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Report of Independent Auditors

To: The Board of Directors and Shareholder of Montpelier Reinsurance Ltd.:

In our opinion, the accompanying consolidated balance sheets and the related consolidated
statements of operations and comprehensive income, of changes in shareholder’s equity and of cash
flows present fairly, in all material respects, the financial position of Montpelier Reinsurance Ltd.
and its subsidiary at December 31, 2010 and December 31, 2009, and the results of their operations
and their cash flows for the years then ended in conformity with accounting principles generally
accepted in the United States of America. These financial statements are the responsibility of the
Company’s management. Our responsibility is to express an opinion on these financial statements
based on our audits. We conducted our audits of these statements in accordance with auditing
standards generally accepted in the United States of America. Those standards require that we plan
and perform the audit to obtain reasonable assurance about whether the financial statements are
free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements, assessing the accounting principles used and
significant estimates made by management, and evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion.

M
Hamilton, Bermuda
April 29, 2011

PricewaterhouseCoopers, Chartered Accountants, P.O. Box HM 1171, Hamilton HM EX, Bermuda
T: +1(441) 295 2000, F: +1 (441) 295 1242, www.pwc.com/bermuda



Montpelier Reinsurance Ltd.
Consolidated Balance Sheets
As at December 31, 2010 and 2009

(expressed in millions of U.S. dollars, except share and per share amounts)

Assets

Fixed maturity investments, at fair value (amortized cost: $2,067.8 and

$2,036.7)
Equity securities, at fair value (cost: $116.9 and $150.3)
Other investments (cost $77.9 and $81.2)
Total investments
Cash and cash equivalents
Restricted cash
Reinsurance recoverable on unpaid losses
Reinsurance recoverable on paid losses
Premiums receivable
Unearned premium ceded
Deferred acquisition costs
Accrued investment income
Unsettled sales of investments
Amounts due from affiliates
Other assets

Total assets

Liabilities

Loss and loss adjustment expense reserves

Unearned premium

Insurance and reinsurance balances payable

Unsettled purchases of investments

Amounts due to affiliates

Accounts payable, accrued expenses and other liabilities

Total liabilities

Common shareholder’s equity

Common shares at $1.00 par value per share — authorized and
Issued 1,000,000 shares

Additional paid-in capital

Retained earnings

Accumulated other comprehensive income
Total common shareholder’s equity

Total liabilities and common shareholder’s equity

Approved by the Board of Directors

Director

2010 2009
$ $
(See Note 10)
2,084.7 2,065.3
152.9 167.2
84.0 80.2
2,321.6 2,312.7
146.2 132.3
24.1 39.5
54.0 63.1
12.6 44.5
124.2 115.8
20.2 10.7
24.5 22.9
15.3 14.2
32.5 15
156.7 128.4
16.4 26.7
2,948.3 2,912.3
720.6 643.1
157.4 141.7
21.2 30.0
108.9 8.6
1.7 5.9
35.8 63.6
1,045.6 892.9
1.0 1.0
1,558.6 1,558.6
343.1 457.2
- 2.6
1,902.7 2,019.4
2,948.3 2,912.3
Director

The accompanying notes are an integral part of these financial statements.



Montpelier Reinsurance Ltd.
Consolidated Statements of Operations and Comprehensive Income
For the years ended December 31, 2010 and 2009

(expressed in millions of U.S. dollars)

2010 2009
$ $
Revenues
Gross premiums written 611.5 563.3
Reinsurance premiums ceded (41.7) (24.8)
Net premiums written 569.8 538.5
Changes in net unearned premiums (6.1) (8.8)
Net premiums earned 563.7 529.7
Net investment income 72.1 78.8
Net realized and unrealized investment gains 53.2 181.4
Net foreign exchange gains (losses) 1.0 (0.7)
Net income (expense) from derivative instruments (4.8) 7.3
Other revenues 0.2 0.1
Total revenues 685.4 796.6
Expenses
Underwriting expenses:

Loss and loss adjustment expenses 258.3 116.5

Acquisition costs 93.6 76.5

General and administrative expenses 56.2 77.8
Non-underwriting expenses:

Interest and other financing expenses 1.4 1.5
Total expenses 409.5 272.3
Net income 275.9 524.3
Change in fair value of Symetra - (0.6)
Reclassification of inception-to-date net unrealized gain from Symetra (2.6) -
Comprehensive income 273.3 523.7

The accompanying notes are an integral part of these financial statements.



Montpelier Reinsurance Ltd.

Consolidated Statements of Shareholder’s Equity
For the years ended December 31, 2010 and 2009

(expressed in millions of U.S. dollars)

Accumulated

Total common Additional other
shareholder’'s Common paid-in Retained comprehensive
equity shares capital earnings  income (loss)
$ $ $ $ $

(See Note 10) (See Note 10)
Balances at January 1, 2009 1,616.2 1.0 1,573.6 38.4 3.2
Net income 524.3 - - 524.3 -
Other comprehensive loss (0.6) - - - (0.6)
Distributions to common shareholder (120.5) - (15.0) (105.5) -
Balances at December 31, 2009 2,019.4 1.0 1,558.6 457.2 2.6
Net income 275.9 - - 275.9 -
Other comprehensive loss (2.6) - - - (2.6)
Distributions to common shareholder (390.0) - - (390.0) -
Balances at December 31, 2010 1,902.7 1.0 1,558.6 343.1 -

The accompanying notes are an integral part of these financial statements.



Montpelier Reinsurance Ltd.
Consolidated Statements of Cash Flows
For the years ended December 31, 2010 and 2009

(expressed in millions of U.S. dollars)

Cash flows from operations
Net income
Charges (credit) to reconcile net income (loss) to net cash from
operations:
Net realized and unrealized investment gains
Net realized and unrealized investment losses (gains) on investment-
related derivative instruments
Net amortization and depreciation of assets and liabilities
Net change in:
Loss and loss adjustment expense reserves
Reinsurance recoverable on paid and unpaid losses
Unearned premium
Deferred acquisition costs
Premiums receivable
Amounts due to/from affiliates, net
Other

Net cash provided from operations

Cash flows from investing activities

Purchases of fixed maturity investments

Purchases of equity securities

Purchases of other investments

Sales, maturities, calls and pay downs of fixed maturity
Sales and redemptions of equity securities

Sales and redemptions of other investments
Settlements of investment-related derivative instruments
Payment of accrued investment performance fees

Net change in restricted cash

Net acquisitions of capitalized assets

Net cash provided from (used for) investing activities

Cash flows from financing activities
Distributions paid to the Company’s shareholder

Net cash used for financing activities

Net increase (decrease) in cash and cash equivalents during
the year

Cash and cash equivalents — beginning of year

Cash and cash equivalents — end of year

The accompanying notes are an integral part of these financial statements.

2010 2009
$ $
275.9 524.3
(53.2) (181.4)
5.6 (8.1)
12.9 5.0
775 (141.7)
41.0 42.9
15.7 (1.7)
(1.6) (3.2)
(8.4) 18.4
(32.5) (97.1)
(22.2) (4.2)
310.7 153.2
(2,410.8) (2,234.7)
(291.2) (311.8)
(100.9) (92.9)
2,453.3 1,930.5
352.5 485.8
92.4 166.2
7.7) 9.5
(9.8) -
15.4 (32.7)
- 0.2
93.2 (79.9)
(390.0) (120.5)
(390.0) (120.5)
13.9 (47.2)
132.3 179.5
146.2 132.3




Montpelier Reinsurance Ltd.
Notes to Consolidated Financial Statements
December 31, 2010 and 2009

(expressed in millions of U.S. dollars)

1.

General

Montpelier Reinsurance Ltd. (the “Company”) was incorporated under the laws of Bermuda on November 14,
2001 and is a wholly-owned subsidiary of Montpelier Re Holdings Ltd. (“MRH”"), a Bermuda-based holding
company listed on the New York Stock Exchange and the Bermuda Stock Exchange.

The Company is registered as a Bermuda Class 4 insurer and seeks to identify and underwrite attractive
insurance and reinsurance opportunities by combining underwriting experience with proprietary risk pricing and
capital allocation models and catastrophe modeling tools.

Summary of Significant Accounting Policies

(@)

(b)

Basis of Presentation

These consolidated financial statements include the accounts of the Company and its wholly-owned
subsidiary, Montpelier Investments Holdings Ltd. (“MIHL"). MIHL is a Bermuda company in which certain
of the Company's investments are held. All significant inter-company balances have been eliminated.

These financial statements have been prepared in accordance with accounting principles generally
accepted in the United States of America (“GAAP”). The preparation of financial statements in accordance
with GAAP requires management to make estimates and assumptions that affect reported amounts of
assets and liabilities, as well as disclosure of contingent assets and liabilities as at the balance sheet date.
Estimates also affect the reported amounts of income and expenses for the reporting period. Actual results
could differ from those estimates.

Insurance and Reinsurance Premiums and Related Costs

Reinsurance contracts can be written on a risks-attaching or losses-occurring basis. Under risks-attaching
reinsurance contracts, all claims from cedants’ underlying policies incepting during the contract period are
covered, even if they occur after the expiration date of the reinsurance contract. In contrast, losses-
occurring reinsurance contracts cover all claims occurring during the period of the contract, regardless of
the inception dates of the underlying policies. Any claims occurring after the expiration of the losses-
occurring contract are not covered.

Premiums written are recognized as revenues, net of any applicable underlying reinsurance coverage, and
are earned over the term of the related policy or contract. For direct insurance, and facultative and losses-
occurring contracts, the earnings period is the same as the reinsurance contract. For risks-attaching
contracts, the earnings period is based on the terms of the underlying insurance policies.

For contracts that have a risk period of three years or less, the premiums are earned ratably over the term.
For the relatively few contracts with risk periods greater than three years, premiums are earned in
accordance with predetermined schedules that reflect the level of risk associated with each period in the
contract term. These schedules are reviewed periodically and are adjusted as deemed necessary.

For the majority of the Company’s excess-of-loss contracts, written premium is based on the deposit or
minimum premium as defined in the contract. Subsequent adjustments, based on reports of actual
premium or revisions in estimates by ceding companies, are recorded in the period in which they are
determined. For the Company’s pro-rata contracts and excess-of-loss contracts where no deposit or
minimum premium is specified in the contract, written premium is recognized based on estimates of
ultimate premiums provided by ceding companies and the Company’s underwriters. Initial estimates of
written premium are recognized in the period in which the underlying risks incept. Subsequent
adjustments, based on reports of actual premium by the ceding companies, or revisions in estimates, are
recorded in the period in which they are determined. Unearned premiums represent the portion of
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Montpelier Reinsurance Ltd.
Notes to Consolidated Financial Statements
December 31, 2010 and 2009

(expressed in millions of U.S. dollars)

(©)

premiums written that are applicable to future insurance or reinsurance coverage provided by policies or
contracts in force.

Premiums receivable are recorded at amounts due less any provision for doubtful accounts. As of
December 31, 2010 and 2009, the Company’s provision for doubtful accounts was $3.0 million and $2.3
million, respectively.

When a reinsurance contract provides for a reinstatement of coverage following a covered loss, the
associated reinstatement premium is recorded as both written and earned premium when the Company
determines that the loss event has occurred.

Deferred acquisition costs are comprised of ceding commissions, brokerage, premium taxes and excise
taxes, each of which relates directly to the writing of insurance and reinsurance contracts. These deferred
acquisition costs are generally amortized over the underlying risk period of the related contracts. However,
if the sum of a contracts' expected losses and LAE, and deferred acquisition costs exceeds related
unearned premiums and projected investment income, a premium deficiency is determined to exist. In this
event, deferred acquisition costs are immediately expensed to the extent necessary to eliminate the
premium deficiency. If the premium deficiency exceeds deferred acquisition costs then a liability is
accrued for the excess deficiency. During the year the Company did not record a premium deficiency.

Included in acquisition costs are profit commissions incurred. Accrued profit commissions are included in
insurance and reinsurance balances payable.

Loss and LAE Reserves

Loss and LAE reserves are comprised of case reserves (which are based on claims that have been
reported) and IBNR reserves (which are based on losses that are believed to have occurred but for which
claims have not yet been reported and may include a provision for expected future development on case
reserves). Case reserve estimates are initially set on the basis of loss reports received from third parties.
Estimated IBNR reserves consist of a provision for additional development in excess of the case reserves
reported by ceding companies as well as a provision for claims which have occurred but which have not
yet been reported to us by ceding companies. IBNR reserves are estimated by management using various
actuarial methods as well as a combination of the Company’s own loss experience, historical insurance
industry loss experience and management's professional judgment. The Company'’s internal actuaries
review the reserving assumptions and methodologies on a quarterly basis and its loss estimates are
subject to an annual corroborative review by independent actuaries using generally accepted actuarial
principles.

The uncertainties inherent in the reserving process, reliance and delays in ceding companies reporting
losses, together with the potential for unforeseen adverse developments, may result in loss and LAE
reserves ultimately being significantly greater or less than the reserve provided at the end of any given
reporting period. The degree of uncertainty is further increased when a significant loss event takes place
near the end of a reporting period. Loss and loss adjustment expense reserve estimates are regularly
reviewed and updated as new information becomes known. Any resulting adjustments are reflected in
income in the period in which they become known.

A significant portion of the Company’s current business is in the Property Catastrophe class of business
and other classes with high attachment points of coverage. As a result, reserving for losses relating to
such programs can be imprecise. Montpelier's exposures are also highly leveraged, meaning that the
proportional impact of any change in the estimate of total loss incurred by the cedent is magnified in the
layers at which the Company’s coverage attaches. Additionally, the high-severity, low-frequency nature of

)



Montpelier Reinsurance Ltd.
Notes to Consolidated Financial Statements
December 31, 2010 and 2009

(expressed in millions of U.S. dollars)

(d)

(e)

the exposures limits the volume of claims experience available from which to reliably predict ultimate
losses following a loss event, and renders certain traditional loss estimation techniques inapplicable.

Ceded Reinsurance

In the normal course of business, the Company purchases reinsurance from third-parties in order to
manage its exposures. The amount of ceded reinsurance that the Company buys varies from year-to-year
depending on its risk appetite, and the availability and cost of ceded reinsurance. Reinsurance premiums
ceded are accounted for on a basis consistent with those used in accounting for the underlying premiums
assumed, and are reported as a reduction of net premiums written. Certain of the Company's assumed
pro-rata contracts incorporate reinsurance protection provided by third-party reinsurers that inures to the
Company's benefit. These reinsurance premiums are reported as a reduction in gross premiums written.

The cost of reinsurance purchased varies based on a number of factors. The initial premium associated
with excess-of-loss reinsurance is normally based on the underlying premiums assumed by the Company.
As these reinsurance contracts are usually purchased prior to the time the assumed risks are written,
ceded premium recorded in the period of inception reflects an estimate of the amount that the Company
will ultimately pay. In the majority of cases, the premium initially recorded is subsequently adjusted to
reflect premium actually assumed by the Company during the contract period. These adjustments are
recorded in the period they are determined, and to date have not been significant. In addition, losses
which pierce excess-of-loss reinsurance cover may generate reinstatement premium ceded, depending on
the terms of the contract. This reinstatement premium ceded is recognized as written and expensed at the
time the reinsurance recovery is estimated and recorded.

The cost of quota share reinsurance is initially based on the Company's estimated gross premium written
related to the specific lines of business covered by the reinsurance contract. As gross premiums are
written during the period of coverage, reinsurance premiums ceded are adjusted in accordance with the
terms of the quota share agreement.

Reinsurance recoverable on paid losses represents amounts currently due from reinsurers. Reinsurance
recoverable on unpaid losses represent amounts collectible from reinsurers once the losses are paid. The
recognition of reinsurance recoverable requires two key judgments. The first judgment involves the
estimation of the amount of gross IBNR to be ceded to reinsurers. Ceded IBNR is generally developed as
part of the Company's loss reserving process and consequently, its estimation is subject to similar risks
and uncertainties as the estimation of gross IBNR. The second judgment relates to the amount of the
reinsurance recoverable balance that ultimately will not be collected from reinsurers due to insolvency,
contractual dispute, or other reasons.

Investments and Cash

The Company'’s fixed maturity investments and equity securities are carried at fair value, with the net
unrealized appreciation or depreciation on such securities reported within net realized and unrealized
gains (losses) in the Company's statement of operations.

The Company’s other investments are carried at either fair value or on the equity method of accounting
(which is based on underlying net asset values) and consist primarily of investments in limited partnership
interests and private investment funds, event-linked securities (“CAT Bonds”), private placements and
certain derivative instruments. See Notes 7 and 9.

Investments are recorded on a trade date basis. The fair value of the investment portfolio is determined
based on bid prices (as opposed to ask prices) which are not adjusted for transaction costs. Gains and
losses on sales of investments are determined on the first-in, first-out basis and are included in income
when realized. Realized gains and losses generally result from the sale of securities. Unrealized gains and
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Montpelier Reinsurance Ltd.
Notes to Consolidated Financial Statements
December 31, 2010 and 2009

(expressed in millions of U.S. dollars)

(f)

(@)

losses represent the gain or loss that would result from a hypothetical sale of securities on the reporting
date. In instances where the Company becomes aware of a significant unrealized loss with little or no
likelihood of recovery, it writes down the cost basis of the investment and recognizes the loss as being
realized.

Some of the Company’s investment managers are entitled to performance fees determined as a
percentage of the portfolio’s net total return achieved over specified periods. The Company’s net realized
and unrealized investment gains and net income (expenses) from derivative instruments are presented net
of any associated performance fees. The Company incurred performance fees related to investments and
investment-related derivative instruments of $1.5 million and $0.4 million, respectively, during 2010 and
$8.3 million and $1.4 million, respectively, during 2009.

Cash and cash equivalents include cash and fixed income investments with maturities of less than three
months, as measured from the date of purchase. Restricted cash of $24.1 million and $39.5 million at
December 31, 2010 and 2009, respectively, consisted of collateral supporting open short sale investment
and derivative positions. .

Net investment income is stated net of investment management, custody and other investment-related
expenses. Investment income is recognized when earned and includes interest and dividend income
together with the amortization of premiums and the accretion of discounts on fixed maturities purchased at
amounts different from their par value.

Funds Withheld

Funds withheld by reinsured companies represent insurance balances retained by ceding companies in
accordance with contractual terms. The Company typically earns investment income on these balances
during the period the funds are held. At December 31, 2010 and 2009, funds withheld balances of $5.9
million and $4.0 million, respectively, were recorded within other assets on the consolidated balance
sheets.

Changes in Accounting Principles and Recent Accounting Pronouncements

In April 2009 the FASB issued new accounting guidance that outlines factors to be considered by a
reporting entity in determining whether a market for an asset or liability is active. Factors indicating
inactivity in a market include: few recent transactions; price quotations that are not based on current
information or which vary substantially over time or among market makers; a significant increase in implied
liquidity risk premiums, yields or performance indicators; a wide bid-ask spread; and a significant decline
or absence of a market for new issuances or limited information released publicly. In circumstances where
the reporting entity concludes that there has been a significant decrease in the volume of market activity
for an asset or liability as compared to normal market activity, transactions or quoted prices may not reflect
fair value. In such circumstances, the new guidance requires analysis of the transactions or quoted prices
and, where appropriate, adjustment to estimate fair value. In addition, the new guidance expands interim
disclosures to require a description of the inputs and valuation techniques used to estimate fair value and
a discussion of changes during the period. The Company adopted this new guidance during the second
guarter of 2009. This adoption did not have a material impact on the Company’s operations or financial
position or on its financial statement disclosure.

In May 2009 the FASB issued new accounting guidance requiring companies to evaluate events or
transactions that occur after the balance sheet date through the date that the financial statements are
issued or available to be issued. This guidance did not materially change the manner in which the
Company reports subsequent events, either through recognition or disclosure. The Company adopted this
guidance during the second quarter of 2009.

(4)



Montpelier Reinsurance Ltd.
Notes to Consolidated Financial Statements
December 31, 2010 and 2009

(expressed in millions of U.S. dollars)

In June 2009 the FASB approved the FASB Accounting Standards Codification (the “Codification”) as the
single source of authoritative nongovernmental GAAP. The Codification was effective for financial
statements that cover interim and annual periods ending after September 15, 2009. The Codification was
not designed to change GAAP other than by resolving certain minor inconsistencies that previously
existed. Rather it is intended to make it easier to find and research GAAP applicable to a particular
transaction or specific accounting issue.

In June 2009 the FASB issued new accounting guidance which will change the way entities account for
securitizations and special-purpose entities. The new guidance will require more information about
transfers of financial assets, including securitization transactions, and where companies have continuing
exposure to the risks related to transferred financial assets. It eliminates the concept of a qualifying
special-purpose entity, changes the requirements for derecognizing financial assets, and requires
additional disclosures. The new guidance will also change how a company determines when an entity that
is insufficiently capitalized or is not controlled through voting (or similar rights) should be consolidated. The
new guidance did not have a material impact on the presentation of the Company's operations or financial
condition.

In September 2009 the FASB issued new accounting guidance on using net asset values per share
provided by investees to estimate the fair value of alternative investments. The guidance permits an entity
to use net asset value as a practical expedient on an investment-by-investment basis and also requires
disclosure about the attributes of such investments. This guidance, which the Company adopted during
the fourth quarter of 2009, did not have a material impact on the presentation of the Company’s operations
or financial position. The Company’s enhanced disclosure resulting from this new accounting guidance is
incorporated in Note 7.

In January 2010 the FASB issued new accounting guidance intended to improve disclosures about fair
value measurements. As discussed in Note 7, GAAP establishes a hierarchy that prioritizes the inputs to
valuation techniques used to measure fair value into three broad levels. The newly issued accounting
guidance adds requirements for disclosures about transfers into and out of these levels, as well as for
separate disclosures about purchases, sales, issuances and settlements relating to one of these levels.
The adoption of this guidance did not have a material impact on the presentation of the Company’s
operations or financial condition.

In July 2010 the FASB issued new accounting guidance intended to provide financial statement users with
greater transparency about an entity’s allowance for credit losses and the credit quality of its financing
receivables. The objective of the guidance is to facilitate financial statement users’ evaluation of (i) the
nature of credit risk inherent in a company’s portfolio of financing receivables, (ii) how that risk is assessed
in calculating an allowance for credit losses, if any, and (iii) the changes and reasons for those changes in
any such allowance. The Company's adoption of this guidance did not impact the Company's disclosures
regarding financing receivables.

In October 2010 the FASB issued new accounting guidance intended to address diversity in practice
regarding the interpretation of which costs relating to the acquisition of insurance business qualify for
deferral. The new guidance modifies the definition of the types of costs that can be capitalized. For
example, the guidance specifies that insurance companies can no longer capitalize costs relating to
unsuccessful business acquisition efforts. Similarly, costs associated with soliciting potential customers,
market research, training and product development should be charged to expense as incurred. The new
guidance, which is effective for fiscal years beginning after December 15, 2011, is not expected to have a
material impact on the presentation of the Company’s operations or financial position.

(5)



Montpelier Reinsurance Ltd.
Notes to Consolidated Financial Statements
December 31, 2010 and 2009

(expressed in millions of U.S. dollars)

(h) Foreign Currency Exchange

The U.S. dollar is the Company’s reporting currency. Transactions involving certain monetary assets and
liabilities denominated in foreign currencies have been remeasured into U.S. dollars at exchange rates in
effect at the balance sheet date, and the related revenues and expenses are converted using either
specific or average exchange rates for the period, as appropriate. Net foreign exchange gains and losses
arising from these activities are reported as a component of net income in the period in which they arise.

3. Unpaid Loss and LAE Reserves

The following table summarizes the Company's unpaid loss and LAE reserve activities for the years ended

December 31, 2010 and 2009:

2010 2009
$ $
Gross loss and LAE reserves - beginning 643.1 784.8
Reinsurance recoverable on unpaid losses - beginning (63.1) (114.1)
Net loss and LAE reserves - beginning 580.0 670.7
Losses and LAE incurred relating to:
Current year losses 362.2 190.4
Prior year losses (103.9) (73.9)
Total incurred losses and LAE 258.3 116.5
Losses and LAE paid and approved for payment:
Current year losses (62.5) (27.1)
Prior year losses (109.2) (180.1)
Total losses and LAE paid and approved for payment a71.7) (207.2)
Net loss and LAE reserves - ending 666.6 580.0
Reinsurance recoverable on unpaid losses - ending 54.0 63.1
Gross loss and LAE reserves - ending 720.6 643.1

Losses and LAE incurred — 2010
Current year loss and LAE incurred included:

. $76.8 million associated with the February 2010 earthquake in Chile,
- $27.9 million associated with the September 2010 earthquake in New Zealand,

- $20.0 million from the Deepwater Horizon oil rig explosion and fire.

Prior year favorable loss and LAE reserve development of $103.9 million related primarily to the following loss

events:

- Casualty classes of business, excluding medical malpractice and individual risk contracts, relating to several

prior accident years ($11.5 million decrease),

- 2008 individual risk property loss ($10.7 million decrease),

(6)



Montpelier Reinsurance Ltd.
Notes to Consolidated Financial Statements
December 31, 2010 and 2009

(expressed in millions of U.S. dollars)

- Medical malpractice class of business, relating to several prior accident years ($8.0 million decrease),
- Other individual risk losses relating to several prior accident years ($7.4 million decrease),

- 2007 and 2008 non-U.S. catastrophes ($6.2 million decrease),

- 2009 European windstorm Klaus ($5.5 million decrease),

- 2005 Hurricanes Katrina, Rita and Wilma ($5.2 million decrease)

- The favorable commutation of reinsurance contracts, relating to multiple prior accident years ($4.9 million
decrease).

The remaining prior year loss and LAE reserve development related to smaller adjustments made across
multiple lines of business.

Losses and LAE incurred — 2009

Current year loss and LAE incurred included $52.8 million from relatively small catastrophe losses, including
European windstorm Klaus and hail storms in Europe and Canada.

Prior year favorable loss and LAE reserve development of $73.9 million related primarily to the following loss
events:

- 2005 Hurricanes Katrina, Rita and Wilma ($10.9 million decrease),

- 2008 Hurricane lke ($3.8 million decrease),

- 2005 explosion ($4.5 million subrogation recovery),

- 2007 California wildfires ($4.0 million decrease),

- 2007 mining accident (claim settlement resulting in a $3.8 million decrease),

- 2007 European windstorm Kyrill and U.K. floods (decreases of $2.4 million each).

The remaining prior year loss and LAE reserve development related to smaller adjustments made across
multiple lines of business.

4. Reinsurance with Third Parties

In the normal course of business, the Company purchases reinsurance from third parties in order to manage its
exposures. The amount of reinsurance that the Company buys varies from year-to-year depending on its risk
appetite, availability and cost. All of the Company'’s reinsurance purchases to date have represented
prospective cover, meaning that the coverage has been purchased to protect us against the risk of future
losses as opposed to covering losses that have already occurred but have not yet been paid. The majority of
the Company’s reinsurance contracts are excess-of-loss contracts covering one or more lines of business. To a
lesser extent, the Company has also purchased quota share reinsurance with respect to specific lines of its
business. The Company also purchases industry loss warranty (“ILW”) policies which provide coverage for
certain losses incurred, provided they are triggered by events exceeding a specified industry loss size as well
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Montpelier Reinsurance Ltd.
Notes to Consolidated Financial Statements
December 31, 2010 and 2009

(expressed in millions of U.S. dollars)

as the Company’s own incurred loss. For non-ILW excess-of-loss reinsurance contracts, the attachment point
and exhaustion of these contracts are based solely on the amount of the Company’s actual losses incurred
from an event or events.

In addition, for certain pro-rata contracts that the Company enters into, the associated direct insurance
contracts carry underlying reinsurance protection from third-party reinsurers, known as inuring reinsurance,
which the Company nets against its gross premiums written.

The Company remains liable for losses it incurs to the extent that any third party reinsurer is unable or unwilling
to make timely payments under reinsurance agreements. The Company would be liable in the event that the
ceding companies are unable to collect amounts due from underlying third-party reinsurers.

Under the Company's reinsurance security policy, reinsurers are generally required to be rated “A-" (Excellent)
or better by A.M. Best (or an equivalent rating with another recognized rating agency) at the time the policy is
written. The Company also considers reinsurers that are not rated or do not fall within this threshold on a
case-by-case basis when collateralized up to policy limits, net of any premiums owed. The Company monitors
the financial condition and ratings of its reinsurers on an ongoing basis.

The Company records provisions for uncollectible reinsurance recoverable when collection becomes unlikely
due to the reinsurer's inability to pay. The Company does not believe that there are any amounts uncollectible
from its reinsurers as of the balance sheet dates presented.

Earned reinsurance premiums ceded were $32.1 million and $35.2 million for the years ended December 31,
2010 and 2009, respectively. Reinsurance recoveries of $19.2 million and $27.4 million were netted against
the Company's loss and LAE for 2010 and 2009, respectively. In addition to loss recoveries, certain of the
Company’s ceded reinsurance contracts provide for recoveries of additional premiums, reinstatement
premiums and for lost no-claims bonuses, which are incurred when losses are ceded to these reinsurance
contracts.

5. Reinsurance Recoverable on Paid and Unpaid Losses

The A.M. Best ratings of the Company’s reinsurers related to reinsurance recoverable on paid losses at
December 31, 2010 and 2009, are as follows:

December 31, 2010 December 31, 2009
Rating % of % of

Amount Total Amount Total
A+ $ 5.6 44 % $42.7 96 %
A 6.9 55 1.7 4
A- 0.1 1 0.1 -
Total reinsurance recoverable on paid losses $12.6 100 % $44.5 100 %
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The A.M. Best ratings of the Company’s reinsurers related to reinsurance recoverable on unpaid losses at
December 31, 2010 and 2009, are as follows:

December 31, 2010 December 31, 2009
Rating Amount % of Amount % of
Total Total
A++ $ — — % $ 04 1%
A+ 16.0 30 27.5 44
A 20.5 38 30.0 47
A- 1.2 2 2.2 3
Unrated by A.M. Best 16.3 30 3.0 5
Total reinsurance recoverable on unpaid losses $54.0 100% $63.1 100%

The Company’s unrated reinsurance recoverables as of December 31, 2010 and 2009 relate to reinsurers that
have either: (i) fully collateralized the reinsurance obligation; (ii) a Standard & Poor’s financial strength rating
equivalent to an A.M. Best rating of A- or better; or (iii) entered run-off but are considered by management to be
financially sound.

6. Reinsurance Disputes

The Company is subject to litigation and arbitration proceedings in the normal course of its business. These
proceedings often involve reinsurance contract disputes which are typical for the reinsurance industry.
Expected or actual reductions in reinsurance recoveries due to contract disputes, as opposed to a reinsurer’'s
inability to pay, are not recorded as an uncollectible reinsurance recoverable. Rather, they are factored into the
determination of the Company’s net loss and LAE reserves.

As of December 31, 2010, we had no ongoing material pending legal proceedings.

In June 2010 the Company resolved, through arbitration, a dispute involving two reinsurance contracts (the
“Disputed Contracts”) with Manufacturers Property and Casualty Limited (“MPCL”) that originated in 2007. The
Company subsequently received an award (the “Award”) equal to the sum of all outstanding paid reinsurance
recoverables owed to us as under the Disputed Contracts of March 31, 2010, a portion of our defense costs
associated with the proceedings and accrued interest on overdue amounts owed through the date of payment.

In October 2010 the Company and MPCL further agreed to an early settlement (the “Settlement”) of all
remaining paid and unpaid reinsurance recoverables outstanding under the Disputed Contracts. The financial
impact of the Settlement was not material to the Company.

The Company received a total of $51.6 million from MPCL during 2010 in satisfaction of both the Award and the
Settlement of which $46.4 million represented paid and unpaid reinsurance recoverables outstanding under the
Disputed Contracts and $5.2 million represented reimbursable defense costs and accrued interest.

The reinsurance payments received from MPCL during 2010 have been recorded as a reduction to reinsurance
recoverable on paid and unpaid losses on the Company's consolidated balance sheets. The defense costs and
accrued interest recovered from MPCL have been recorded as a reduction to general and administrative
expenses on the Company's consolidated statements of operations.
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7.

Investments

Fixed maturity Investments and Equity Securities

The table below shows the aggregate cost (or amortized cost) and fair value of the Company's fixed maturity

investments and equity securities, by investment type, as of December 31, 2010 and 2009:

Fixed Maturity Investments:
Residential mortgage-backed
securities

Corporate debt securities

Debt securities issued by the U.S.
Treasury and its agencies

U.S. government-sponsored
enterprise securities

Commercial mortgage-backed
securities

Debt securities issued by states of
the U.S. and political subdivisions
Other debt obligations

Total fixed maturity investments

Equity securities:
Exchange-listed funds
Energy
Financial
Technology
Consumer goods
Materials
Other

Total equity securities

December 31, 2010

December 31, 2009

Cost or Cost or
Amortized Fair Value Amortized Fair Value
$ $ $ $
519.8 522.7 623.5 625.4
651.9 665.6 507.5 541.3
3901 389.7 401.9 401.2
2107 212.2 319.8 318.8
133.9 133.3 64.1 60.3
573 57.7 23.9 24.6
104.1 103.5 96.0 93.7
2,067.8 2,084.7 2,036.7 2,065.3
44.6 44.6 2.9 3.1
