,530 )

1,422,228

178,886

180,340

7.95

7.89
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XL CAPITAL LTD

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME

(U.S. dollars in thousands)

(Unaudited)
Three Months Ended
September 30,
2008 2007
Net (loss) income $ (1,616,524) $ 371,636
Change in net unrealized
(losses) on investments,
net of tax (825,288 ) (142,221)

Change in value of cash
flow hedge 111 110

Foreign currency
translation adjustments,
net (457,384)

Net unrealized (loss) gain
on future policy benefit
reserves

177,691

(872) 2,092

Realization of
accumulated other
comprehensive loss on
sale of Syncora

Additional pension

liability 319 175)

Comprehensive (loss)

income $  (2,899,638) $ 409,133

$

(Unaudited)
Nine Months Ended
September 30,
2008 2007
(1,134,300 ) $ 1,488,758
(2,587,155) (867,605 )
329 4,227
(219,966 ) 272,975
(2,560) 1,819
4,953

254 (363)
(3,943,398 ) $ 904,764

See accompanying Notes to Unaudited Consolidated Financial Statements
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XL CAPITAL LTD

CONSOLIDATED STATEMENTS OF SHAREHOLDERS EQUITY

(U.S. dollars in thousands)

(Unaudited)
Nine Months Ended
September 30,
2008 2007
Series A, B, C and E Preference Ordinary Shares:
Balance beginning of year $ 10 $ 207
Issuance of Series C preference ordinary shares 200
Issuance of Series E preference ordinary shares 10
Redemption of Series A preference ordinary shares 92)
Balance end of period $ 210 $ 125
Class A Ordinary Shares:
Balance beginning of year $ 1,779 $ 1,810
Issuance of Class A ordinary shares 1,530 112
Exercise of stock options 8
Repurchase of Class A ordinary shares (1) (133)
Balance end of period $ 3,308 $ 1,797
Additional Paid in Capital:
Balance beginning of year $ 7,358,801 $ 6,451,569
Issuance of Class A ordinary shares 2,389,558 869,102
Issuance of Series C preference ordinary shares 499,800
Issuance of Series E preference ordinary shares 983,786
Repurchase of Class A ordinary shares (4,834) (451,312)
Redemption of Series A preference ordinary shares (229,908 )
Fair value of purchase contracts associated with equity security units (37,860 )
Outstanding accrued contingent capital put premium 51,064
Stock option expense 16,499 11,084
Exercise of stock options 6,207 50,325
Net change in deferred compensation (2,703 ) (6,210)
Balance end of period $ 10,276,532 $ 7,678,436
Accumulated Other Comprehensive Income (Loss):
Balance beginning of year $ 9,159 $ 411,405
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Net change in unrealized (losses) on investment portfolio, net of tax

Net change in unrealized (losses) on affiliate and other investments,

net of tax
Change in value of cash flow hedge
Net unrealized (loss) gain on future policy benefit reserves

Foreign currency translation adjustments

Realization of accumulated other comprehensive loss on sale of

Syncora

Additional pension liability

Balance end of period

Retained Earnings:

Balance beginning of year

Net (loss) income

Dividends on Series A, B and E preference ordinary shares
Dividends on Class A ordinary shares

Repurchase of Class A ordinary shares

Balance end of period

Total Shareholders Equity

See accompanying Notes to Unaudited Consolidated Financial Statements

6

(2,572,684 )

(14,471)
329

(2,560 )

(219,966 )

254

(2,799,939 )

2,578,393

(1,134,300 )

(65,000 )

(198,661 )

1,180,432

8,660,543

(865,687 )

(1,918 )
4227
1,819

272,975

4,953
(363)

(172,589 )
3,266,175
1,488,758

(66,530)

(206,492 )

(557,889 )

3,924,022

11,431,791

10
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XL CAPITAL LTD

CONSOLIDATED STATEMENTS OF CASH FLOWS

(U.S. dollars in thousands)

Cash flows (used in) provided by operating activities:
Net (loss) income

Adjustments to reconcile net income to net cash provided by
operating activities:

Net realized losses on investments

Net realized and unrealized losses on derivative instruments
Amortization of (discounts) on fixed maturities

Net loss (income) from investment fund and operating affiliates
Cash paid to Syncora

Amortization of deferred compensation

Accretion of convertible debt

Accretion of deposit liabilities

Unpaid losses and loss expenses

Future policy benefit reserves

Unearned premiums

Premiums receivable

Unpaid losses and loss expenses recoverable

Prepaid reinsurance premiums

Reinsurance balances receivable

Deferred acquisition costs

Reinsurance balances payable

Deferred tax asset

Other

Total adjustments

Net cash (used in) provided by operating activities

Cash flows provided by (used in) investing activities:
Proceeds from sale of fixed maturities and short-term investments

Proceeds from redemption of fixed maturities and short-term
investments

Proceeds from sale of equity securities

(Unaudited)
Nine Months Ended
September 30,
2008 2007
(1,134,300 ) $ 1,488,758
393,114 132,620
5,648 41,233
(31,403 ) (63,545 )
1,516,169 (396,054 )
(1,775,000 )
46,591 38,149
751 1,013
117,787 306,176
(478,748 ) (22,479)
(3,285) 69,921
434,674 471,198
(90,717 ) (234,234 )
594,596 231,154
(242,118) (101,672)
152,100 274,570
(99,415) (100,247 )
106,018 (6,602 )
94,224 6,626
(270,617) (137,347)
470,369 $ 510,480
(663,931) $ 1,999,238
11,614,263 $ 19,312,713
2,403,975 1,473,034
720,928 655,665
(110,843 )

11
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Proceeds from sale of Syncora common shares, net of cash sold
upon de-consolidation

Purchases of fixed maturities and short-term investments
Purchases of equity securities

Net dispositions of affiliates

Other investments

Net cash provided by (used in) investing activities

Cash flows (used in) provided by financing activities:

Proceeds from issuance of Class A ordinary shares and exercise of
stock options

Proceeds from issuance of Series C preference ordinary shares
Proceeds from issuance of Series E preference ordinary shares
Redemption of Series A preference ordinary shares
Repurchase of Class A ordinary shares

Dividends paid

Proceeds from issuance of debt

Repayment of debt

Deposit liabilities

Net cash flow on securities lending

Proceeds from issuance of Syncora Series A perpetual preference
shares

Dividends paid to minority shareholders of Syncora

Net cash (used in) provided by financing activities

Effects of exchange rate changes on foreign currency cash

Increase in cash and cash equivalents
Cash and cash equivalents beginning of period

Cash and cash equivalents end of period

See accompanying Notes to Unaudited Consolidated Financial Statements

7

(9,878,649 )

(507,426 )
302,671
77,162

4,732,924

2,231,000
500,000

(4,835 )
(230,886 )
557,750
(255,000 )
(5,267,966 )
149,850

(2,320,087 )
(18,933 )

1,729,973
3,880,030

5,610,003

$

(22,513,672)

(545,942)
250

(186,625 )

(1,915,420 )

875,333

983,796
(230,000 )
(1,009,334 )
(228,902 )
322,836
(825,000)
517,958
196,736

247,248
(16,130 )

834,541
43,132

961,491
2,223,748

3,185,239

12
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XL CAPITAL LTD
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS

1. Basis of Preparation and Consolidation

These unaudited consolidated financial statements include the accounts of the Company and all of its subsidiaries and
have been prepared in accordance with accounting principles generally accepted in the United States of America

( GAAP ) for interim financial information and with the instructions to Form 10-Q and Article 10 of Regulation S-X.
Accordingly, they do not include all of the information and footnotes required by GAAP for complete financial
statements. In addition, the year-end balance sheet data was derived from audited financial statements but does not
include all disclosures required by accounting principles generally accepted in the United States of America. In the
opinion of management, these unaudited financial statements reflect all adjustments (consisting of normal recurring
accruals) considered necessary for a fair presentation of financial position and results of operations as at the end of
and for the periods presented. The results of operations for any interim period are not necessarily indicative of the
results for a full year. All significant inter-company accounts and transactions have been eliminated. The preparation
of financial statements in conformity with GAAP requires management to make estimates and assumptions that affect
the reported 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 materially from these estimates.

To facilitate period-to-period comparisons, certain reclassifications have been made to prior period consolidated
financial statement amounts to conform to current period presentation. There was no effect on net income from this
change in presentation.

Unless the context otherwise indicates, references herein to the Company include XL Capital Ltd and its consolidated
subsidiaries.

2. Significant Accounting Policies
(a) Fair Value Measurements
Financial Instruments subject to Fair Value Measurements

In September 2006, the FASB issued FAS 157, Fair Value Measurements ( FAS 157 ). FAS 157 clarifies that fair value
is an exit price, representing the amount that would be received to sell an asset or paid to transfer a liability in an
orderly transaction between market participants. Under FAS 157, fair value measurements are not adjusted for
transaction costs. FAS 157 nullifies the guidance included in EITF Issue No. 02-3, Issues Involved in Accounting for
Derivative Contracts Held for Trading Purposes and Contracts Involved in Energy Trading and Risk Management
Activities, that prohibited the recognition of a day one gain or loss on derivative contracts (and hybrid financial
instruments measured at fair value under FAS 155) where a company was unable to verify all of the significant model
inputs to observable market data and/or verify the model to market transactions. However, FAS 157 requires that a
fair value measurement reflect the assumptions market participants would use in pricing an asset or liability based on
the best information available. Assumptions include the risks inherent in a particular valuation technique (such as a
pricing model) and/or the risks inherent in the inputs to the model.

In addition, FAS 157 prohibits the recognition of block discounts for large holdings of unrestricted financial
instruments where quoted prices are readily and regularly available for an identical asset or liability in an active
market. The provisions of FAS 157 are to be applied prospectively, except changes in fair value measurements that
result from the initial application of FAS 157 to existing derivative financial instruments measured under EITF Issue
No. 02-3, existing hybrid financial instruments measured at fair value and block discounts, all of which are to be
recorded as an adjustment to beginning retained earnings in the year of adoption.

13
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XL CAPITAL LTD
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (continued)

2. Significant Accounting Policies (continued)
(a) Fair Value Measurements (continued)

The Company adopted FAS 157 as of January 1, 2008, applying the provisions of the statement prospectively to assets
and liabilities measured at fair value. There was no transition adjustment required to opening retained earnings as a
result of the adoption of this standard. As noted above, the fair value of a financial instrument is the amount that
would be received to sell an asset or paid to transfer a liability in an orderly transaction between market participants at
the measurement date (the exit price). Instruments that the Company owns (long positions) are marked to bid prices
and instruments that the Company has sold but not yet purchased (short positions) are marked to offer prices. Fair
value measurements are not adjusted for transaction costs.

In February 2008, the FASB issued FSP FAS 157-2, Effective Date of FASB Statement No. 157 ( FSP FAS 157-2 ),
which permits a one-year deferral of the application of FAS 157 for all non-financial assets and non-financial

liabilities, except those that are recognized or disclosed at fair value in the financial statements on a recurring basis (at
least annually). FSP FAS 157-2 is effective in conjunction with FAS 157 for interim and annual financial statements
issued after January 1, 2008. Accordingly, the provisions of FAS 157 have not been applied to goodwill and other
intangible assets held by the Company which are measured annually for impairment testing purposes only.

In October 2008, the FASB issued FSP No. FAS 157-3, Determining the Fair Value of a Financial Asset When the
Market for That Asset Is Not Active ( FSP FAS 157-3 ). This FSP clarifies the application of FAS 157 in a market that
is not active and provides an example to illustrate key considerations in the determination of the fair value of a
financial asset when the market for that asset is not active. The key considerations illustrated in the FSP FAS 157-3
example include the use of an entity s own assumptions about future cash flows and appropriately risk-adjusted
discount rates, appropriate risk adjustments for nonperformance and liquidity risks, and the reliance that an entity
should place on quotes that do not reflect the result of market transactions. FSP FAS 157-3 was preceded by a press
release that was jointly issued by the Office of the Chief Accountant of the Securities and Exchange Commission

( SEC ) and the FASB staff on September 30, 2008 which provided immediate clarification on fair value accounting
based on the measurement guidance of FAS 157. FSP FAS 157-3 was effective upon issuance. FSP FAS 157-3 did not
have an impact on the Company s consolidated financial statements.

Basis of Fair Value Measurement

FAS 157 also establishes a fair value hierarchy that prioritizes the inputs to the respective valuation techniques used to
measure fair value. The hierarchy gives the highest priority to unadjusted quoted prices in active markets for identical
assets or liabilities (Level 1 measurements) and the lowest priority to unobservable inputs (Level 3 measurements). An
asset s or liability s classification within the fair value hierarchy is based on the lowest level of significant input to its
valuation. The three levels of the fair value hierarchy under FAS 157 are described further below:

Level 1 Quoted
prices in active
markets for
identical assets or
liabilities
(unadjusted); no
blockage factors.

15



Level 2 Other
observable inputs
(quoted prices in
markets that are
not active or
inputs that are
observable either
directly or
indirectly) include
quoted prices for
similar
assets/liabilities
(adjusted) other
than quoted prices
in Level 1; quoted
prices in markets
that are not active;
or other inputs
that are
observable or can
be derived
principally from
or corroborated by
observable market
data for
substantially the
full term of the
assets or
liabilities.
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XL CAPITAL LTD
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (continued)

2. Significant Accounting Policies (continued)

(a) Fair Value Measurements (continued)

Level 3
Unobservable
inputs that are
supported by
little or no
market activity
and are
significant to
the fair value of
the assets or
liabilities.
Unobservable
inputs reflect
the reporting
entity s own
assumptions
about the
assumptions
that market
participants
would use in
pricing the
asset or
liability. Level
3 assets and
liabilities
include
financial
instruments
whose values
are determined
using pricing
models,
discounted cash
flow
methodologies,
or similar
techniques, as
well as
instruments for
which the
determination
of fair value
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requires

significant

management

judgment or

estimation.
Details on assets and liabilities that have been included under the requirements of FAS 157 to illustrate the bases for
determining the fair values of the assets and liabilities held by the Company are detailed in the accounting policy
sections that follow.

(b) Cash and Cash Equivalents

Cash equivalents include fixed interest deposits placed with a maturity of under 90 days when purchased. Bank
deposits are not considered to be fair value measurements and as such are not subject to FAS 157 disclosures. Money
market funds are classified as Level 1 as these instruments are considered actively traded; however, certificates of
deposit are classified as Level 2.

(c) Investments
Investments Available For Sale

Investments that are considered available for sale (comprised of the Company s fixed maturities, equity securities and
short-term investments) are carried at fair value. The fair values for all available for sale investments are sourced from
third parties. The fair value of fixed maturity securities is based upon quoted market values where available, evaluated
bid prices provided by third party pricing services ( pricing services ) where quoted market values are not available, or
by reference to broker or underwriter bid indications where pricing services do not provide coverage for a particular
security. The pricing services use market approaches to valuations using primarily Level 2 inputs in the vast majority
of valuations, or some form of discounted cash flow analysis to obtain investment values for a small percentage of
fixed maturity securities for which they provide a price. Pricing services indicate that they will only produce an
estimate of fair value if there is objectively verifiable information available to produce a valuation. Standard inputs to
the valuations provided by the pricing services listed in approximate order of priority for use when available include:
reported trades, benchmark yields, broker/dealer quotes, issuer spreads, two-sided markets, benchmark securities,
bids, offers, and reference data. The pricing services may prioritize inputs differently on any given day for any
security, and not all inputs listed are available for use in the evaluation process on any given day for each security
evaluation; however, the pricing services also monitor market indicators, industry and economic events. Information
of this nature is a trigger to acquire further corroborating market data. When these inputs are not available, they
identify buckets of similar securities (allocated by asset class types, sectors, sub-sectors, contractual cash
flows/structure, and credit rating characteristics) and apply some form of matrix or other modeled pricing to determine
an appropriate security value which represents their best estimate as to what a buyer in the marketplace would pay for
a security in a current sale. While the Company receives values for the majority of the investment securities it holds
from one or more pricing services, it is ultimately management s responsibility to determine whether the values
received and recorded in the financial statements are representative of appropriate fair value measurements. It is
common industry practice to utilize pricing services as a source for determining the fair values of investments

10
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XL CAPITAL LTD
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (continued)

2. Significant Accounting Policies (continued)
(c) Investments (continued)

where the pricing services are able to obtain sufficient market corroborating information to allow them to produce a
valuation at a reporting date. In addition, in the majority of cases although a value may be obtained from a particular
pricing service for a security or class of similar securities, these values are corroborated against values provided by
other pricing sources.

Broker quotations are used to value fixed maturities where prices are unavailable from pricing services due to factors
specific to the security such as limited liquidity, lack of current transactions, or trades only taking place in privately
negotiated transactions. These are considered Level 3 valuations as significant inputs utilized by brokers may be
difficult to corroborate with observable market data, or sufficient information regarding the specific inputs utilized by
the broker was not obtained to support a Level 2 classification.

Prices provided by independent pricing services and independent broker quotes can vary widely even for the same
security. The use of different methodologies and assumptions may have a material effect on the estimated fair value
amounts. During periods of market disruption including periods of significantly rising or high interest rates, rapidly
widening credit spreads or illiquidity, such as the market disruption experienced during the quarter ended September
30, 2008, it may be difficult to value certain of the Company s securities, for example Alt-A and sub-prime mortgage
backed securities, if trading becomes less frequent and/or market data becomes less observable. There may be certain
asset classes that were in active markets with significant observable data that become illiquid due to the current
financial environment. In such cases, more securities may fall to Level 3 and thus require more subjectivity and
management judgment. As such, valuations may include inputs and assumptions that are less observable or require
greater estimation as well as valuation methods which are more sophisticated or require greater estimation thereby
resulting in values which may be less than the value at which the investments may be ultimately sold. Further, rapidly
changing and unprecedented credit and equity market conditions could materially impact the valuation of securities as
reported within the Company s consolidated financial statements and the period-to-period changes in value could vary
significantly. Decreases in value may have a material adverse effect on the Company s results of operations and
financial condition.

The net unrealized gain or loss on investments, net of tax, is included in accumulated other comprehensive income
(loss). Any unrealized depreciation in value considered by management to be other than temporary is charged to
income in the period that it is determined.

Short-term investments comprise investments with a remaining maturity of less than one year and are valued using the
same external factors and in the same manner as fixed maturity securities.

Equity securities include investments in open end mutual funds and shares of publicly traded alternative funds. The
fair value of equity securities is based upon quoted market values (Level 1), or monthly net asset value statements
provided by the investment managers upon which subscriptions and redemptions can be executed (Level 2).

All investment transactions are recorded on a trade date basis. Realized gains and losses on sales of equities and fixed
income investments are determined on the basis of average cost and amortized cost, respectively. Investment income
is recognized when earned and includes interest and dividend income together with the amortization of premium and
discount on fixed maturities and short-term investments. For mortgage-backed securities, and any other holdings for
which there is a prepayment risk, prepayment assumptions are evaluated and revised as necessary. Prepayment fees
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XL CAPITAL LTD
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (continued)

2. Significant Accounting Policies (continued)
(c) Investments (continued)

or call premiums that are only payable to the Company when a security is called prior to its maturity are earned when
received and reflected in net investment income.

Investment in affiliates

Investments in which the Company has significant influence over the operating and financial policies of the investee
are classified as investments in affiliates on the Company s balance sheet and are accounted for under the equity
method of accounting. Under this method, the Company records its proportionate share of income or loss from such
investments in its results for the period as well as its portion of movements in certain of the investee shareholders
equity balances. When financial statements of the affiliate are not available on a timely basis to record the Company s
share of income or loss for the same reporting periods as the Company, the most recently available financial
statements are used. This lag in reporting is applied consistently until timely information becomes available.
Significant influence is deemed to exist where the Company has an investment of 20% or more in the common stock
of a corporation or an investment of 3% or greater in closed end funds, limited partnerships, LLCs or similar
investment vehicles. The Company records its alternative and private fund affiliates on a one month and three month
lag, respectively, and its operating affiliates on a three month lag. Significant influence is considered for other
strategic investments on a case-by-case basis. Investments in affiliates are not subject to FAS 157 as they are not
considered to be fair value measurements under FAS 157. However, impairments associated with investments in
affiliates that are deemed to be other-than-temporary are calculated in accordance with FAS 157 and appropriate
disclosures included within the financial statements during the period the losses are recorded.

Other investments

Contained within this asset class are investments including direct equity investments, investment funds, limited
partnerships, equity tranches of collateralized loan participations and certain structured project finance transactions.
The Company accounts for its other investments that do not have readily determinable market values at estimated fair
value as it has no significant influence (as defined above) over these entities.

Fair values for other investments, principally other direct equity investments, investment funds and limited
partnerships, are primarily based on the net asset value provided by the investment manager, the general partner or the
respective entity, recent financial information, available market data and, in certain cases, management judgment may
be required. These entities generally carry their trading positions and investments, the majority of which have
underlying securities valued using Level 1 or Level 2 inputs, at fair value as determined by their respective investment
managers; accordingly, these investments are generally classified as Level 2. Private equity investments are classified
as Level 3. The net unrealized gain or loss on investments, net of tax, is included in Accumulated other
comprehensive income (loss). Any unrealized loss in value considered by management to be other than temporary is
charged to income in the period that it is determined.

Income on unrated tranches of collateralized loan obligations is reflected only to the extent the Company s principal
has been fully recovered. This is not considered to be a fair value measurement under FAS 157 and accordingly these
investments have been excluded from FAS 157 disclosures. These investments are carried under the cost recovery
method given the uncertainty of future cash flows. The carrying value of these investments held by the Company at
September 30, 2008 and December 31, 2007 was $17.1 million and $22.7 million, respectively.
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NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (continued)

2. Significant Accounting Policies (continued)
(c) Investments (continued)

In addition, the Company historically participated in structured transactions in project finance related areas under
which the Company provides a cash loan supporting a trade finance transaction. These transactions are accounted for
in accordance with SOP 01-6, Accounting by Certain Entities (Including Entities with Trade Receivables) That Lend
to or Finance the Activities of Others under which the loans are considered held for investment as the Company has
the intent and ability to hold for the foreseeable future or until maturity or payoff. Accordingly, these funded loan
participations are reported in the balance sheet at outstanding principal adjusted for any allowance for loan losses as
considered necessary by management. These investments are not considered to be fair value measurements under FAS
157 and accordingly they have been excluded from the FAS 157 disclosures. The carrying value of these investments
held by the Company at September 30, 2008 and December 31, 2007 was $81.8 million and $125.1 million,
respectively.

Securities lending

The Company participates in a securities lending program operated by a third party banking institution, whereby
certain assets are loaned out and for which the Company earns an incremental return. For securities on loan, the
lending agent receives cash collateral generally worth 102 to 105% of the loaned securities which must be returned to
the borrower upon return of the securities and which in the meantime is invested in a collateral pool managed by the
banking institution. The collateral pool is subject to written investment guidelines with key objectives which includes
safeguard of principal and adequate liquidity to meet anticipated needs with a maximum weighted average maturity of
ninety days. At September 30, 2008 and December 31, 2007, $290.3 million and $144.3 million, respectively, of
securities included in investments available for sale were loaned to various counter parties through the securities
lending program. The cash collateral received as at September 30, 2008 and December 31, 2007 was $296.0 million
and $146.6 million respectively. At September 30, 2008 and December 31, 2007, the value of the Company s share of
the collateral pool held was $289.0 million and $146.2 million, respectively, in connection with these loans, and is
included in cash and cash equivalents, with a corresponding liability reflected in net payable for investments
purchased. During the quarter ended September 30, 2008, the Company capped its maximum participation in the
securities lending program at $300 million.

Other Than Temporary Declines in Investments

The Company reviews the fair value of its investment portfolio on a periodic basis to identify declines in fair value
below the carrying value that are other than temporary. This review involves consideration of several factors including
(i) the time period during which there has been a significant decline in fair value below carrying value, (ii) an analysis
of the liquidity, business prospects and overall financial condition of the issuer, (iii) the significance of the decline,
(iv) an analysis of the collateral structure and other credit support, as applicable, of the securities in question, (V)
expected future interest rate movements, and (vi) the Company s intent and ability to hold the investment for a
sufficient period of time for the value to recover. Where the Company concludes that declines in fair values are other
than temporary, the cost of the security is written down to fair value below carrying value and the previously
unrealized loss is therefore realized in the period such determination is made.

With respect to securities where the decline in value is determined to be temporary and the security s value is not
written down, a subsequent decision may be made to sell that security and realize a loss. Subsequent decisions on
security sales are made within the context of overall risk monitoring, changing information, market conditions
generally and assessing value relative to other comparable securities.
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NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (continued)

2. Significant Accounting Policies (continued)
(d) Derivative Instruments

The Company recognizes all derivatives as either assets or liabilities in the balance sheet and measures those
instruments at fair value. The changes in fair value of derivatives are shown in the consolidated statement of income

as net realized and unrealized gains and losses on derivative instruments unless the derivatives are designated as
hedging instruments. The accounting for derivatives which are designated as hedging instruments is discussed below.
Changes in fair value of derivatives may create volatility in the Company s results of operations from period to period.

Credit derivatives are purchased within the Company s investment portfolio, have been sold through a limited number
of contracts written as part of the Company s previous XL Financial Solutions business, and were previously entered
into through the Company s prior reinsurance agreements with Syncora Holdings Ltd. ( Syncora ) (formerly Security
Capital Assurance Ltd. or SCA ), as described below. From time to time, the Company may purchase credit default
swaps to hedge an existing position or concentration of holdings. The credit derivatives are recorded at fair value.
Following the secondary sale of Syncora common shares, the Company retained some credit derivative exposures
written by Syncora and certain of its subsidiaries through reinsurance agreements that had certain derivatives
exposures embedded within them. Subsequent to June 6, 2007, the Company received Syncora related derivative fair
values from Syncora management and reviewed the methodology applied in developing those estimates. In addition,
the change in value of the derivative portion of the financial guarantee reinsurance agreements the Company had with
Syncora was included in Net (loss) income from operating affiliates. Following the closing of the Master Agreement
which terminated certain reinsurance and other agreements, these credit derivative exposures were eliminated by

virtue of the commutation of the relevant reinsurance agreements. As of September 30, 2008, the remaining credit
derivative exposure outside of the Company s investment portfolio consisted of 25 contracts written by the Company
that provide credit protection on senior tranches of structured finance transactions with total net par values outstanding
of $661.1 million, a weighted average contractual term to maturity of 5.9 years, and a total liability recorded of $19.7
million.

The Company s direct use of investment-related derivatives includes futures, forwards, swaps and option contracts that
derive their value from underlying assets, indices, reference rates or a combination of these factors. The Company

uses investment derivatives to manage duration, credit and foreign currency exposure for its investment portfolio as
well as to add value to the investment portfolio through replicating permitted investments, provided the use of such
investments is incorporated into the overall portfolio evaluation and complies with the Company s investment
guidelines.

All derivatives are recorded at fair value. On the date the derivative contract is entered into, the Company may

designate the derivative as a hedge of the fair value of a recognized asset or liability ( fair value hedge); a hedge of the
variability in cash flows of a forecasted transaction or of amounts to be received or paid related to a recognized asset

or liability ( cash flow hedge); a hedge of a net investment in a foreign operation; or the Company may not designate
any hedging relationship for a derivative contract.

Derivative contracts can be exchange-traded or over-the-counter (OTC). Exchange-traded derivatives (futures and
options) typically fall within Level 1 of the fair value hierarchy depending on whether they are deemed to be actively
traded or not.

OTC derivatives are valued using market transactions and other market evidence whenever possible, including

market-based inputs to models, model calibration to market clearing transactions, broker or dealer quotations or
alternative pricing sources where an understanding of the inputs

25



Edgar Filing: XL CAPITAL LTD - Form 10-Q
14

26



Edgar Filing: XL CAPITAL LTD - Form 10-Q

XL CAPITAL LTD
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (continued)

2. Significant Accounting Policies (continued)
(d) Derivative Instruments (continued)

utilized in arriving at the valuations is obtained. Where models are used, the selection of a particular model to value an
OTC derivative depends upon the contractual terms and specific risks inherent in the instrument as well as the
availability of pricing information in the market. The Company generally uses similar models to value similar
instruments. Valuation models require a variety of inputs, including contractual terms, market prices, yield curves,
credit curves, measures of volatility, prepayment rates and correlations of such inputs. For OTC derivatives that trade
in liquid markets, such as generic forwards, interest rate swaps and options, model inputs can generally be verified and
model selection does not involve significant management judgment. Such instruments comprise the majority of
derivatives held by the Company and are typically classified within Level 2 of the fair value hierarchy.

Certain OTC derivatives trade in less liquid markets with limited pricing information, or required model inputs which
are not directly market corroborated, which causes the determination of fair value for these derivatives to be inherently
more subjective. Accordingly, such derivatives are classified within Level 3 of the fair value hierarchy. The valuations
of less standard or liquid OTC derivatives are typically based on Level 1 and/or Level 2 inputs that can be observed in
the market, as well as unobservable Level 3 inputs. Level 1 and Level 2 inputs are regularly updated to reflect
observable market changes, with resulting gains and losses reflected within Level 3. Level 3 inputs are only changed
when corroborated by evidence such as similar market transactions, pricing services and/or broker or dealer
quotations.

The Company also has investment-related derivatives embedded in certain reinsurance contracts. For a particular life
reinsurance contract, the Company pays the ceding company a fixed amount equal to the estimated present value of

the excess of guaranteed minimum income benefit ( GMIB ) over the account balance upon the policyholder s election
to take the income benefit. The fair value of this derivative is determined based on the present value of expected cash
flows. In addition, the Company has modified coinsurance and funds withheld reinsurance agreements that provide for

a return based on a portfolio of fixed income securities; as such, the agreements contain embedded derivatives. The
embedded derivative is bifurcated and recorded at fair value with changes in fair value recognized in earnings.

(e) Fair Values of Other Financial Instruments

The fair values of financial instruments not disclosed elsewhere in the financial statements approximate their carrying
value due to their short-term nature or because they earn or attract interest at market rates. Certain financial
instruments, particularly insurance contracts, are excluded from fair value disclosure requirements of FAS 107,

Disclosures about Fair Value of Financial Instruments. The fair value of the Company s notes payable and debt
outstanding as at September 30, 2008 and December 31, 2007, is estimated to be $1.9 billion and $2.6 billion,
respectively, and is based on quoted prices.

(f) Recent Accounting Pronouncements

During February 2007, the FASB issued FAS 159, The Fair Value Option for Financial Assets and Financial

Liabilities ( FAS 159 ), which permits entities to choose to measure many financial instruments and certain other items
at fair value. A company must report unrealized gains and losses on items for which the fair value option has been

elected in earnings at each subsequent reporting date. The fair value option may be applied on an instrument by
instrument basis, with a few
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NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (continued)

2. Significant Accounting Policies (continued)
(f) Recent Accounting Pronouncements (continued)

exceptions. The fair value option is irrevocable (unless a new election date occurs) and the fair value option may be
applied only to entire instruments and not to portions of instruments. FAS 159 is effective for interim and annual
financial statements issued after January 1, 2008. The Company did not elect to apply the fair value option to any
existing assets or liabilities as of January 1, 2008.

In March 2008, the FASB issued FAS 161, Disclosures about Derivative Instruments and Hedging Activities an
amendment of FASB Statement No. 133. FAS 161 requires enhanced disclosures about an entity s derivative and
hedging activities, and is effective for financial statements issued for fiscal years beginning after November 15, 2008,
with early application encouraged. The Company will adopt the standard as of January 1, 2009. FAS 161 requires only
additional disclosures concerning derivatives and hedging activities, and therefore the adoption of FAS 161 will not
have an impact on the Company s financial condition and results of operations.

In April 2008, the FASB issued FASB Staff Position 142-3, Determination of the Useful Lives of Intangible Assets ,
which amends the factors that should be considered in developing renewal or extension assumptions used to determine
the useful life of an intangible asset. This interpretation will be effective for the Company beginning January 1, 2009
and must also be applied to interim periods within 2009. The Company is currently evaluating the potential impact of
this guidance; however, it is not expected to have a significant impact on the Company s financial condition and results
of operations.

In May 2008, the FASB issued FAS 162, The Hierarchy of Generally Accepted Principles (FAS 162) which outlines
the order of authority for the sources of accounting principles. FAS 162 will be effective 60 days following the SEC s
approval of the Public Company Accounting Oversight Board amendments to AU Section 411, The Meaning of
Present Fairly in Conformity with Generally Accepted Accounting Principles. The Company does not expect FAS 162
to have an impact on its financial condition and results of operations.

In May 2008, the FASB issued FAS 163, Accounting for Financial Guarantee Insurance Contracts, an interpretation of

FAS 60 ( FAS 163 ) to address current diversity in practice with respect to accounting for financial guarantee insurance

contracts by insurance enterprises under FAS 60, Accounting and Reporting by Insurance Enterprises ( FAS 60 ). That

diversity results in inconsistencies in the recognition and measurement of claim liabilities because of differing views

regarding when a loss has been incurred under FAS 5, Accounting for Contingencies . FAS 163 requires that an

insurance enterprise recognize a claim liability prior to an event of default (insured event) when there is evidence that

credit deterioration has occurred in an insured financial obligation. FAS 163 also clarifies how FAS 60 applies to

financial guarantee insurance contracts, including the recognition and measurement to be used to account for premium

revenue and claim liabilities. Those clarifications will increase comparability in financial reporting of financial

guarantee insurance contracts by insurance enterprises. FAS 163 also requires expanded disclosures about financial

guarantee insurance contracts. The standard is effective for the Company beginning January 1, 2009, and must be

applied to all interim periods within 2009, except for certain disclosures about the Company s risk management

activities which are required to be included in the Company s quarterly report on Form 10-Q for the current period

ended September 30, 2008. Except for those disclosures, earlier application is not permitted. The Company had

reserves for financial guarantee insurance contracts of $14.2 million and $427.4 million, respectively, recorded within
Unpaid Losses and Loss Expenses , at September 30, 2008 and December 31, 2007, respectively. At December 31,

2007 the most significant financial guarantee exposures were related to the Company s reinsurance agreements with

Syncora and its subsidiaries. Following the closing of the Master Agreement, the Company s
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2. Significant Accounting Policies (continued)
(f) Recent Accounting Pronouncements (continued)

financial guarantee exposures associated with Syncora were eliminated, with the exception of the guarantee of
Syncora s obligations under certain policies with European Investment Bank which are not subject to FAS 163. For
further details on this guarantee see Note 4, Syncora Holdings Ltd. ( Syncora ).

As of September 30, 2008, the Company s outstanding financial guarantee contracts that were subject to FAS 163
included the reinsurance of 48 financial guarantee contracts with total insured contractual payments outstanding of
$1.0 billion ($164.9 million of interest and $854.2 million of principal) with a remaining weighted-average contract
period of 8.2 years. The total gross claim liability and unearned premiums recorded at September 30, 2008 were $14.2
million and $3.5 million, respectively. Of the contractual exposure existing at September 30, 2008, the Company has
reinsured $441.9 million with a third party. There are no gross claim liabilities or recoverables recorded relating to
this exposure. Surveillance procedures to track and monitor credit deteriorations in the insured financial obligations
are performed by the primary obligors for each transaction on the Company s behalf. Information regarding the
performance status and updated exposure values is provided to the Company on a quarterly basis and evaluated by
management in recording claims reserves. Of the 48 contracts noted above, 5 contracts with total insured contractual
payments outstanding of $18.7 million had experienced an event of default and were considered by the Company to be
non-performing at September 30, 2008, while the remaining 43 contracts were considered to be performing at such
date.

In May 2008, the FASB issued FSP APB 14-1, Accounting for Convertible Debt Instruments That May Be Settled in
Cash upon Conversion (Including Partial Cash Settlement) , which clarifies that convertible debt instruments that may
be settled in cash upon conversion (including partial cash settlement) are not addressed by paragraph 12 of APB
Opinion No. 14, Accounting for Convertible Debt and Debt Issued with Stock Purchase Warrants. Additionally, this
FSP specifies that issuers of such instruments should separately account for the liability and equity components in a
manner that will reflect the entity s non-convertible debt borrowing rate when interest cost is recognized in subsequent
periods. This FSP will be effective for the Company as of January 1, 2009 and will have to be applied retrospectively
to all periods presented. The Company will evaluate the impact of the adoption in the event any instruments that
would be subject to this guidance are being considered in the future, however, it is not expected to have any impact on
the Company s financial condition and results of operations upon adoption as the Company does not have any
instruments issued and outstanding that will be subject to this guidance.

In June 2008, the FASB issued EITF No. 07-5, Determining Whether an Instrument (or Embedded Feature) Is
Indexed to an Entity s Own Stock ( EITF 07-5 ). EITF 07-5 addresses the determination of whether an instrument (or an
embedded feature) is indexed to an entity s own stock for the purposes of determining whether an instrument is a
derivative. To the extent a derivative instrument or embedded derivative feature is deemed indexed to an entity s own
stock, it may be exempt from the requirements of FAS No. 133, Accounting for Derivative Instruments and Hedging
Activities ( FAS 133 ). EITF 07-5 concluded that an entity should determine whether an equity-linked financial
instrument (or embedded feature) is indexed to its own stock first by evaluating the instrument s contingent exercise
provisions, if any, and then by evaluating the instrument s settlement provisions. EITF 07-5 will be effective for
financial statements issued for the Company s fiscal year beginning on January 1, 2009, and interim periods within the
2009 year. Earlier application is prohibited. EITF 07-5 must be applied to outstanding instruments as of January 1,
2009. This guidance is not expected to have an impact on the Company s financial condition and results of operations.
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2. Significant Accounting Policies (continued)
(f) Recent Accounting Pronouncements (continued)

In June 2008, the FASB issued FASB Staff Position EITF 03-6-1, Determining Whether Instruments Granted in
Share-Based Payment Transactions Are Participating Securities. This FASB Staff Position (FSP) addresses whether
instruments granted in share-based payment transactions may be participating securities prior to vesting and,

therefore, need to be included in the earnings allocation in computing basic earnings per share ( EPS ) pursuant to the
two-class method described in paragraphs 60 and 61 of FASB Statement No. 128, Earnings per Share. A share-based
payment award that contains a non-forfeitable right to receive cash when dividends are paid to common shareholders
irrespective of whether that award ultimately vests or remains unvested shall be considered a participating security as
these rights to dividends provide a non-contingent transfer of value to the holder of the share-based payment award.
Accordingly, these awards should be included in the computation of basic EPS pursuant to the two-class method. The
guidance in this FSP is effective for the Company for the fiscal year beginning January 1, 2009 and all interim periods
within 2009. All prior period EPS data presented will have to be adjusted retrospectively to conform to the provisions
of the FSP. Under the terms of the Company s restricted stock awards, grantees are entitled to the right to receive
dividends on the unvested portions of their awards. There is no requirement to return these dividends in the event the
unvested awards are forfeited in the future. Accordingly, this FSP will have an impact on the Company s EPS
calculations. The Company is currently evaluating the impact of this guidance.

In August 2008, the SEC announced that it will issue for comment a proposed roadmap regarding the potential use of
International Financial Reporting Standards ( IFRS ) for the preparation of financial statements by U.S. registrants.
IFRS are standards and interpretations adopted by the International Accounting Standards Board. Under the proposed
roadmap, the Company would be required to prepare financial statements in accordance with IFRS in fiscal 2014,
including comparative information also prepared under IFRS for fiscal year 2013 and fiscal 2012. The Company is
currently assessing the potential impact of IFRS on its financial statements and will continue to follow the proposed
roadmap for future developments.

In September 2008, the FASB issued FSP FAS No. 133-1 and FIN 45-4, Disclosures about Credit Derivatives and
Certain Guarantees: An Amendment of FASB Statement No. 133 and FASB Interpretation No. 45; and Clarification

of the Effective Date of FASB Statement No. 161. FSP FAS No. 133-1 and FIN 45-4 requires enhanced disclosures
about credit derivatives and guarantees and amends FIN 45, Guarantor s Accounting and Disclosure Requirements for
Guarantees, Including Indirect Guarantees of Indebtedness of Others to exclude derivative instruments accounted for
at fair value under FAS 133. The FSP is effective for financial statements issued for reporting periods ending after
November 15, 2008. Since FSP FAS No. 133-1 and FIN 45-4 only requires additional disclosures concerning credit
derivatives and guarantees, adoption of FSP FAS No. 133-1 and FIN 45-4 will not impact the Company s financial
condition or results of operations.

The federal government, under the Emergency Economic Stabilization Act of 2008, will conduct an investigation of
fair value accounting during the fourth quarter of 2008 and has granted the SEC the authority to suspend fair value
accounting for any registrant or group of registrants at its discretion. The impact of such actions on registrants who
apply fair value accounting cannot be readily determined at this time.
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3. Fair Value Measurements

Effective January 1, 2008, the Company adopted FAS 157, which requires disclosures about the Company s assets and
liabilities that are carried at fair value. As required by FAS 157, financial assets and liabilities are classified in their
entirety based on the lowest level of input that is significant to the fair value measurement.

The following tables set forth the Company s assets and liabilities that were accounted for at fair value as of September
30, 2008 by level within the fair value hierarchy (see Note 2 for further information on the fair value hierarchy):

Quoted Prices in
(U.S. dollars  Active Markets  Significant Other Significant Balance
in for Observable Unobservable as of
thousands) Identical Assets Inputs Inputs Counterparty September 30,
(Unaudited) (Level 1) (Level 2) (Level 3) Netting 2008

Assets

Fixed

maturities, at

fair value $ $ 25,595,848 $ 905,630 $ $ 26,501,478
Equity

securities, at

fair value 354,569 117,136 471,705
Short-term

investments,
at fair value 1,630,855 2,799 1,633,654

Total

investments

available for

sale $ 354,569 $ 27,343,839 $ 908,429 $ $ 28,606,837
Cash

equivalents

(D) 1,843,487 2,600,360 4,443,847
Other

investments

2) 423,025 64,801 487,826

Other assets
3)(5) 88,555 105,509 (6,428 ) 187,636

Total assets

accounted

for at fair

value $ 2,198,056 $ 30,455,779 $ 1,078,739 $ (6,428) $ 33,726,146
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Liabilities

Financial

instruments

sold, but not

yet

purchased

(6) $ $
Other

liabilities

@®(5) 47,051

37,573

Total
liabilities
accounted
for at fair

value $ $ 84,624

$

32,722

32,722

$

(6,428 )

(6,428 )

$

$

37,573

73,345

110,918

(I) Cash
equivalents
balances
subject to fair
value
measurements
include
certificates of
deposit and
money market
funds.
Operating cash
balances are
not subject to
FAS 157.

(2) The other
investments
balance
excludes
certain unrated
tranches of
collateralized
loan
obligations
which are
carried under
the cost
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4

&)

recovery
method given
the uncertainty
of future cash
flows, as well
as certain
investments in
project finance
transactions
which are
carried at
amortized
cost. See Note
2 (c¢) for
further details.

Other assets
include
derivative
instruments.

Other
liabilities
include
derivative
instruments.

The derivative
balances
included in
each category
above are
reported on a
gross basis by
level with a
netting
adjustment
presented
separately in
the
Counterparty
Netting
column. The
Company
often enters
into different
types of
derivative
contracts with
a single
counterparty
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(6)

and these
contracts are
covered under
an ISDA
master netting
agreement.
The fair value
of the
individual
derivative
contracts are
reported gross
in their
respective
levels based
on the fair
value
hierarchy.

Financial
instruments
sold, but not
purchased are
included
within Net
payable for
investments
purchased on
the balance
sheet.

Level 3 Gains and Losses
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The table below presents additional information about assets and liabilities measured at fair value on a recurring basis
and for which Level 3 inputs were utilized to determine fair value. The table reflects gains and losses for the three and

nine month periods ended September 30, 2008 for all financial assets and liabilities categorized as Level 3 as of

September 30, 2008. The table does not include gains or losses that were reported in Level 3 in prior periods for assets
that were transferred out of Level 3 prior to September 30, 2008. Gains and losses for assets and liabilities classified
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XL CAPITAL LTD
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (continued)

3. Fair Value Measurements (continued)

within Level 3 in the table below may include changes in fair value that are attributable to both observable inputs
(Levels 1 and 2) and unobservable inputs (Level 3). Further, it should be noted that the following table does not take
into consideration the effect of offsetting Level 1 and 2 financial instruments entered into by the Company that are
either economically hedged by certain exposures to the Level 3 positions or that hedge the exposures in Level 3
positions.

Level 3 Assets and
Liabilities
Three Months Ended
September 30, 2008

(U.S. dollars in thousands) Fixed Short-term Other Derivative
(Unaudited) Maturities Investments Investments  Contracts Net
Balance, beginning of period $ 1,527,740 $ 8,443 $ 61,593 $ 55,351
Realized (losses) gains (32,779) 113
Movement in unrealized (losses)
gains (126,358 ) (29) 228 12,543
Purchases, issuances and settlements 29,309 (5,615) 2,980 4,780
Transfers in and/or out of Level 3 (492,282 )
Balance, end of period $ 905,630 $ 2,799 $ 64,801 $ 72,787
Movement in total (losses) gains
above relating to instruments still
held at the reporting date $ (112,147) $ 82 $ 228 $ 12,543

Level 3 Assets and

Liabilities

Nine Months Ended

September 30, 2008
(U.S. dollars in thousands) Fixed Short-term Other Derivative
(Unaudited) Maturities Investments Investments Contracts Net
Balance, beginning of period $ 1,385,601 $ 15,606 $ 40,354 $ 12,283
Realized (losses) gains (170,905 ) 46) 26,956
Movement in unrealized (losses)
gains (246,929 ) 2 (3,266) 18,732
Purchases, issuances and
settlements 111,183 (11,873) 27,713 14,816
Transfers in and/or out of Level 3 (173,320) (890)
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Balance, end of period $ 905,630 $ 2,799 $ 64,801 $ 72,787

Movement in total (losses) gains

above relating to instruments still
held at the reporting date $ (238,451) $ $ (3,266) $ 18,732

The vast majority of Level 3 assets are made up of securities for which the values were obtained from brokers where
either significant inputs were utilized in determining the value that were difficult to corroborate with observable
market data, or sufficient information regarding the specific inputs utilized by the broker was not available to support
a Level 2 classification.

Fixed maturities and short term investments

In periods of market dislocation, the observability of prices and inputs may be reduced for many instruments as is
currently the case for certain U.S. collateralized mortgage obligations ( CMOs ), asset backed securities ( ABSs ),
commercial mortgage backed securities ( CMBSs ), collateralized debt obligations ( CDOs ), and other Topical Assets
(which the Company defines as sub-prime non-agency securities, second liens, ABS CDOs with sub-prime collateral

as well as Alt-A mortgage exposures) for which sufficient information, such as cash flows or other security structure

or market information, is not available to enable a model derived price to be determined. Generally, securities that are
less liquid are more difficult to value and/or dispose of. Fixed maturities and short term investments classified within
Level 3 are made up of those securities for which the values were

20

38



Edgar Filing: XL CAPITAL LTD - Form 10-Q

XL CAPITAL LTD
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (continued)

3. Fair Value Measurements (continued)

obtained from brokers where either significant inputs were utilized in determining the value that were difficult to
corroborate with observable market data, or sufficient information regarding the specific inputs utilized by the broker
was not obtained to support a Level 2 classification. The fair values of the majority of the Company s holdings in
securities exposed to sub-prime mortgages are generally not based on quoted prices for identical securities, however,
where they are based on model-derived valuations from pricing services in which all significant inputs and significant
value drivers are considered to be observable in active markets, these securities continue to be classified within Level
2. In certain instances, given the current market dislocation, the Company had elected to utilize Level 3 broker
valuations over available pricing service valuations during the prior quarter; however, during the current quarter
certain fixed maturity investments were recorded based upon pricing service valuations where available resulting in
transfers being recorded from Level 3 to Level 2. If the Company were forced to sell certain of its assets in a period of
market disruption, there can be no assurance that the Company will be able to sell them for the prices at which the
Company has recorded them.

Other investments

Included within the Other Investments component of the Company s Level 3 valuations are private equity investments
where the Company is not deemed to have significant influence over the investee. The fair value of these investments
is based upon net asset values received from the investment manager or general partner of the respective entity. The
nature of the underlying investments held by the investee which form the basis of the net asset value include assets
such as private business ventures and are such that significant Level 3 inputs are utilized in the determination of the
individual underlying holding values and accordingly the fair value of the Company s investment in each entity is
classified within Level 3. The Company also incorporates factors such as the most recent financial information
received, the values at which capital transactions with the investee take place, and management s judgment regarding
whether any adjustments should be made to the net asset value in recording the fair value of each position.

Derivative instruments

Derivative instruments classified within Level 3 include: (i) certain interest rate swaps where the duration of the
contract the Company holds exceeds that of the longest term on a market observable input, (ii) weather and energy
derivatives, (iii) GMIB derivatives embedded within a certain reinsurance contract, (iv) put options included within
contingent capital facilities and (v) credit derivatives sold providing protection on senior tranches of structured finance
transactions where the value is obtained directly from the investment bank counterparty for which sufficient
information regarding the inputs utilized in the valuation was not obtained to support a Level 2 classification. In
addition, prior to the closing of the Master Agreement (as described below), derivative instruments classified as Level
3 included credit derivatives written by Syncora and embedded in reinsurance provided by the Company. Subsequent
to the closing of the Master Agreement, these credit derivative exposures were eliminated by virtue of the
commutation of the relevant reinsurance agreements. For further details relating to the Master Agreement, see Note 4
to the Consolidated Financial Statements, Syncora Holdings Ltd. ( Syncora ). The majority of inputs utilized in the
valuations of these types of derivative contracts are considered Level 1 or Level 2; however, each valuation includes
at least one Level 3 input that was significant to the valuation and accordingly the values are disclosed within Level 3.

In addition, see Note 2 for a general discussion of types of assets and liabilities that are classified within Level 3 of the
fair value hierarchy as well as the Company s valuation policies for such instruments.

21

39



Edgar Filing: XL CAPITAL LTD - Form 10-Q

XL CAPITAL LTD
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (continued)

4. Syncora Holdings Ltd. ( Syncora )

On August 4, 2006, the Company completed the sale of approximately 37% of its then financial guarantee reinsurance
and insurance businesses through an initial public offering ( IPO ) of 23.4 million common shares of Syncora for
proceeds of approximately $446.9 million. On June 6, 2007, the Company completed the sale of a portion of Syncora s
common shares still owned by the Company through a secondary offering and thereby reduced its ownership of
Syncora s outstanding common shares further from approximately 63% to approximately 46%. Accordingly,
subsequent to June 6, 2007, the Company accounted for its remaining investment in Syncora using the equity method
of accounting.

Given management s view of the risk exposure along with the uncertainty facing the entire financial guarantee
industry, the Company reduced the reported value of its investment in Syncora to nil at December 31, 2007. The
Company s shares in Syncora were unregistered and thus illiquid. Market developments with respect to the monoline
industry continued to be largely negative throughout 2008 and during the nine months ended September 30, 2008,
Syncora was downgraded by several rating agencies. Accordingly, throughout 2008 and up until the closing of the
Master Agreement with Syncora which resulted in the transfer by the Company of all of the shares it owned in
Syncora, the Company reported its investment in Syncora at nil and less than the traded market value during this time,
as it was believed the decline in value was other than temporary.

As described below, concurrent with the IPO of Syncora and subsequently, the Company entered into certain service,
reinsurance and guarantee arrangements with Syncora and its subsidiaries, to govern certain aspects of the Company s
relationship with Syncora. Prior to the sale of Syncora shares through the secondary offering on June 6, 2007, the
effect of these arrangements was eliminated upon consolidation of the Company s results. The income statement
impacts of all transactions with Syncora subsequent to June 6, 2007, including the impact of the closing of the
transactions subject to the Master Agreement on August 5, 2008, have been included in Net (loss) income from
operating affiliates.

As at June 30, 2008, Syncora had total assets of $3.7 billion, total liabilities of $3.8 billion, outstanding preferred
share equity of $246.6 million, and common shareholders deficit of $428.7 million. During the three months and six
months ended June 30, 2008, Syncora had net earned premiums of $121.0 million and $179.4 million, total revenues
of $23.1 million and $15.8 million, and a net loss to common shareholders before minority interest of $490.1 million
and $585.4 million, respectively.

Service agreements

Previously, the Company had entered into a series of service agreements under which subsidiaries of the Company
provided services to Syncora and its subsidiaries or received certain services from Syncora subsidiaries for a period of
time after the IPO. As detailed below, subsequent to June 30, 2008 the Company executed the Master Agreement in
connection with, among other things, the termination of these service agreements.

Reinsurance agreements

As noted above, the Company previously provided certain reinsurance protections with respect to adverse

development on certain transactions as well as indemnification under specific facultative and excess of loss coverages

for subsidiaries of Syncora: Syncora Guarantee Re Inc. ( Syncora Guarantee Re ) (formerly XL Financial Assurance

Ltd. or XLFA ) and Syncora Guarantee Inc. ( Syncora Guarantee ) (formerly XL Capital Assurance Inc. or XLCA ). The
adverse development cover related to a specific project financing transaction while the facultative covers generally
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XL CAPITAL LTD
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (continued)

4. Syncora Holdings Ltd. ( Syncora ) (continued)

reinsured certain policies up to the amount necessary for Syncora Guarantee and Syncora Guarantee Re to comply
with certain regulatory and risk limits. The excess of loss reinsurance provided indemnification for the portion of any
individual paid loss covered by Syncora Guarantee Re in excess of 10% of Syncora Guarantee Re s surplus, up to an
aggregate amount of $500 million, and excluded coverage for liabilities arising other than pursuant to the terms of the
underlying policies. As detailed below, subsequent to June 30, 2008 the Company executed the Master Agreement in
connection with, among other things, the termination of these reinsurance agreements. As at June 30, 2008 and
December 31, 2007, the Company s total net exposure under its facultative agreements with Syncora subsidiaries was
approximately $6.4 billion and $7.7 billion, respectively, of net par outstanding.

Guarantee agreements

Previously, the Company also entered into certain guarantee agreements with subsidiaries of Syncora. These

guarantee agreements terminated with respect to any new business written by Syncora through the underlying
agreements after the effective date of Syncora s IPO, but the agreements remained in effect with respect to cessions or
guarantees written under these agreements prior to the IPO. The agreements unconditionally and irrevocably
guaranteed: (i) Syncora Guarantee for the full and complete performance when due of all of Syncora Guarantee Re s
obligations under its facultative quota share reinsurance agreement with Syncora Guarantee, (ii) the full and complete
payment when due of Syncora Guarantee s obligations under certain financial guarantees issued by Syncora Guarantee
and arranged by Syncora Guarantee (U.K.) Limited for the benefit of the European Investment Bank ( EIB ) and (iii)
Financial Security Assurance ( Financial Security ) for the full and complete performance of Syncora Guarantee Re s
obligations under a Financial Security Master Facultative Agreement. The guarantees the Company provided

contained a dual trigger, such that the guarantees responded only if two events were to occur. First, the underlying
guaranteed obligation must have defaulted on payments of interest and principal, and secondly, the relevant Syncora
subsidiary must have failed to meet its obligations under the applicable reinsurance or guarantee. As detailed below,
subsequent to June 30, 2008 the Company executed the Master Agreement in connection with, among other things,

the termination of reinsurance agreements with Syncora and its subsidiaries. As a result of the termination of these
reinsurance agreements, the related guarantee agreements described above, with the exception of certain exposures
relating to the European Investment Bank as described below, no longer have any force or effect. As at June 30, 2008
and December 31, 2007, the Company s total net par outstanding falling under these guarantees was $59.2 billion and
$75.2 billion, respectively.

Other agreements

As at December 31, 2007, the Company had approximately $4.0 billion of deposit liabilities associated with

guaranteed investment contracts (  GICs ) for which credit enhancement was provided by Syncora Guarantee. Based on
the terms and conditions of the underlying GICs, upon the downgrade of Syncora Guarantee below certain ratings
levels, all or portions of the outstanding principal balances on such GICs would come due. Throughout 2008, several
rating agencies downgraded Syncora and its subsidiaries and as a result, the Company settled all of the GIC liabilities

in the first nine months of 2008.

Agreement with Syncora with Respect to Pre-IPO Guarantee and Reinsurance Agreements and Service Agreements
On July 28, 2008, the Company announced that it and certain of its subsidiaries had entered into an agreement (the

Master Agreement ) with Syncora and certain of its subsidiaries (sometimes collectively referred to herein as Syncora )
as well as certain counterparties to credit default swap
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XL CAPITAL LTD
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (continued)

4. Syncora Holdings Ltd. ( Syncora ) (continued)

agreements (the Counterparties ), in connection with the termination of certain reinsurance and other agreements as
described below. The transactions and termination of certain reinsurance and other agreements under the Master
Agreement closed on August 5, 2008. As part of the transaction, the Counterparties provided full releases to the
Company and Syncora.

The Master Agreement provided for the payment by the Company to Syncora of $1.775 billion in cash, the issuance

by the Company to Syncora of eight million of its Class A Ordinary Shares which were newly issued by the Company
and the transfer by the Company of all of its voting, economic or other rights in the shares it owned in Syncora
(representing approximately 46% of Syncora s issued and outstanding shares) (the Syncora Shares ) to an escrow agent
in accordance with an escrow agreement between Syncora and the Counterparties. This consideration was made in
exchange for, among other things, the full and unconditional:

commutation of
the Third
Amended and
Restated
Facultative
Quota Share
Reinsurance
Treaty, effective
July 1, 2006,
between
Syncora
Guarantee Re
and Syncora
Guarantee and
all individual
risk cessions
thereunder, as a
result of which
the guarantee by
XL Insurance
(Bermuda) Ltd
( XLIB ) of
Syncora
Guarantee Re s
obligations to
Syncora
Guarantee
thereunder no
longer has any
force or effect;

commutation of
the Excess of
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Loss
Reinsurance
Agreement,
executed on
October 3, 2001,
pursuant to
which XLIB
agreed to
reinsure certain
liabilities of
Syncora
Guarantee Re
(the Excess of
Loss
Agreement );

commutation of
the Second
Amended and
Restated
Facultative
Master
Certificate,
effective March
1, 2007,
pursuant to
which XL Re
America, Inc.
( XLRA ) agreed
to reinsure
certain liabilities
of Syncora
Guarantee, and
all individual
risk cessions
thereunder; (the
XLRA Master
Facultative
Agreement );

commutation of
the Facultative
Quota Share
Reinsurance
Agreement,
effective August
17,2001, as
amended by
Amendment No.
1 to such
agreement,
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dated as of
August 4, 2006,
pursuant to
which XLIB
agreed to
reinsure certain
liabilities of
Syncora
Guarantee Re,
and all
individual risk
cessions
thereunder;

commutation of
the Adverse
Development
Reinsurance
Agreement,
dated as of
August 4, 2006,
between
Syncora
Guarantee and
XLRA, and the
Indemnification
Agreement,
dated as of
August 4, 2006,
between
Syncora
Guarantee Re
and XLIB; and

termination of

certain

indemnification

and services

agreements

between the

Company and

Syncora.
The Company and Syncora obtained approval from the New York State Insurance Department for the Master
Agreement and each of the commutations to which XLRA or Syncora Guarantee was a party. Syncora also complied
with all applicable procedures of the Bermuda Monetary Authority, the Delaware Insurance Department and other
regulators.

On August 5, 2008, and simultaneous with the closing of the Master Agreement, Syncora commuted the Amended

and Restated Master Facultative Reinsurance Agreement, dated November 3, 1998, between Financial Security and
Syncora Guarantee Re, and all individual risk cessions thereunder. As a result of this commutation, the Company s
guarantee of Syncora Guarantee Re s obligations thereunder (the Financial Security Guarantee ) no longer has any force
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XL CAPITAL LTD
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (continued)

4. Syncora Holdings Ltd. ( Syncora ) (continued)

After the closing of the Master Agreement on August 5, 2008, approximately $64.6 billion of the Company s total net
exposure (which was $65.7 billion as at June 30, 2008) under reinsurance agreements and guarantees with Syncora
subsidiaries was eliminated. Pursuant to the terms of the Master Agreement, Syncora is required to use commercially
reasonable efforts to commute the agreements that are the subject of the Company s guarantee of Syncora Guarantee s
obligations under certain financial guarantees issued by Syncora Guarantee to the European Investment Bank (the EIB
Policies ), subject to certain limitations. These guarantees were provided for the benefit of EIB and are made up of
transportation and public building risk with an average rating of BBB, written between 2001 and 2006 with

anticipated maturities ranging between 2027 and 2038. As at September 30, 2008, the Company s exposures relating to
the EIB Policies (which relate to project finance transactions) was approximately $1.0 billion reduced from $1.1

billion at June 30, 2008 mainly due to the strengthening of the U.S. dollar against the currencies of the underlying
obligations. As of September 30, 2008, there have been no reported events of default on the underlying obligations,
accordingly, no reserves have been recorded.

The terms of the Master Agreement were determined in consideration of a number of commercial and economic
factors associated with all existing relationships with Syncora, including, but not limited to, a valuation of the
consideration for the commuted agreements and any potential future claims thereunder and the impact of outstanding
uncertainty on both the ratings and business operations of the Company. The total value of the consideration noted
above of $1.775 billion as well as the eight million ordinary shares of the Company transferred to Syncora valued at
$128.0 million, significantly exceeded the carried net liabilities of approximately $490.7 million related to such
reinsurances and guarantees. Management considers the execution of the Master Agreement as the event giving rise to
the additional liability. As detailed in the table below, the Company recorded a loss of approximately $1.4 billion in
respect of the closing of the Master Agreement during the three month period ended September 30, 2008:

(U.S. dollars in millions)
Carried liabilities in relation to reinsurance and guarantee agreements commuted under the

Master Agreement as at June 30, 2008 $ 490.7

Other accruals 5.2)
Cash payment made to Syncora in August 2008 (1,775.0)
Value of XL common shares transferred under the Master Agreement (128.0)

Net loss associated with Master Agreement recorded in the three months ended September
30, 2008 $ (1,4175)

5. Restructuring and Asset Impairment Charges

Given the softening property and casualty market conditions, the Company implemented in the third quarter of 2008,
an expense reduction initiative designed to reduce the Company s operating expenses. The goal of this initiative was to
achieve enhanced efficiency and an overall reduction in operating expenses by streamlining processes across all
geographic locations, with a primary emphasis on corporate functions. To date, this has been achieved through
redundancies, increased outsourcing and the cessation of certain projects and activities. Charges have been recognized
and accrued as restructuring and asset impairment charges and allocated to the Company s reportable segments in
accordance with FAS 146, Accounting for Costs Associated with Exit or Disposal Activities and FAS 144,
Accounting for the Impairment or Disposal of Long-Lived Assets. Other costs that do not meet the criteria for accrual
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are being expensed as restructuring charges as they are incurred. In relation to this initiative, the Company recorded
restructuring and asset impairment charges totaling $41.7 million during the three months ended September 30, 2008
and expects to record further charges of approximately $12.0 million through to the expected completion date of
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XL CAPITAL LTD
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (continued)

5. Restructuring and Asset Impairment Charges (continued)

the activities under the expense reduction initiative in the second quarter of 2009. Restructuring charges relate mainly
to employee termination benefits as well as costs associated with ceasing to use certain leased property accounted for
as operating leases. Asset impairment charges relate primarily to the write-off of certain IT system and equipment
costs previously capitalized. The Company recognizes an asset impairment charge when net proceeds expected from
disposition of an asset are less than the carrying value of the asset and reduces the carrying amount of the asset to its
estimated fair value. Restructuring and asset impairment charges noted above have been recorded in the Company s
income statement under Operating Expenses.

Costs incurred through September 30, 2008 and total estimated costs the Company expects to incur in connection with
the restructuring and asset impairment are as follows:

Costs

Incurred

Total through
Expected September

(U.S. dollars in millions) Costs 30, 2008
Employee Termination Benefits $ 46.2 $ 36.9
Lease Termination and Other Costs 4.5 4.4
Asset Impairment Charges 3.0 0.4
Total $ 53.7 $ 41.7

These costs are allocated to the Company s segments as follows:

Costs

Incurred

Total through
Expected September

(U.S. dollars in millions) Costs 30, 2008
Insurance (1) $ 29.1 $ 24.2
Reinsurance (1) 4.1 3.1
Other Financial Lines 0.5 0.5
Corporate 20.0 13.9
Total $ 53.7 $ 41.7
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(1) Includes
allocated
restructuring
charges
associated
with
eliminating
the XL
Financial
Solutions
business unit.

Activity related to restructuring and asset impairment charges for the three month period ended September 30, 2008

was as follows:

(U.S. dollars in millions)
Employee Termination Benefits
Lease Termination and Other Costs
Asset Impairment

Total

Accrual at
June 30,

$

2008

$

Costs
Incurred

26

36.9
4.4
0.4

41.7

Amounts
Paid and
Assets
Impaired

$ 271
4.4
0.4

$ 31.9

Balance of
Liability

at September

30,
2008

9.8

9.8
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XL CAPITAL LTD
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (continued)

6. Segment Information

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 s Insurance and Reinsurance segments are sometimes collectively referred to as property
and casualty or P&C operations.

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 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.
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XL CAPITAL LTD
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (continued)

6. Segment Information (continued)

Three months ended September 30, 2008:
(U.S. dollars in thousands, except ratios)

(Unaudited)

Other
Life Financial
Insurance Reinsurance Total P&C Operations Lines (8)
Gross
premiums
written $ 1,213,991 $ 685,984 $ 1,899,975 $ 156,148 $
Net premiums
written 839,788 418,126 1,257,914 145,741
Net premiums
earned 1,041,740 483,283 1,525,023 169,608
Fee income and
other 11,451 7,606 19,057 75
Net losses and
loss expenses 830,789 378,776 1,209,565 199,861
Acquisition
costs 112,175 79,205 191,380 25,499
Operating
expenses (1) 181,478 51,423 232,901 7,864

Underwriting

(loss) profit $ (71,251) $ (18,515) $ (89,766 ) $ (63,541) $
Exchange

(gains) losses (67,948 ) (73,030 ) (140,978 ) 1,511

Net investment

income 293,109 102,636

Net results

from structured

products (2) (14,591) 7,699 (6,892) 3,694

Contribution

from P&C,

Life

Operations,

Other

Financial

Lines $ 337,429 $ 37,584 $ 3,694
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Corporate &
other:

Net realized &
unrealized
(losses) on
investment &
derivative
instruments (3)

Net (loss) from
investment
fund and
operating
affiliates (4)
Corporate
operating
expenses
Extinguishment
of debt (5)
Interest
expense (6)

Income taxes &
other

Net (loss)
Ratios P&C

operations: (7)

Loss and loss

expense ratio 79.8 % 78.4 % 79.3 %
Underwriting

expense ratio 28.1 % 27.0 % 27.8 %
Combined ratio 107.9 % 105.4 % 107.1 %
Notes:

(1) Operating
expenses
exclude
corporate
operating
expenses,
shown

54



2

3)

4

separately.

The net results
from P&C
structured
products
includes net
investment
income, interest
expense and
operating
expenses of
$27.4 million,
$19.3 million,
and $15.0
million,
respectively.

This includes
net realized
losses on
investments of
$292.9 million
and net realized
and unrealized
losses on
investment and
other
derivatives of
$58.5 million,
but does not
include
unrealized
losses on
investments for
which the
decline was
considered
temporary,
which are
included in
accumulated
other
comprehensive
(loss) income.

Net loss from
investment fund
and operating
affiliates for the
three months

Edgar Filing: XL CAPITAL LTD - Form 10-Q

55



&)

(6)

(7N

®)

ended
September 30,
2008 included
losses totaling
approximately
$1.4 billion
related to the
closing of the
Master
Agreement.

Represents debt
extinguishment
costs associated
with the early
redemption of
the 6.58%
Notes.

Interest expense
excludes
interest expense
related to
deposit
liabilities
recorded in the
Insurance,
Reinsurance,
and Other
Financial Lines
segments.

Ratios are
based on net
premiums
earned from
property and
casualty
operations. The
underwriting
expense ratio
excludes
exchange gains
and losses.

The net results
from Other
Financial Lines
include net
investment
income, interest
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expense and
operating
expenses of
$13.1 million,
$7.4 million,
and $2.0
million,
respectively.
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6. Segment Information (continued)
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XL CAPITAL LTD
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (continued)

Three months ended September 30, 2007:
(U.S. dollars in thousands, except ratios)

(Unaudited)

Gross
premiums
written

Net
premiums
written

Net
premiums
earned

Fee income
and other

Net losses
and loss
expenses
Acquisition
costs
Operating
expenses (1)

Underwriting
profit (loss)

Exchange
losses (gains)

Net
investment
income

Net results
from
structured
products (2)

Contribution
from P&C,
Life

Insurance

$ 1,169,435

818,185

1,012,145

3,195

634,872

105,650

145,121

$ 129,697

10,277

1,244

$

Reinsurance

624,303

437,933

571,198

380

285,692

126,687

52,008

107,191

(33,467 )

13,392

Total P&C

$ 1,793,738

1,256,118

1,583,343

3,575

920,564
232,337

197,129

$ 236,883

(23,190)

325,543

14,636

$ 600,257

Other
Life Financial
Operations Lines (7)

140,694 $

129,353

147,239

78

195,440
20,740

7,195

(76,058 ) $

(3,014 )

100,005

16,470

26,961 $ 16,470
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Operations
and Other
Financial
Lines

Corporate &
other:

Net realized
& unrealized
(losses) gains
on
investment &
derivative
instruments
(3)

Net income
from
investment
and operating
affiliates (4)
Corporate
operating
expenses
Interest
expense (5)
Minority
interest

Income taxes
& other

Net Income

Ratios

P&C

operations:

(6)

Loss and loss

expense ratio 62.7 %
Underwriting

expense ratio 24.7 %

Combined
ratio 87.4 %

50.0 %

313 %

81.3 %

58.1 %

27.2 %

85.3 %
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Notes:

(1

2

3)

Operating
expenses
exclude
corporate
operating
expenses,
shown
separately.

For the three
month period
ended
September 30,
2007, the net
results from
P&C structured
products
includes net
investment
income, interest
expense and
operating
expenses of
$35.1 million,
$15.1 million,
and $5.4
million,
respectively.

This includes
net realized
losses on
investments of
$160.2 million
and net realized
and unrealized
losses on
investment and
other
derivatives of
$58.2 million,
but does not
include
unrealized
appreciation or
depreciation on
investments,
which are
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4

&)

(6)

(7N

included in
accumulated
other
comprehensive
income (loss).

Net income
from
investment and
operating
affiliates
included the
equity earnings
from the
Company s
investment in
Syncora
reported on a
one quarter lag.

Interest
expense
excludes
interest
expense related
to deposit
liabilities
recorded in the
Insurance,
Reinsurance,
and Other
Financial Lines
segments.

Ratios are
based on net
premiums
earned from
property and
casualty
operations. The
underwriting
expense ratio
excludes
exchange gains
and losses.

The net results
from Other
Financial Lines
include net
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investment
income, interest
expense and
operating
expenses of
$107.3 million,
$86.9 million,
and $3.9
million,
respectively.
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XL CAPITAL LTD
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (continued)

6. Segment Information (continued)

Nine months ended September 30, 2008:
(U.S. dollars in thousands, except ratios)

(Unaudited)

Other
Life Financial
Insurance Reinsurance Total P&C Operations Lines (8)
Gross
premiums
written $ 4,231,111 $ 2,155,989 $ 6,387,100 $ 552,357 $
Net premiums
written 3,108,460 1,645,474 4,753,934 520,887
Net premiums
earned 3,068,492 1,518,098 4,586,590 502,125
Fee income and
other 31,104 8,840 39,944 275
Net losses and
loss expenses 2,169,423 979,620 3,149,043 605,885
Acquisition
costs 351,888 302,077 653,965 75,448
Operating
expenses (1) 535,065 141,940 677,005 25,246

Underwriting

profit (loss) $ 43,220 $ 103,301 $ 146,521 $  (204,179) $

Exchange

(gains) losses (8,746 ) (55,549) (64,295 ) 509

Net investment

income 899,278 297,829

Net results

from structured

products (2) (11,418) 21,102 9,684 17,620

Contribution

from P&C,

Life

Operations,

Other

Financial

Lines $ 1,119,778 $ 93,141 $ 17,620
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Corporate &
other:

Net realized &
unrealized
(losses) on
investment &
derivative
instruments (3)

Net (loss) from
investment
fund and
operating
affiliates (4)
Corporate
operating
expenses
Extinguishment
of debt (5)
Interest
expense (6)

Income taxes &
other

Net (loss)
Ratios P&C

operations: (7)

Loss and loss

expense ratio 70.7 % 64.5 % 68.7 %
Underwriting

expense ratio 289 % 293 % 29.0 %
Combined ratio 99.6 % 93.8 % 97.7 %
Notes:

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

(2) The net results from
P&C structured
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3)

4

&)

products includes net
investment income,
interest expense and
operating expenses of
$86.6 million, $50.7
million, and $26.2
million, respectively.

This includes net
realized losses on
investments of $393.1
million, net realized
and unrealized losses
on investment and
other derivatives of
$5.7 million, but does
not include unrealized
losses on investments
for which the decline
was considered
temporary, which are
included in
accumulated other
comprehensive
income (loss).

Net loss from
investment fund and
operating affiliates
for the nine months
ended September 30,
2008 included losses
totaling
approximately $1.4
billion related to the
closing of the Master
Agreement as well as
losses recorded
throughout 2008 and
up until the closing of
the Master
Agreement that were
associated with
previous reinsurance
and guarantee
agreements with
Syncora.

Represents debt
extinguishment costs
associated with the
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(6)

(7

®)

early redemption of
the 6.58% Notes.

Interest expense
excludes interest
expense related to
deposit liabilities
recorded in the
Insurance,
Reinsurance, and
Other Financial Lines
segments.

Ratios are based on
net premiums earned
from property and
casualty operations.
The underwriting
expense ratio
excludes exchange
gains and losses.

The net results from
Other Financial Lines
include net
investment income,
interest expense and
operating expenses of
$92.2 million, $66.2
million, and $8.4
million, respectively.
While not reported
within the
contribution from the
Other Financial Lines
segment, it should be
noted that
approximately $73.4
million of the
reported realized
losses on investments
during the nine
months ended
September 30, 2008,
primarily as a result
of
other-than-temporary
impairments, related
to portfolios
associated with
funding agreements
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and GICs.
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NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (continued)

6. Segment Information (continued)

Nine months ended September 30, 2007:

(U.S. dollars in thousands)

(Unaudited)

Gross
premiums
written

Net
premiums
written

Net
premiums
earned

Fee income
and other

Net losses
and loss
expenses
Acquisition
costs
Operating
expenses (1)

Underwriting
profit (loss)

Exchange
losses (gains)

Net
investment
income

Net results
from
structured
products (2)

Contribution
from P&C,
Life

Insurance

$ 4,166,709

3,168,942

3,116,195

10,480

1,941,559

361,804

474,558

$ 348,754

25,429

3,038
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XL CAPITAL LTD

Reinsurance

2,525,507

1,989,716

1,715,968

869

914,313

377,871

144,078

280,575

(514)

28,802

Total P&C

$ 6,692,216

5,158,658

4,832,163

11,349

2,855,872
739,675

618,636

$ 629,329

24,915

962,721

31,840

$ 1,598,975

$

$

Life
Operations

588,930

556,778

534,086

227

662,883
64,622

25,867

(219,059 )

(4,989 )

288,788

74,718

$

$

Other
Financial
Lines (7)

32,422

32,422
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Operations,
Other
Financial
Lines and
Syncora

Corporate &
other:

Net realized
& unrealized
(losses) gains
on
investment &
derivative
instruments
(3)

Net income
from
investment
and operating
affiliates (4)
Corporate
operating
expenses
Interest
expense (5)
Minority
interest

Income taxes
& other

Net Income

Ratios
P&C
operations:

(6)
Loss and loss
expense ratio 62.3 %

Underwriting
expense ratio 26.8 %

Combined
ratio 89.1 %

Notes:

533 %

304 %

83.7 %

59.1 %

28.1 %

87.2 %
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(1

2

3)

Operating
expenses
exclude
corporate
operating
expenses,
shown
separately.

For the nine
month period
ended
September 30,
2007, the net
results from
P&C structured
products
includes net
investment
income, interest
expense and
operating
expenses of
$98.5 million,
$52.1 million,
and $14.6
million,
respectively.

This includes
net realized
losses on
investments of
$132.6 million
and net realized
and unrealized
losses on
investment and
other
derivatives of
$41.2 million,
but does not
include
unrealized
appreciation or
depreciation on
investments,
which are
included in
accumulated
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&)

(6)

(7N

other
comprehensive
income (loss).

Earnings from
the Company s
investment in
Syncora were
recorded as net
income from
operating
affiliates
following the
secondary sale
of shares on
June 6, 2007.

Interest
expense
excludes
interest
expense related
to deposit
liabilities
recorded in the
Insurance,
Reinsurance,
and Other
Financial Lines
segments.

Ratios are
based on net
premiums
earned from
property and
casualty
operations. The
underwriting
expense ratio
excludes
exchange gains
and losses.

The net results
from Other
Financial Lines
include net
investment
income, interest
expense and
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operating
expenses of
$289.8 million,
$247.3 million,
and $10.1
million,
respectively.

Net income
from Syncora
represented
consolidated
earnings for the
period from
January 1, 2007
through to June
6, 2007, and
prior to a
secondary
offering of
Syncora s
common shares
owned by the
Company,
which had the
effect of
reducing its
ownership of
Syncora s
outstanding
common shares
from
approximately
63% to
approximately
46%.
Subsequent to
June 6, 2007,
the Company
accounted for
its remaining
investment in
Syncora using
the equity
method of
accounting.
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XL CAPITAL LTD
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (continued)

6. Segment Information (continued)

The following tables summarize the Company s net premiums earned by line of business:

Three months ended September 30, 2008:
(U.S. dollars in thousands)

(Unaudited)
Life

Insurance Reinsurance Operations Total
P&C Operations:
Casualty professional lines $ 340,087 $ 64,157 $ $ 404,244
Casualty other lines 220,503 105,936 326,439
Property catastrophe 161 72,478 72,639
Other property 131,315 149,233 280,548
Marine, energy, aviation and
satellite 157,909 34,849 192,758
Other specialty lines (1) 167,413 167,413
Other (2) 7,175 54,214 61,389
Structured indemnity 17,177 2,416 19,593
Total P&C Operations $ 1,041,740 $ 483,283 $ $ 1,525,023
Life Operations:
Other Life $ $ $ 129,943 $ 129,943
Annuity 39,665 39,665
Total Life Operations $ $ $ 169,608 $ 169,608
Total $ 1,041,740 $ 483,283 $ 169,608 $ 1,694,631
Three months ended September 30, 2007:
(U.S. dollars in thousands)
(Unaudited)

Life

Insurance Reinsurance Operations Total
P&C Operations:
Casualty professional lines $ 354,622 $ 66,140 $ $ 420,762
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Casualty other lines
Property catastrophe
Other property

Marine, energy, aviation and
satellite

Other specialty lines (1)
Other (2)

Structured indemnity
Total P&C Operations
Life Operations:
Other Life

Annuity

Total Life Operations

Total
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186,190 139,224

17,075 70,396

139,055 205,967

141,262 35,110

151,852

5,037 51,476

17,052 2,885
$ 1,012,145 $ 571,198 $
$ $ $
$ $ $
$ 1,012,145 $ 571,198 $

98,892
48,347

147,239

147,239

325,414
87,471
345,022

176,372
151,852
56,513
19,937
1,583,343
98,892
48,347

147,239

1,730,582

(1) Other specialty
lines within the
Insurance
segment
includes:
environmental,
programs,
equine,
warranty,
specie, middle
markets and
excess and
surplus lines.

(2) Other includes
credit and
surety, whole
account
contracts and
other lines.
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6. Segment Information (continued)

XL CAPITAL LTD
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (continued)

Nine months ended September 30, 2008:

(U.S. dollars in thousands)
(Unaudited)

P&C Operations:

Casualty professional lines
Casualty other lines
Property catastrophe

Other property

Marine, energy, aviation and
satellite

Other specialty lines (1)
Other (2)
Structured indemnity

Total P&C Operations
Life Operations:
Other Life

Annuity

Total Life Operations

Total

$

Insurance

1,028,254
645,873
268
390,081

480,527

492,337
(20,184 )
51,336

3,068,492

3,068,492

Nine months ended September 30, 2007:

(U.S. dollars in thousands)
(Unaudited)

Insurance

P&C
Operations:

Casualty
professional lines $ 1,078,366

Reinsurance

$ 199,926

Reinsurance
194,593
328,581

243,988
491,607

95,551

159,129
4,649

1,518,098

1,518,098

Life
Operations

$

Life
Operations

$ 377,752

124,373

$ 502,125

$ 502,125

Syncora

Total
1,222,847
974,454

244,256
881,688

576,078
492,337
138,945
55,985
4,586,590
377,752
124,373

502,125

5,088,715

Total

1,278,292
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Casualty other
lines

Property
catastrophe

Other property

Marine, energy,
aviation and
satellite

Other specialty
lines (1)

Other (2)

Structured
Indemnity

Total P&C
Operations

Life operations:
Other Life

Annuity

Total Life
Operations

Syncora

Total
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610,551

48,054

397,602

484,841

431,733
27,314

37,734

3,116,195

3,116,195

457,652

202,756
553,998

102,235

175,773

23,628

1,715,968

1,715,968

1,068,203

250,810
951,600

587,076

431,733
203,087

61,362

$ $ 4,832,163

305,257 $ $ 305,257
228,829 228,829

534,086 $ $ 534,086

$ 85,682 $ 85,682

534,086 $ 85,682 $ 5,451,931

(1) Other specialty
lines within the

Insurance
segment
includes:

environmental,

programs,
equine,
warranty,

specie, middle

markets and
excess and
surplus lines.
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2)

Other includes
credit and
surety, whole
account
contracts and
other lines.
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XL CAPITAL LTD
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (continued)

7. Investments

The cost (amortized cost for fixed maturities and short-term investments), fair value, gross unrealized gains and gross
unrealized (losses) of the Company s investments at September 30, 2008 and December 31, 2007 were as follows:

September 30, 2008:
(U.S. dollars in thousands) (Unaudited)

Cost or
Amortized
Cost
Fixed maturities
U.S. Government and
Government agency $ 2,996,630
Corporate 11,942,127
Mortgage and asset-backed
securities 10,903,639
U.S. States and political
subdivisions of the States 495,857
Non-U.S. Sovereign
Government 3,223,005
Total fixed maturities $ 29,561,258
Total short-term
investments $ 1,647,249
Total equity securities $ 479,767
December 31, 2007:
(U.S. dollars in thousands)
Cost or
Amortized
Cost
Fixed maturities
U.S. Government and
Government agency $ 2,585,336
Corporate 13,407,142
Mortgage and asset-backed
securities 14,881,988

Gross
Unrealized
Gains

$ 59,995
25,366

48,931
1,391

60,031

$§ 195714

$ 8,513

$ 51,287

Gross
Unrealized
Gains

$ 102,135
104,967

109,666

$

$

$

$

$

Gross
Unrealized
Losses

(19,388 )
(1,679,533 )

(1,465,311)

(23,021 )

(68,241 )

(3,255,494 )

(22,108 )

(59,349 )

Gross
Unrealized
Losses

(1,698 )
(524,861 )

(497,777 )

$

Fair
Value

3,037,237
10,287,960

9,487,259

474,227

3,214,795

26,501,478

1,633,654

471,705

Fair
Value

2,685,773
12,987,248

14,493,877
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U.S. States and political

subdivisions of the States 252,818 2,803 (2,087) 253,534
Non-U.S. Sovereign

Government 3,106,532 100,207 (19,381) 3,187,358
Total fixed maturities $ 34233816 $ 419,778 $ (1,045,804 ) $ 33,607,790

Total short-term
investments $ 1,814,445 $ 12,448 $ (23,695) $ 1,803,198

Total equity securities $ 664,213 $ 205,498 $ (14,896 ) $ 854,815

Individual security positions comprising the gross unrealized loss balance have been evaluated by management, based
on specified criteria, to determine if these impairments should be considered other than temporary. These criteria
include an assessment of the severity and length of time securities have been impaired, along with the Company s
ability and intent to hold the securities to recovery, among other factors included below. See also note 2(c) for further
information on the factors considered by management. At September 30, 2008, management believed the Company
had appropriate available liquidity to support its ability to hold impaired securities to recovery.

At September 30, 2008, there were $3,277.6 million of gross unrealized losses on fixed maturities and short-term
investments, and $59.3 million of gross unrealized losses on equity securities. At December 31, 2007, there were
$1,069.5 million of gross unrealized losses on fixed maturities and short-term investments, and $14.9 million of gross
unrealized losses on equity securities. At
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XL CAPITAL LTD
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (continued)

7. Investments (continued)

September 30, 2008 and December 31, 2007, approximately 2.5% and 2.3%, respectively, of the Company s fixed
income investment portfolio was invested in securities which were below investment grade or not rated.
Approximately 5.3% of the unrealized losses in the Company s fixed income securities portfolio at September 30,
2008 related to securities that were below investment grade or not rated. The information shown below about the gross
unrealized losses on the Company s investments at September 30, 2008 concerns the potential effect upon future
earnings and financial position should management later conclude that some of the current declines in the fair value of
these investments are other than temporary declines.

The following is an analysis of how long each category of those securities at September 30, 2008 had been in a
continual unrealized loss position:

September 30, 2008:
(U.S. dollars in thousands)

(Unaudited)

Equal to or greater

Less than 12 months than 12 months
Gross Gross
Fair Unrealized Fair Unrealized

Value Losses Value Losses
Fixed maturities and short-term
investments:
U.S. Government and
Government agency $ 1,258,731 $ 18,905 $ 13,690 $ 722
Corporate 4,694,794 471,765 5,042,760 1,222,055
Mortgage and asset-backed
securities 4,186,003 420,799 3,711,573 1,044,512
U.S. States and political
subdivisions of the States 322,196 16,831 41,185 6,190
Non-U.S. Sovereign Government 1,047,073 52,697 421,948 23,126
Total fixed maturities and
short-term