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Report of Independent Auditors

The Board of Directors and Shareholders of ScottisRe Group Limited

Report on the Financial Statements

We have audited the accompanying consolidated diaarstatements of Scottish Re Group Limited and
subsidiaries, which comprise the consolidated lwalasheets as of December 31, 2012 and 2011, anctldtied
consolidated statements of operati@igreholders’ equity (deficit), and cash flowsdach of the three years in the
period ended December 31, 2012, and the relatex$ nothe consolidated financial statements.

Management’s Responsibility for the Financial Statments

Management is responsible for the preparation aingbfesentation of these financial statementomfarmity with
U.S. generally accepted accounting principles; itiékides the design, implementation, and mainte@ani internal
control relevant to the preparation and fair prést@on of financial statements that are free oferiat misstatement,
whether due to fraud or error.

Auditor’'s Responsibility

Our responsibility is to express an opinion on ¢héeancial statements based on our audits. We umiad our
audits in accordance with auditing standards gdlgexecepted in the United States. Those standaqlsre that we
plan and perform the audit to obtain reasonablerasse about whether the financial statementsraeedf material
misstatement.

An audit involves performing procedures to obtaidinevidence about the amounts and disclosuréseifinancial
statements. The procedures selected depend oruthier&s judgment, including the assessment of rikks of
material misstatement of the financial statementsther due to fraud or error. In making those Hskessments,
the auditor considers internal control relevanttiie entity’'s preparation and fair presentation fod financial
statements in order to design audit proceduresatfgtppropriate in the circumstances, but notHerpurpose of
expressing an opinion on the effectiveness of thityss internal control. Accordingly, we express such opinion.
An audit also includes evaluating the appropriatenef accounting policies used and the reasonaddené
significant accounting estimates made by manageraenwell as evaluating the overall presentatiotheffinancial
statements.

We believe that the audit evidence we have obtaisesufficient and appropriate to provide a basis dur
audit opinion.
Opinion

In our opinion, the financial statements referrecabove present fairly, in all material respedig tonsolidated
financial position of Scottish Re Group Limited asdbsidiaries at December 31, 2012 and 2011, aed th
consolidated results of their operations and tlcash flows for the years then ended in conformiithwv.S.
generally accepted accounting principles.

/sl Ernst & Young LLP

Charlotte, North Carolina
March 27, 2013



SCOTTISH RE GROUP LIMITED
CONSOLIDATED BALANCE SHEETS

(Expressed in Thousands of United States Dollarsxeept share data)

Assets

Fixed-maturity investments held as trading seasitat fair value
Preferred stock held as trading securities, atviaie
Cash and cash equivalents .............c.oceeeeeeein,
Other INVestMEeNntS.........coeeviiiiiiiee e,
Funds withheld at interest..........ccocooveeeeeeeveeeeeeennn.

Total INVEStMENTS.......cvieieeeeeeeeee e
Accrued interest receivaBle...........coeeeeeveeeeeenenn,
Reinsurance balances and risk fees receivable..............ccooovvvvviiiiiii e,
Deferred acquisition COSES ........uuvviiiiiieccceceeeeeeeeeenn,
Amount recoverable from reinsurers
Present value of in-force business .........ccceeeeeenn....
Other aSSetS......coeeeiiiiiiieeice et

TOtAl ASSELS ....cieeeieiiieeei et

Liabilities

Reserves for future policy benefitS.......ccccccee i

Interest-sensitive contract liabilities

Collateral finance faciliti€s..........................
Accounts payable and other liabilities
Embedded derivative liabilities, at fair value
Reinsurance balances payable ...........oo oo ————
Deferred tax ability....... ..o
Long-term debt, at Par VAIUE..............o it

B o] e= 1L F=T o111 TN

Mezzanine Equity

December 31,

2012

December 31,
2011

.................................... $ 1,733,224

$ 1,967,689

2,387 58,529
368,809 282,028
19,067 14,877
482,985 549,333
2,606,472 2,872,456
......................................................... 12,979 16,757
129,159 120,976
162,181 173,254
705,703 749,034
24,001 27,027
7,911 8,771

$ 3,648,406

$ 3,968,275

Convertible cumulative participating preferred ssapar value $0.01; 1,000,000 shares
issued and outstanding with $600.0 million inigsédted value (liquidation preference:

$ 1,329,120
1,104,413
450,000

51,917
26,290
72,611
43,129
129,500

$ 1,354,140
1,301,511
450,000

64,426
33,758
93,244
45,223
129,500

$ 3,206,980

$ 3,471,802

2012 - $770.7 million; 2011 - $802.8 MIllION) ceeeeeeeiiiiiiiieeiiiiiiice e 555,857 555,857
Shareholders’ Deficit
Ordinary shares, par value $0.01: 68,383,370 slissaed and outstanding ..............ccccceuueee. 684 684
Non-cumulative perpetual preferred shares, parevéiOl:

Shares issued and outstanding: 2012 — 3,246,728; 24,806,083 ........c.cccceeeeeeveeiieiiicnnns 81,169 120,152
PaXe [o [T oTqT=T I o 2= o KT I o7= o = | USSR 1,218,190 12881
RELAINEA TEFICHE. ... ...vveeeeeee e ommmme ettt ettt s et et ee s s e s s s ee e eeeeeeeseeneeseseeeeens (1,414,474) (1,407,269)

Total Scottish Re Group Limited shareholders’ defiC..........cuvvviviiiiiieeeiiii e (114,431) (68,243)
NONCONIOIING INEEIEST .......ecveeeeeeie ettt ee ettt et e e teeae e eteeaeeaeans - 8,859

Total ShAreholAErs’ AEfiCit ...............viceemeeeeeeeeeeeeeee e e ettt ee e s n s (114,431) (59,384)

Total liabilities, mezzanine equity, and shareNHEESICHt .............c.cveerereeeeeseeeseean. $ 3648406 $ 3,968,275
! Includes total investments of consolidated vagabterest entity (“VIE™).............cccoevvenee. $ 296,476 $ 282,429
Z Includes accrued interest receivable of CONS@RIBMIE ................cocceveveveeeverereeenennns 488 455
® Reflects collateral finance facilities of consalield VIE...............ccccoveveeeeeereveeeeeeneeeneens 450,000 450,000

See Accompanying Notes to Consolidated FinanceteStents



SCOTTISH RE GROUP LIMITED
CONSOLIDATED STATEMENTS OF OPERATIONS
(Expressed in Thousands of United States Dollars)

Year Ended
December 31, December 31, December 31,
2012 2011 2010

Revenues
Premiums earned, Net.........cccuveeeeiiiieeennniiieeeeeens $ 325,374 $ 302,920 $ 421,134
Investment iNCOME, Net.........occvvvevvieiiceeem e, 109,410 136,223 170,454
Net realized and unrealized gains (losses) ........... 139,012 (4,413) 242,246
Change in value of long-term debt, at fair value.... - - (15,246)
Gain on extinguishment of debt.. - 260,000 -
Change in value of embedded denvauve assets and

HADINtIES ... 7,468 (1,213) 3,187
Fees and other iNCOME ..............cccvevemeemeeerveineennns 3,807 4,381 5,453

Total FEVENUES......c.ocvvevecveeveeiee e 585,071 697,898 827,228
Benefits and expenses
Claims, policy benefits, and changes in policyholde

FESEIVES, NET ..ottt e e e 373,762 314,754 394,618
Interest credited to interest-sensitive contract

HADIlITIES ...vvvveieee i 37,790 46,911 52,346
Amortization of deferred acquisition costs and othe

insurance expenses, Net.........ccccevvvieeeeeeeneeeeeenn. 49,037 462,242 88,660
Operating EXPENSES .....ccviiiiiiieeeeiei e 32,208 44,388 54,581
Collateral finance facilities expense .......cccccce....... 10,465 25,303 33,061
INtErESt EXPENSE ....vvveeeeeeeeeeeeee e emeeee et eeeaeeneas 6,996 6,041 5,360

Total benefits and expenses ................ 510,258 899,639 628,626
Income (loss) before income taxes 74,813 (201,741) 198,602
Income tax benefit ...........c.cceevevevesimeee e 7,102 2,617 37,941
Net income (I0SS)......cvveveeeiiiiiiiiie e, 81,915 (199,124) 236,543
Dividends declared on non-cumulative perpetual

preferred Shares............ueeeeeeeiiiiiiiccrceieeeee (1,218) - -
Dividends declared on convertible cumulative

participating preferred shares.............ccceeeeieeeeeen. (75,555) - -
Gain on redemption of non-cumulative perpetual

preferred Shares.........cccvvveeeeeievee s 14,039 - 3,878
Net (income) loss attributable to noncontrolling

INEEIESE...vvveecvceeeeeeeeeeeeteee e 281 141 (1,332)
Net income (loss) attributable to Scottish Re

GroUP LIMItEd ..., $ 19,462 $  (198,983) $ 239,089

See Accompanying Notes to Consolidated FinancatkStents



SCOTTISH RE GROUP LIMITED
CONSOLIDATED STATEMENTS OF SHAREHOLDERS' EQUITY (DE FICIT)
(Expressed in Thousands of United States Dollars)

Year Ended
December 31, December 31, December 31,
2012 2011 2010

Share capital:
Ordinary shares:

Beginning of PEriod.........oocuviiiii e $ 684 $ 684 $ 684

Merger actiVity, NET ... - - -

ENd Of PEIHO ...ttt ettt et eae e, 684 684 684
Non-cumulative perpetual preferred shares:

Beginning Of PEriOd .........ee i 120,152 120,152 125,000

Non-cumulative perpetual preferred shares redeemed.................cccoeu.... (38,983) - (4,848)

ENd Of PEIOU ...ttt et eae e, 81,169 120,152 120,152
Additional paid-in capital:

Beginning Of PEriOd .........eeiiiiiiii e 1,218,190 1,217,894 1,217,535

OPLION EXPENSE ....vveeeeeeeeete et cemeema e te et ae e et e e e e e ete e e ete e eaeeaeenes - 296 359

ENd Of PEIIO ...ttt ettt eae e, 1,218,190 1,218,190 1,217,894
Retained deficit:

Beginning Of PEriOd .........e i (1,407,269) (1,208,286) (1,447,375)

Extinguishment of noncontrolling INtErest ... ..o 7,778 - -

Dividends declared on ordinary Shares......c.oooveieeiieeeeiiiiieee e (34,445) - -

Net income (loss) attributable to Scottish Re Grhimpited.......................... 19,462 (198,983) 239,089

ENG OF PO ... ..ot enen s mnnes (1,414,474) (1,407,269) (1,208,286)
Total Scottish Re Group Limited shareholders’ (deftit) equity .................... $ (114,431) $ (68,243) $ 130,444
Noncontrolling interest:

Beginning of PEriOd........oooi i 8,859 9,000 7,668

NEL INCOME (I0SS) ...ttt ettt e e e e e e e (281) (141) 1,332

Acquisition of noncontrolling iINterest ... (800) - -

Extinguishment of Noncontrolling INtErest ... ....cocoeeviemereeeeerereneean. (7,778) - -

ENd Of PEIOM ...ttt e, - 8,859 9,000
Total shareholders’ (defiCit) @QUILY...........ovveeeeeiereeeeeeeeese e $ (114431) (59,384) $ 139,444

See Accompanying Notes to Consolidated FinancatkStents



SCOTTISH RE GROUP LIMITED
CONSOLIDATED STATEMENTS OF CASH FLOWS
(Expressed in Thousands of United States Dollars)

Year Ended
December 31, December 31, December 31,
2012 2011 2010
Operating activities
= (oo 0 g TSI (01 SR $ 81,915 $ (199,124) $ 236,543
Adjustments to reconcile net income (loss) to methcrovided by (used in) operating
activities:
Net realized and unrealized (QaINS) l0SSES.....uuuiiiiiiiiiiiiieiiie e (139,012) 4,413 (242,246)
Change in value of long-term debt, at fair value - - 15,246
Change in value of embedded derivative assetsiamitities..................cccvvviiicoccniiiieeeeennnn, (7,468) 1,213 (3,187)
Amortization and unlocking of deferred acqQUISItIIFBLS ...........cccooviiiiiiiis e ee e, 11,073 12,090 31,141
Amortization of present value of in-force business......... 3,026 4914 6,375
Amortization of deferred finance facility costs................ 868 10,696 5,081
Depreciation of fixed asSets ..............vueeccemvicvviieeeeennnnns 163 217 415
(0] 01 [0 =Y 0 1= 1 TP - 296 359
Adjustments attributed to the Orkney | Unwind Tractson:
Gain on extinguishment of OrkNEY NOLES ... eeeererriieeeeiiiiiiireeeesesiirereeseaanreeeeeesaneees - (260,000) -
Release of deferred acquISItioN COSLS ... eeiruriiiieeeeiiiiiiiee e e - 83,204 -
Net increase in receivables and amounts recovefi@mereinSurers ...........cccvveveeeeeens e - (252,388) -
Changes in assets and liabilities:
Funds WIthheld at INTEIEST .........cuveiii e et e e e e e e e e e e e eaeaans 66,348 35,284 23,883
Accrued interest reCeivable ...............o e 3,778 5,529 2,136
Reinsurance balances receivable (8,183) 10,339 26,812
Deferred acquisition COStS ..............cccceeeeemes - 804 (3,671)
(@] 1 1= = 1o =Y £ 1,291 7,139 60,651
Reserves for future policy benefits, net of amouetoverable from reinsurers................... 18,311 (55,231) (47,745)
Interest-sensitive CONtract ADIlILIES .....ccceeveeeeeiiiiiiiiee e rnr e (23,139) (5,760) (2,092)
Accounts payable and other liabilities, includirefatred tax liabilities ...............cccooeceeemnns (14,603) 10,633 (14,403)
Reinsurance balances payable..............ccceecerecurecerureceieeeceeeeeeee ettt enmaas (20,633) 1,611 (17,935)
Net cash provided by (used in) operating aCtiVILIES ...........cccoovrveeeeeeeeeeeeeee s s e (26,265) (584,121) 77,363
Investing activities
Purchase of fixed-maturity investments (282,202) (305,334) (849,344)
Proceeds from sales and maturities of fixed-matimiestments.... 651,981 1,442,124 886,205
Purchases of preferred StOCK............oiiceeieeeee i (179) - (1,865)
Proceeds from sales and maturities of preferrazksta...........cccccoviiiiiiiiiiie e 57,273 8,239 15,823
Purchase of and proceeds from other investmernts,.Ne.........cccccooevvviieeeeiiiiiiiieeeee e (3,006) 1,581 1,353
Proceeds from SAlES Of fIXEU ASSELS, NEL. .eceeerreeeeeeeee ettt e et eeee e et emmee e e e e reeereeeeees - 153 -
Net cash provided by iNVEStING ACHVILIES .........ccverivieieieeeeeecee e eeene s 423,867 1,146,763 52,172
Financing activities
Redemption of collateral finance faCIlitieS e .vvicvvviieriiiiii e, - (590,000) -
Withdrawals from interest-sensitive contract lidlgk........... (174,659) (108,336) (100,868)
Redemption on non-cumulative perpetual preferredesh (24,944) - (970)
Deemed capitalization of Merger Sub by Investorerdn Merger - 17,647 -
Payment of Merger consideration by Investors on hefidlerger Sub..............cccvveeiiiiieeee.. - (17,647) -
Payment of dividends on non-cumulative perpetualgored shares.............cccvvvvveeiiieeceneennn. (1,218) - -
Payment of dividends on convertible cumulative ipgrating preferred shares... (75,555) - -
Payment of dividends on OrdiNArY SHAIES ....c.ccioeieeeieieeeeee ettt seesee e es s (34,445) - -
Net cash (used in) fINANCING ACHVIIES ........ouevevieieieeeiee ettt eeeee s (310,821) (698,336) (101,838)
Net change in cash and cash eqUIVAIENES....cooeuiiiiiiiii e 86,781 (135,694) 27,697
Cash and cash equivalents, beginning of PEHOU...........ccccviveviiiereereeeeeeee e 282,028 417,722 390,025
Cash and cash equivalents, Nd Of PEIHOH . .eewe...oveveeeeeeeeeee e veee e $ 368809 % 282,028  $ 417,722
INEEIESE P ...t eememe e e e et ee et ee et en e eeese e e en e e e en e s e eneeseees $ 24,082 % - $ 4,349
TaXES PAIA (FEFUNAEA) ... eeceeme e et e ettt reeeee e e et eseeseneeneeees $ 29 % (48 % (12,864)

See Accompanying Notes to Consolidated Financatke8tents



SCOTTISH RE GROUP LIMITED
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2012
1. Organization and Business
Organization

Scottish Re Group Limited (“SRGL” and, together twiBRGL’s consolidated subsidiaries and VIE(S), as
applicable, the “Company”, “we”, “our”, and “us”$ ia holding company incorporated under the lantk®Cayman
Islands, and our principal executive office is lechin Bermuda. Through our operating subsidiaries are
principally engaged in the reinsurance of life irsce, annuities, and annuity-type products. ABefember 31,
2012, we had principal operating companies, holdinghpanies, financing companies, and a collaténainte

facility in Bermuda, the Cayman Islands, Irelandxémbourg, and the United States, as follows:

Bermuda
Scottish Re Life (Bermuda) Limited (“SRLB")

Cayman Islands
SRGL

Scottish Annuity & Life Insurance Company (Caymaty. (“SALIC”)

Ireland
Scottish Re (Dublin) Limited (“SRD")
Orkney Re Il plc (“Orkney Re 1I")

Luxembourg
Scottish Financial (Luxembourg) S.a.r.l. (“SFL")

Scottish Holdings (Luxembourg) S.a.r.l. (“SHL")

United States (U.S.)

Scottish Holdings, Inc. (“SHI")
Scottish Re (U.S.), Inc. (“SRUS")
Scaottish Re Life Corporation (“SRLC")

On August 24, 2011, the Merger (as defined in Nbie “Mezzanine Equity — Convertible Cumulative
Participating Preferred Sharederger Agreemeit was completed. The Merger has been treategdgposes of
these consolidated financial statements as a Bsgwnbination.

Run-Off Strategy

In 2008, we ceased writing new business and ndtifier existing clients that we would not be aceeptiny
new reinsurance risks under existing reinsuraneatigs, thereby placing our remaining treaties ioo-off. We
expect to continue to pursue a run-off strategy tfeg remaining business, whereby we continue teivec
premiums, pay claims, and perform key activitiedemour remaining reinsurance treaties.

While pursuing our run-off strategy, the Companyg barchased from time-to-time and, if opportunigeise,
may in the future continue to purchase, in privatedgotiated transactions, open market purchasds; means of
general solicitations, tender offers, or otherwiad, outstanding securities and other liabilitidgly such purchases
will depend on a variety of factors including, gt limited to, available corporate liquidity, ctdirequirements,
and indicative pricing levels. The amounts invalye any such transactions, individually or in Hggregate, may
be material. For further discussion on our outditagp securities and recent transactions, pleass tefNote 10,
“Debt Obligations and Other Funding Arrangementiid to Note 12, “Shareholders’ Deficit”. Furthéhe
Company may continue to evaluate strategic altaremto increase shareholder value, including ataration of
transactions for the sale or disposition of ourifesses or assets, which transactions, individuatlyin the
aggregate, may be material. Please refer to Not€dlateral Finance Facilities and SecuritizatiStructures -
Orkney | Unwind Transactidnfor information regarding the Orkney | Unwinddnsaction (as defined therein) that
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SCOTTISH RE GROUP LIMITED
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2012
1. Organization and Business (continued)
we consummated on May 27, 2011.
Regulatory Considerations

We had been operating since 2009 under certainategu constraints with respect to SRUS. In cotinec
with the receipt by SRUS, our primary U.S. reinsgeasubsidiary, in late 2008 of approval for a paed statutory
accounting practice (the “Permitted Practice”), SRtbnsented to the issuance by the Delaware Depiatrtof
Insurance (the “Department”) on January 5, 200@rofOrder of Supervision for SRUS, which subseqyents
amended and replaced with an Extended and Amendeer ©f Supervision, dated April 3, 2009 (the “Arded
Order”).

By its terms, the Amended Order was to remain iac@luntil such time as SRUS could make certain
enumerated showings to the Department related in&ncial strength and results of operations.aByrder dated
June 23, 2011, the Department determined thatugpersision of SRUS no longer was required and fdgma
released SRUS from the Amended Order, effective ediately. Concurrent with the release of the Ansehd
Order, SRUS ceased utilizing the Permitted Practice

Business

We have written reinsurance business that is whallypartially retained in one or more of our reis\ce
subsidiaries and have classified the reinsurandeaditional Solutions or as Financial Solutions detailed below.

Traditional Solutions Mortality risk on life insurance policies writtdsy primary insurers (which business is
often referred to as traditional life reinsuranceyhe products reinsured in our Traditional Solgidbusiness
include yearly renewable term life, term life withulti-year guarantees, ordinary life, universag libnd variable
life. We wrote our Traditional Solutions businegsedominantly on an automatic basis, meaning that w
automatically reinsured all policies written by @ding company that met the underwriting criteriacsfied in the
treaty with the ceding company.

Financial Solutions Contracts under which we assumed the investmeatparsistency risks of existing, as
well as then newly-written, blocks of business.eTroducts reinsured in our Financial Solutions®ss include
deferred and variable annuities, annuity-type pet&lucash value life insurance, and, to a lesseméxdisability
products that are in a pay-out phase.

We generally wrote reinsurance for our TraditioBalutions and Financial Solutions products in therf of
yearly renewable term, coinsurance, or modifiechsiance. Under yearly renewable term, we shdseiorihe
mortality risk for which we receive a premium. drcoinsurance or modified coinsurance arrangemengenerally
share proportionately in all material risks inher@m the underlying policies, including mortalitygpses, and
investment experience. Under such agreementsgree &0 indemnify the primary insurer for all opartion of the
risks associated with the underlying insurancegyadr annuity contract in exchange for a propodiershare of the
premiums thereon. Coinsurance differs from modifeinsurance with respect to the ownership of abgets
supporting the reserves related to the liabiliteissured. Under our coinsurance arrangementseiship of the
assets is transferred to us, whereas, in modifigtsarance arrangements, the ceding company retainsrship of
the assets, but we share in the investment incomheisks associated with the assets.



SCOTTISH RE GROUP LIMITED
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2012
1. Organization and Business (continued)

The following table summarizes the net premiumsi@adrby product category for the years ended Decembe
31, 2012, 2011 and 2010.

Traditional Financial
(U.S. dollars in millions) Solutions Solutions Total
Year Ended December 31, 2012 .....cc..eeev e $ 3233 % 2.1 $ 325.4
Year Ended December 31, 2011 .......coor e ee e $ 2985 % 4.4 $ 302.9
Year Ended December 31, 2010 ..........enrt v vvennnnnn $ 4159 % 5.2 $ 421.1

For further details on our revenue recognition gied associated with the amounts shown in the talbbve,
please refer to Note 2, “Summary of Significant &auoting Policies Revenue Recognititin

2. Summary of Significant Accounting Policies
Basis of Presentation

Accounting Principles - Our consolidated finandtdtements are prepared in accordance with U.Sraign
accepted accounting principles (“U.S. GAAP”).

Consolidation - The consolidated financial statetm@mclude the assets, liabilities, and resultspdrations of
SRGL, its subsidiaries, and VIE(s) for which we #re primary beneficiary, as defined in Financialcéunting
Standards Board (“FASB") Accounting Standards Godffon (“ASC") Subtopic 810-10, Consolidation — &l
(“FASB ASC 810-107). All significant inter-companyransactions and balances have been eliminated in
consolidation. We consolidated Merger Sub, asnédfiin Note 11, “Mezzanine Equity — Convertible Qiaive
Participating Preferred SharedMerger Agreemefit during the period in which the Merger was contgte as
explained in Note 11. We currently consolidate 6HE, Orkney Re I, a special purpose vehicle ipmated
under the laws of Ireland in connection with théi@ry Re |l collateral finance facility and secwdiion structure.
We consummated the Orkney | Unwind Transaction dened in Note 9, “Collateral Finance Facilitieada
Securitization Structures ©rkney | Unwind Transactidh on May 27, 2011, and, as a result, we no longer
consolidate Orkney Holdings, LLC (“OHL") and Orkn&e, Inc. (“Orkney Re” and, together with OHL, “@ry
IM). All of the assets remaining after the compaatof the Orkney | Unwind Transaction were transfd to SRUS,
and OHL and Orkney Re were dissolved prior to Ddmem81, 2011. For further discussion of Orkneyhg
Orkney | Unwind Transaction, and Orkney Re Il, gleaefer to Note 9, “Collateral Finance Facilitiasd
Securitization Structures”. Effective October 809, we consolidated the Stingray Pass-ThroughtTand the
Stingray Investor Trust (together, “Stingray”). llBaing the acquisition of the entire $325.0 mitlion aggregate
stated amount of the Pass-Through Certificatesdémed in Note 10, “Debt Obligations and Other éing
Arrangements Stingray Investor Trust and Stingray Pass-Throtigist’) on September 2, 2010, we cancelled the
Pass-Through Certificates and no longer consoligitegray. For further discussion of Stingray,gske refer to
Note 10, “Debt Obligations and Other Funding Arramgnts- Stingray Investor Trust and Stingray Pass-Through
Trust'.

Noncontrolling Interest - The noncontrolling intsreepresented the 5% of SRLC that was not ownethéy
Company prior to December 21, 2012, when the Companuired the remaining 5% of SRLC from the prasio
owner and extinguished the noncontrolling interest.

Estimates and Assumptions - The preparation of aaaed financial statements in conformity withSJ.

GAAP requires management to make estimates andhasisms that affect the amounts reported in thesolbidated
financial statements and accompanying notes. Acdtgults could differ materially from those estiem and
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SCOTTISH RE GROUP LIMITED
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2012
2. Summary of Significant Accounting Policies (comued)
assumptions used by management.
Our most significant assumptions are for:

* investment valuations;

e accounting for derivative instruments;

» assessment of risk transfer for structured inswamd reinsurance contracts;

e estimates of premiums;

» valuation of the present value of in-force business

» establishment of reserves for future policy besgfit

» amortization of deferred acquisition costs;

* retrocession arrangements and amounts recoverabteréinsurers;

* interest-sensitive contract liabilities; and

* income taxes, deferred taxes, and the determinafiassociated valuation allowances.

We periodically review and revise these estimaesgppropriate. Any adjustments made to thesm&ss are
reflected in the period in which the estimatesrakgsed.

Reclassifications - Certain prior period amountsour consolidated financial statements and accogipgn
notes have been reclassified to conform to theeatipresentation.

Assessment of Risk Transfer

For both assumed and ceded reinsurance, risk éraresfuirements must be met in order to obtainsteamce
status for accounting purposes, principally resglin the recognition of cash flows under the cacttas premiums
and expenses. To meet risk transfer requiremantsinsurance contract must include insurance cisksisting of
both underwriting and timing risk, and a reasongtesibility of a significant loss for the assumiegtity. To
assess risk transfer for certain contracts, we rgpedevelop expected discounted cash flow analysgecontract
inception to determine if the contract provideseimmhification against loss or liability relating itessurance risk, in
accordance with applicable accounting standard® r&View all contractual features, particularlyshdhat may
limit the amount of insurance risk to which we aubject or features that delay the timely reimbuneset of claims.
If we determine that risk transfer requirementsaonontract are not met, a contract is accountedusonrg the
deposit method.

Revenue Recognition

Net earned premiums are recorded net of amoumtscested and are matched with their respective keraafd
expenses so as to result in the recognition ofitsroter the life of the contracts. The followiisga summary of our
revenue recognition policies:

(@ Reinsurance premiums from traditional life policiesmd annuity policies with life
contingencies generally are recognized as premiwhen due from policyholders and are
reported net of amounts retroceded.

(i) Reinsurance assumed for interest-sensitive andsiment type products is accounted for
under the deposit method and does not generatayresm For this business, we recognize as
fees and other income the investment income onadwets that we receive from ceding
companies, net of policy charges for the cost afuiance, policy administration, and
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2. Summary of Significant Accounting Policies (comued)

surrenders that have been assessed against potioyrda balances during the period. Fee
income is recorded on an accrual basis.

(iii) Net investment income includes interest and dividémcome and is net of investment
management and custody fees.

Investments

Our securities are classified as “trading”, and caery our investments at fair value, as descrilmetlote 5,
“Fair Value Measurements”. As a result, unrealigdns and losses on investments are included riminggs.
Realized gains and losses arising from the saileveStments are determined on a specific identibcamethod and
investment transactions are recorded on the tratée dnterest income is recorded on the accrugsbbased on the
securities’ stated coupon rates, as a componenginvestment income. Cash flows for investmeadactions
are classified as Investing Activities in the acpamying Consolidated Statements of Cash Flows, thamgh our
investments are classified as trading securitiesabse the investment transactions are not paouofrimary
Operating Activities.

Cash and cash equivalents include cash and shortitwestments with an original maturity, when phased,
of three months or less. Cash and cash equivaeatsecorded at amortized cost, which approxinfaiesalue.

Other investments as of December 31, 2011 repredguiicy loans, which are carried at the outstagdiban
balances, which is deemed to approximate fair vadunel, as of December 31, 2012, also included tmersts
accounted for under the equity method, for whiah idsulting carrying value is deemed to approxinfaitevalue.
Because the inputs for the values are unobservhbth, policy loans and the investments accountediialer the
equity method are classified as Level 3 fair valugasurements, as that term is explained in Not&&iy Value
Measurements

Funds withheld at interest are funds held by cedomgpanies under modified coinsurance agreemereselvi
the assets supporting the statutory reserves afati;mg companies are retained by the ceding coiepamowever,
the assets are managed for our account, and wiwedbe interest income earned on the funds. Thdd withheld
at interest are equal to the net statutory reskme balances retained by the ceding company, la@cmounts in
the funding accounts are adjusted quarterly to letpgaceding companies’ net statutory reserve lzalian In the
event of an insolvency of a ceding company, we dianhke a claim on the assets supporting the cdniabdities.
Interest accrues on these assets at rates defindtktireaty terms. The underlying agreementscansidered to
include embedded derivative liabilities, as furtliéscussed in this Note undeDérivatives”. We included the
change in funds withheld at interest as well asdh&nge in the fair value of embedded derivatiadilities in
Operating Activities in the accompanying ConsokdhStatements of Cash Flows. In addition to oudifiem
coinsurance agreements, we have entered into war@asurance treaties that, although considenedsfwithheld,
do not transfer significant insurance risk andareounted for using the deposit method.

Deferred Acquisition Costs

Prior to January 1, 2012, the costs of acquiring basiness, which varied with and primarily wertated to
the production of new business, were deferred ¢oetktent that such costs were deemed recoverabie ffiture
gross profits. Such deferred acquisition costsACD) included commissions and allowances as weltagain
costs of policy issuance and underwriting.

Effective January 1, 2012, we adopted the provssiohFASB issued Accounting Standards Update (“ASU”
No. 2010-26, Financial Services - Insurance (Tdd) — Accounting for Costs Associated with Acqugrior
Renewing Insurance Contracts (“ASU No. 2010-26"hich indicated that only those costs which resirealy
from and are essential to the successful acquisibionew or renewal insurance contracts may betala®d.
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2. Summary of Significant Accounting Policies (comued)

Because we no longer acquire or assume new bugsinbis pursuing a run-off strategy of our remagiusiness,
we ceased capitalizing DAC effective January 1,20The provisions of ASU No. 2010-26 did not aff&AC
previously capitalized, and we will continue to atime DAC as described below.

DAC primarily is related to long-duration traditianlife insurance contracts that we reinsured antiding
amortized in proportion to the ratio of individyadriod premium revenues to total anticipated premiavenues
over the lives of the policies. Such anticipateghsium revenues are estimated using the same asnmpsed for
computing reserves for future policy benefits.

The remaining DAC that is related to interest-séresilife and investment-type policies that we seired is
being deferred and amortized over the lives ofpiblécies in relation to the present value of estedagross profits
from mortality and investment income, less interagdited and expense margins, without provisianafdverse
deviation. Every quarter, we update the estimapexss profits with the actual gross profits for leddock of
business, and, annually, we review the future edtch gross profit for each block of business teemgine the
recoverability of DAC balances based on future etai®ns. When newly-estimated gross profits cleafigm
previously-estimated gross profits, which couldutesrom changes in the future estimates for mdastal
persistency, maintenance expense, and interestuthelative DAC amortization is recalculated angusitd by a
cumulative charge or credit to current operations.

Any significant modifications or exchanges of cacts that are considered to constitute a subskaatidract
change are accounted for as an extinguishmenteofdaplaced contract, resulting in a release of amgmortized
DAC. Additionally, any unearned revenue or deférsales inducements associated with the replacattacd
would also be released. In instances when busiedssminated due to recapture or novation, tieted DAC is
fully recovered against current operations. Wefquer periodic tests to determine that the DAC remai
recoverable, and, if financial performance wersigmificantly deteriorate to the point where a piemdeficiency
existed, the DAC amortization would be re-estimated adjusted by a charge to current operations.

Amounts Recoverable from Reinsurers

In the ordinary course of business, our reinsurautesidiaries cede reinsured liabilities to othensurance
companies, which transactions are referred to #scessions. These agreements minimize our nstdotential
arising from large risks. In the normal course abibess, we seek to limit our exposure to losseargnsingle
insured life. Our initial retention limit was sat $0.5 million per life, but, for certain block$ business, our
retention limit can be up to $3.0 million per lifeCeded reinsurance contracts, however, do navelus of our
obligation to the direct writing companies. Thestcof reinsurance related to long duration congréstrecognized
over the terms of the reinsured policies on a bemsistent with the accounting for those polices;ept that the
cost of reinsurance related to 100% retrocessigasuted with the intent to exit a block of businessecognized
immediately.

Amounts recoverable from reinsurers includes thiarz®s due from reinsurance companies for clainags an
policy benefits that will be recovered from reirsug; based on contracts in-force, and are presewedf any
reserve for uncollectible reinsurance that has legermined based upon a review of the financiatltmn of the
reinsurers and other factors. The method for detgng the reinsurance recoverable involves actlastimates as
well as a determination of our ability to cede miaiand policy benefits under our existing reinsaeacontracts.
The reserve for uncollectible reinsurance is basedan estimate of the amount of the reinsurancevezable
balance that we ultimately will be unable to reaosee to reinsurer insolvency, a contractual dispat any other
reason. As of December 31, 2012, we had no redervencollectible reinsurance; as of DecemberZ111, we
had a reserve for uncollectible reinsurance of $3lon.
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2. Summary of Significant Accounting Policies (comued)
Present Value of In-force Business

The present value of in-force business is estadisipon the acquisition of a book of business aradiortized
over the expected life of the business, as detemunat acquisition. The amortization each yearfisnation of the
ratio of annual gross profits (or annual revenuesjotal anticipated gross profits (or total argated revenues)
expected over the life of the business, discouateithe assumed net credit rate (4.9% for 2012, 28dd 2010).
The carrying value of the present value of in-folmgsiness is reviewed at least annually for indicatof
impairment in value.

Other Assets

Other assets consisted of the following:

December 31, December 31,
(U.S. dollars in thousands) 2012 2011
Unamortized collateral finance facility and delstuance costs $ 5,247 $ 6,065
Prepaid eXPENSES ......ooviiiii it 2,170 1,922
Fixed assets .........ccccevvvvvvvnnnnnnn. 379 542
Current income tax receivable ..............cemeeeeeeeeeiiieeiiinnn, - 236
(@ 11 1= PO 115 6
L1 RO $ 7911  $ 8,771

During 2012, 2011, and 2010, we amortized collatinance facility and debt issuance costs of $fibion,
$1.1 million, and $2.3 million, respectively. 1021, we wrote off unamortized debt issuance casg@® million
related to the repurchase and subsequent canoeli@tithe Orkney Notes, which was part of the Oykh&nwind
Transaction. Both the Orkney Notes and the OrknEywind Transaction are defined and explainedurther
detail in Note 9, “Collateral Finance Facilitiesda®ecuritization StructureOrkney | Unwind Transactidn

Reserves for Future Policy Benefits

FASB ASC Topic 944, Financial Services — InsurafitéASB ASC 944"), applies to the traditional life
policies with continuing premiums that we have seired. For these policies, reserves for futurecpdlenefits are
computed based upon expected mortality rates, lagtes, investment yields, expenses, and othemgdsns
established at policy issue, including a margin ddwverse deviation. Once these assumptions wede,nthey
generally will not be changed over the life of adicies. We periodically review actual historieadperience and
future projections compared to the original assuongtused to establish reserves for future polmydfits, and we
determine whether actual experience and futureeptions indicate that existing policy reservesgtbgr with the
present value of future gross premiums, are sefiicto cover the present value of future benefigstiement and
maintenance costs, and to recover unamortized D#Aftfze present value of in-force business. Sigaifi changes
in experience or assumptions may require us toigedor expected losses by establishing additioréireserves.

During 2012, SRUS performed a review and updatthefmodels utilized in its insurance liability vation
system. The changes to the SRUS models inclugedrdation of new models and the greater utilizatibseriatim
in-force data for certain portions of the SRUS hass. These changes constituted improvementseirsRUS
models based on new inputs and enhancements t@umphe insurance liability valuation process, alid not
modify any of the actuarial assumptions. Accortinghese changes have been accounted for as chamge
accounting estimates. The foregoing model chamgdsced SRUS’s net GAAP liability, which represetite
reserves for future policy benefits less the DA€ S®RUS's business, and resulted in a $12.6 miltiositive pre-
tax effect for the year ended December 31, 202Baraccompanying Consolidated Statements of Opesati
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During 2011, SRLC performed a review and updatéhefmodels utilized in its insurance liability vation
system. The changes to the SRLC models includedgpldating of in-force populations, the modificatiof certain
existing models, and the creation of new modelséstain portions of SRLC'’s business. These changestituted
improvements in the SRLC models based on new irdtiom or inputs, and enhancements to improve thgrance
liability valuation process, and did not modify aofythe actuarial assumptions. Accordingly, thekanges have
been accounted for as changes in accounting esmdthe foregoing model changes reduced SRLC'SA&P
liability, which represents the reserves for futpaicy benefits less the present value of in-fobessiness for
SRLC's business, and resulted in a $19.1 milliositpce pre-tax effect for the year ended Decemtder2®11 in the
accompanying Consolidated Statements of Operations.

On certain lines of business, reserves for futwlkcy benefits include an estimate of amounts pheydibr
claims incurred but not reported (“IBNR”). ThosBNR estimates are determined using some or allhef t
following: studies of actual claim lag experienbest estimates of expected incurred claims in @ogeactual
reported claims, and best estimates of IBNR ageepéage of current in-force.

Because of the many assumptions and estimatesiusstiblishing reserves for future policy beneditsl the
long-term nature of the reinsurance contractsyéiserving process, while based on actuarial scjeadgeherently
uncertain.

Interest-sensitive Contract Liabilities

FASB ASC 944 also applies to investment contrakitsited premium contracts, and universal life-type
contracts. The liabilities for interest-sensita@ntract liabilities are equal to the accumulatecbant values of the
policies or contracts as of the valuation date.nddi¢ liabilities for fixed annuities during the @amulation period
equal their account values; after annuitizatioaytbqual the discounted present value of expeatedef payments.

Should the liabilities for future policy benefitdup the present value of expected future gross ipiras be
insufficient to provide for the expected future bBts and expenses, any unamortized DAC will betemi off, and,
thereafter, if required, a premium deficiency resawill be established by a current period chaogedrnings.

Derivatives

All derivative instruments are recognized eitheassets or liabilities in the Consolidated BalaBbeets at fair
value, as required by FASB ASC Topic 815, Derivediand Hedging (“FASB ASC 815"). The changes enftir
value of the Interest Rate Swap (as defined in Ndie“Debt Obligations and Other Funding Arrangetsen
Stingray Investor Trust and Stingray Pass-Throughs®) were included in net realized and unrealizedngai
(losses) in the Consolidated Statements of Opematintil it was settled in 2010.

Our embedded derivative liabilities are associatétth funds withheld at interest, which arise on rified
coinsurance agreements. FASB ASC Section 815-19%5ivatives and Hedging — Embedded Derivatives —
Implementation Guidelines and lllustrations (“FASESC 815-15-55"), indicates that these transactiomstain
embedded derivatives. The embedded derivativienidas to a fixed-rate total return swap on theeassield by the
ceding companies. The change in the fair valuenabedded derivative liabilities is reported in ®ensolidated
Statements of Operations under the caption “Changalue of embedded derivative assets and liadslit
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Accounts Payable and Other Liabilities

Accounts payable and other liabilities consistetheffollowing:

December 31, December 31,

(U.S. dollars in thousands) 2012 2011
ACCOUNES PAYADIE .....ocvviiviiieiiete e $ 10,794 $ an
Deferred financial guarantor fees..........ceeeeeeniiiinininnnee 15,377 11,104
Uncertain income tax liabilities.............ccccccnn. 3,876 9,054
Deferred interest on long-term debt ........comeeeeeerieeeeeennn. 346 17,431
Collateral finance facility accrued interest wuueee...cooveeeeeennn. 21,306 15,934
Current income taxes payable ............co e, 218 159
TOMBl oo oo oo $ 51017 3 64,426

Income Taxes

Income taxes are recorded in accordance with FASE Aopic 740, Income Taxes (“FASB ASC 740"). For
all years presented, we use the asset and liabi@thod to record deferred income taxes. Accolgjndeferred
income tax assets and liabilities reflect the met éffect, using enacted tax rates, of the tempodé#ferences
between the carrying amounts of assets and liailifor financial reporting purposes and the cqwoesing
amounts used for income tax purposes. Such tempditierences are primarily due to the tax badiseserves,
DAC, unrealized investment losses, capital lossyefmrwards, and net operating loss carry-forwardsyaluation
allowance is applied to deferred tax assets & imore likely than not that all, or some portiohthe benefits related
to the deferred tax assets will not be realized.

For the reserve for uncertain tax positions, wesgnibe a recognition threshold and measuremeiripatitsn for
the financial statement recognition and measuremattax position taken or expected to be takea iax return.
For benefits to be recognized, we have concludatidhitax position is more likely than not to betained upon
examination by taxing authorities.

3. Recent Accounting Pronouncements

In May 2011, the FASB issued ASU No. 2011-04, Rétue Measurement (Topic 820) — Amendments to
Achieve Common Fair Value Measurement and DiscfRequirements in U.S. GAAP and IFRSs (“ASU No.
2011-04"). The objective of ASU No. 2011-04 waglvelop common requirements for measuring faine/and
for disclosing information about fair value measueats in accordance with U.S. GAAP and Internafiézancial
Reporting Standards (“IFRS”). The changes sehftist ASU No. 2011-04 prohibited the applicationbdbck
discounts for all fair value measurement, regasdigshierarchy level, and specified that the “véilua premise”
and “highest and best use” concepts (as definaditijevere not relevant to financial instrumeniéew disclosures
required within ASU No. 2011-04 focused on Levelnfasurements, which disclosures include quantiativ
information about significant unobservable inputed for all Level 3 measurements, a qualitativewision about
the sensitivity of recurring Level 3 measuremerdschanges in the unobservable inputs disclosed, thad
interrelationship between inputs and a descriptibthe valuation processes. Also required to Iseldsed were
any transfers between Level 1 and Level 2 withim fdir value hierarchy, and the hierarchy clasatfan for any
items whose fair value was not recorded on thenoalaheet but was disclosed in the notes. ASIRBb1-04 was
to be applied prospectively, effective during inteand annual periods beginning after December203,1 for
public companies; however, for non-public entitiise effective date was for annual periods beguprafter
December 15, 2011, and for interim and annual pgertbereafter. We adopted the provisions of ASU 204.1-04
during 2012; however, the adoption had no effectrenCompany’s consolidated financial position aesults of
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3. Recent Accounting Pronouncements (continued)
operations.
4, Investments

The estimated fair values of our fixed-maturity estments and preferred stock held as trading sessuat
December 31, 2012 and 2011 were as follows:

December 31, December 31,

(U.S. dollars in thousands) 2012 2011
U.S. Treasury securities and U.S. government agency

OblIgAtiONS ......veiiiicciic e $ 36,330 $ 33,904
Corporate SECUNTIES. ... .uuuueeeeeeiiieiie i 751,797 946,694
Municipal bonds..........c.coovi i 41,714 51,915
Mortgage and asset-backed securities.......cccccum...... 903,383 935,176
Fixed-maturity investments............uuvvvvccccccveeiecennnnnns 1,733,224 1,967,689
Preferred StOCK ........occoveiiiiiie 2,387 58,529
TOMA ..ot $ 1,735611  § 2,026,218

The contractual maturities of the fixed-maturityestments and preferred stock held as trading giesuat
December 31, 2012 and 2011 were as follows (actadlrities may differ as a result of calls and jpsepents):

Estimated Fair Value Estimated Fair Value
December 31, December 31,
(U.S. dollars in thousands) 2012 2011
Due in one year Or I8SS ......ococciiiviiiiceeeee e $ 121,390 $ 176,075
Due after one year through five years...................... 403,789 529,659
Due after five years through ten years...................... 220,866 272,512
DUE after teN YEAIS ........ceeueeeeeeeeers e 86,183 112,796
832,228 1,091,042

Mortgage and asset-backed securities......ccceemmee.... 903,383 935,176
TOMAL oot $ 1,735,611 $ 2,026,218
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4. Investments (continued)

The components of realized and unrealized gairss€k) and of the change in net unrealized appi@tiat
(depreciation) on investments and other balanceth®years ended December 31, 2012, 2011, and ®84#® as

follows:
Year Ended Year Ended Year Ended
December 31, December 31, December 31,
(U.S. dollars in thousands) 2012 2011 2010
Realized and unrealized gains (losses)
Fixed-maturity investments
Gross realized gains..........ccoceeveeevvmmmnnn. $ 67,667 $ 24,114 $ 72,157
Gross realized 10SS€S......cocevvvvieiiiiineennn. (12,450) (23,106) (39,523)
Net unrealized gains (I0SS€S) .........ccccc... 80,139 (8,356) 184,899
135,356 (7,348) 217,533
Preferred stock
Gross realized gains..........ccccuvvvviiiicenne. 705 759 3,129
Gross realized 10SS€S......cocevvvviiiiiiineennn. (6) (20) (2,540)
Net unrealized gains (I0SSeS) ................... 253 (1,883) 3,868
952 (1,134) 4,457
Other
Change in value of Interest Rate Swap.... 23,3
Interest Rate Swap interest income........... ,906
Other ..o e 2,704 4,069 21
2,704 4,069 20,256
Net realized and unrealized gains (losses) $ 139,012  $ (4413) % 242,246

The portion of net unrealized gains and lossesriated to trading securities still held at thparing date
was $80.4 million of net unrealized gains as of @sber 31, 2012 and $10.2 million of net unrealilesdes as of

December 31, 2011.

Net investment income for the years ended Dece®ibe?012, 2011, and 2010 was derived from the Votig

sources:
Year Ended Year Ended Year Ended
December 31, December 31, December 31,
(U.S. dollars in thousands) 2012 2011 2010
Fixed-maturity investments ........................ $ 89,566 $ 107,336 $ 134,802
Preferred StoCK.........ocuveeviiiiviiiiiiiieeeeeeees 431 3,519 4,284
Funds withheld at interest...............c.uc..... 21,741 27,431 32,132
Other iNVestmMents........ccoeeveveeiiveeeiemmmn. 845 1,610 3,474
INVEStMENt EXPENSES ... (3,173) (3,673) (4,238)
Net investment iNCOME ......ovoveeveveeeeeeeeeeen. $ 109,410 $ 136,223 $ 170,454

We are required to maintain assets on deposit vatious U.S. regulatory authorities, in accordawith the

statutory regulations of the individual jurisdiai®y to support our insurance and reinsurance apesat We also

have established trust funds in connection withageitransactions for the benefit of the transactiounterparties,

which amounts include controlled assets withinatellal finance facilities that we may also consulid The assets
within collateral finance facilities were held fitre contractual obligations of those structuresvaeck not available
for general corporate purposes. (Please refeiote B, “Collateral Finance Facilities and Secuaitian Structures”

for additional information.)
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The estimated fair value of the components of #stricted assets at December 31, 2012 and 2011 agere
follows:

December 31, December 31,
(U.S. dollars in thousands) 2012 2011
Deposits with U.S. regulatory authorities.............. $ 4,563 $ 17,767
TrUSE FUNAS ..o 1,297,782 1,424,196
TOAl v $ 1302345 $ 1441963

“Trust funds” in the above table reflects the fa#ue of assets held by ceding companies under fiaddi
coinsurance arrangements and the fair value oftsasse held in segregated portfolios under coinstgan
arrangements. Such assets are considered rabtiicteccordance with the respective treaties. aseets that
comprise the “Trust funds” are included in fixedtor#ty investments held as trading securities, gnrefd stock held
as trading securities, cash and cash equivalemisfunds withheld at interest in the ConsolidatedaBce Sheets.

5. Fair Value Measurements

FASB ASC 820 defines fair value, establishes a &aork for measuring fair value based on an exitepri
definition, establishes a fair value hierarchy loase the quality of inputs used to measure faiu@ahnd enhances
disclosure requirements for fair value measurememtge hierarchy gives the highest priority to yoated quoted
prices in active markets for identical assets abilities (Level 1 measurements) and the lowesbrityi to
unobservable inputs (Level 3 measurements). Titee tlevels of the fair value hierarchy under FASBCGA820 are
described below:

Level 1 — Quoted prices for identical instrumemtaictive markets.

Level 2 — Quoted prices for similar instrumentsactive markets; quoted prices for identical or &Emi
instruments in markets that are not active; and ehddrived valuations in which all significant irfpuand
significant value drivers are observable in actharkets.

Level 3 — Model-derived valuations in which onemore significant inputs or significant value driseare
unobservable.

As required by FASB ASC 820, when the inputs usechéasure fair value fall within different level§the
hierarchy, the level within which the fair value aserement is categorized is based on the lowest ilgput that is
significant to the fair value measurement in itérety. Thus, a Level 3 fair value measurement inajude inputs
that are observable (Level 1 and 2) and unobsex\élelvel 3).

Level 1 primarily consists of financial instrumemthose value is based on quoted market prices, asiplublic
equities and actively-traded mutual fund investraent

Level 2 includes those financial instruments that taaded in markets without quoted prices or @leaed by
independent pricing services or valued using modelsther valuation methodologies. These modelspamarily
industry-standard models that consider varioustgmuch as interest rate, credit spread, andgiomichange rates
for the underlying financial instruments. All sifjpant inputs are observable or derived from obaele
information in the marketplace or are supportedobgervable levels at which transactions are exdcintethe
marketplace. Financial instruments in this catggmimarily include: certain public and private porate fixed-
maturity securities; government or agency secutitad certain mortgage and asset-backed securities
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Level 3 is comprised of financial instruments whéeie value is estimated based on non-binding brgkizes
or internally-developed models or methodologied tht#ize significant inputs not based on or cowcted by
readily-available market information. This categprimarily consists of certain less liquid fixedatarity securities
where we cannot corroborate the significant vatutinputs with market observable data. Additionathe
Company’s embedded derivative liabilities were siféesd as Level 3.

At each reporting period, we classify all assets lbilities in their entirety based on the lowkstel of input
that is significant to the fair value measureme@ur assessment of the significance of a partidafaut to the fair
value measurement requires judgment and considetar$ specific to the asset or liability.

The fair values for the majority of our fixed-maturinvestments were classified as Level 2. THasevalues
were obtained primarily from independent pricingvezes which utilize Level 2 inputs. The pricingrégees also
utilize proprietary pricing models to produce estigs of fair value, primarily utilizing Level 2 iots along with
certain Level 3 inputs. The proprietary pricing dats include matrix pricing where expected cashvslavere
discounted utilizing market interest rates obtaifredh third-party sources, based on the creditiuahd duration
of the instrument.

For securities that may not be reliably priced gsimernally-developed pricing models, broker qgoteere
obtained. These broker quotes represent an agé,dyut the assumptions used to establish the/&ire may not
be observable, and, as a result, the fair values alassified as Level 3.

The fair value of the embedded derivative liatgktis determined based on the embedded derivaireained
in the modified coinsurance agreements. We haveapgof fixed rate total return swaps, whose falues are
based on the fair values of the applicable assststhe fair values of the related liabilities. eThir values of the
underlying assets generally are based upon obdenaadn unobservable market data using valuatiorhaokst
similar to those used for assets held directly &y The fair values of the liabilities are deteredrby using market-
observable swap rates applied to the estimatedefatash flows of the underlying agreements, assddrirom best
estimate actuarial models. The significant assionptused in the projected cash flows are lapss i@td mortality
rates. The lapse rate represents the probalililyg policyholder will surrender a policy during@ar. The lapse
rate is based on experience studies on the undgrgreements and the structure of the busineks. b@ise lapse
rate has historically ranged from 4% to 15%, tHea®n of which could significantly affect the faialues of the
liabilities. Some agreements may also experiensleogk lapse. A shock lapse is generally assatiaith a time
period during which no penalty for withdrawal ispéipable. A shock lapse has historically rangeahfr20% to
50%, the selection of which could significantlyeft the fair values of the liabilities. The moitiatate is based on
the “Annuity 2000 Mortality Table” developed by tis®ciety of Actuaries. These assumptions reghieeuse of
judgment, which is why the resulting fair valuestod embedded derivative liabilities are classifisd_evel 3.
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The following tables set forth our assets and lités that were measured at fair value on a réegrbasis, as
of the date indicated:

December 31, 2012

(U.S. dollars in millions) Level 1 Level 2 Level 3 Total
INVESTMENTS ...oeeiiiii e
Government SECUNLIES ........ccoeeevvevver e e e e P - $ 363 $ - $ 36.3
Corporate SECUNtIES.........ooeiiiiiiiiieeeeeee e - 677.6 74.2 751.8
Municipal bonds............uuiiiiiiiiiiiiiieeeee, - 36.3 5.4 41.7
Mortgage and asset-backed securities .............. - 583.3 320.1 903.4
Fixed-maturity investments.............ccuvceeeeeeeeenn. - 1,333.5 399.7 1,733.2
Preferred StOCK .......c..ooceeeee e - 2.4 - 2.4
Total assets at fair ValUe ................ecoeeeeeeeeerenernr D - $ 13359 $ 399.7 $ 1,735.6
Embedded derivative liabilities ..............ocoevnev.... - - (26.3) (26.3)
Total liabilities at fair value...............ccoeeevevevrernnnn, $ - $ - $ (263) $ (26.3)

December 31, 2011

(U.S. dollars in millions) Level 1 Level 2 Level 3 Total
INVESIMENES ....oeieiie e
Government SECUNLIES ......ccceeeevvevves e eeeeeee P - $ 339 % - $ 33.9
Corporate SECUNLIES.........ccoeeeeeeeris e e e eeeee e - 862.2 84.5 946.7
Municipal bonds............euviiiiiiiiiiiiiieeecee - 46.4 5.5 51.9
Mortgage and asset-backed securities .............. - 599.4 335.8 935.2
Fixed-maturity investments...........cccccvvceveeeeeennn. - 1,541.9 425.8 1,967.7
Preferred StOCK ........coveoe e - 8.5 50.0 58.5
Total assets at fair ValUe ..............v.ocoeeeeeeeeeereneenrs D - $ 1,550.4 $ 4758 $ 2,026.2
Embedded derivative liabilities .............cocouveev.... - - (33.8) (33.8)
Total liabilities at fair value.............ccoccevvevvvvevnnnnnnn. $ - $ - $ (33.8) $ (33.8)
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5. Fair Value Measurements (continued)

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

The following tables present additional informat@mmout our assets and liabilities measured atvidire on a
recurring basis for which we have utilized sigrafit unobservable (Level 3) inputs to determineviaiues:

Fair Value Measurements Using Significant Unobservae Inputs (Level 3) for the year ended December 32012

Mortgage
and asset- Total
(U.S. dollars in Corporate Municipal backed Preferred Total assets liabilities at
millions) securities bonds securities stock at fair value fair value
Beginning balance at
January 1, 2012..... $ 845 $ 5.5 $ 3358 $ 50.0 $ 4758 $ (33.8)
Total realized and
unrealized gains
(losses) included
in netincome........ 1.2 - 99.0 - 100.2 7.5
Purchases.............. 0.1 - 88.5 - 88.6
Settlements............ (21.2) (0.2) (200.5) (50.0) (271.8) -
Transfers in and/or
out of Level 3,
(1= U 9.6 - (2.7) - 6.9 -
Ending balance at
December 31, 2012 $ 742 3% 54 $ 3201 $ - $ 3997 $ (26.3)
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5. Fair Value Measurements (continued)

Fair Value Measurements Using Significant Unobservae Inputs (Level 3) for the year ended December 32011

Mortgage
and asset- Total
(U.S. dollars in Corporate Municipal backed Preferred Total assets liabilities at
millions) securities bonds securities stock at fair value fair value
Beginning balance at
January 1, 2011..... $ 1285 $ - $ 5302 $ 56.0 $ 7147 % (32.5)
Total realized and
unrealized gains
(losses) included
in netloss............ (2.3) 1.3 (19.2) (1.0) (21.2) (1.3)
Purchases.............. 19.6 - 7.6 - 27.2 -
Settlements............ (46.6) (0.2) (136.6) (5.0) (188.4) -

Transfers in and/or
out of Level 3,
NEL..eoeieeeeeeeeeeenns (14.7) 44 (46.2) - (56.5) -

Ending balance at
December 31, 2011 $ 845 % 55 % 3358 $ 500 $ 4758 $ (33.8)

Changes in classifications impacting Level 3 finahmstruments were reported in the above taldesamsfers
in (out) of the Level 3 category at the end of eqahrterly period in which the transfers occurrd@the portion of
net unrealized gains and losses that related telL&vrading securities still held at the reportohgte was $49.1
million of net unrealized gains for the year endtember 31, 2012 and $29.7 million of net unrealilosses for
the year ended December 31, 2011.

The following table summarizes the fair values ffillions), the valuation techniques, and the sigaift
unobservable inputs of the Level 3 fair value measients as of December 31, 2012 for which we haen lable
to obtain quantitative information about the sigiaht unobservable inputs used in those fair valeasurements:

Significant
Assets Valuation Unobservable
(U.S. dollars in millions) Fair Value Technique Inputs Input Ranges
Discounted Cash Liquidity/duration
Corporate securities.............. $ 25.5 Flow adjustment* 0.7%-9.0%
Mortgage and asset-backed Discounted Cash Liquidity/duration
SECUIMLIES ..covvvvveeeee e, $ 74.0 Flow adjustment* 2.1%-3.5%

* The liquidity/duration adjustment input represergn estimated market participant composite intespsead that would be
applied to the risk-free rate to discount the eatid projected cash flows for individual securitiaad such liquidity/duration
adjustment would reflect adjustments attributabléiquidity premiums, expected durations, creditstures, credit quality, etc.,
as applicable.

We have excluded from the table above Level 3alue measurements obtained from independent - plairty
pricing sources, including prices obtained fromkers, for which we do not develop the significamuts used to
measure the fair values and information regardhmg gignificant inputs is not readily available te fuiom the
independent, third-party pricing sources or brokers

22



SCOTTISH RE GROUP LIMITED
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2012
6. Fair Value of Financial Instruments

As discussed above, the fair values of financialetss and liabilities are estimated in accordandh tie
framework established under FASB ASC 820. The ouilogy for determining the fair value of financial
instruments, in addition to those disclosed in NatéSummary of Significant Accounting Policiesnvestments
and Note 5, “Fair Value Measurements” are as fatow

® As noted above, the funds withheld at interesteayeal to the net statutory reserve fund balances

retained by the ceding company, and the secuiitighe funding accounts consist of fixed-maturityéstments
held by the ceding companies. The funding accoargsadjusted quarterly to equal the ceding conasamet
statutory reserve balances. The methodologiesaasdmptions used to determine the fair valuesefittderlying
securities generally were consistent with the ¥alue methodologies and assumptions we used t@ \mlu fixed-
maturity investments carried at fair value, whicleluded a combination of both Level 2 and LevelaB falue
measurements. As a result, the funds withheldtatest are classified as a combination of botreL2&wand Level 3
in the fair value hierarchy. Changes in the fadues of the fixed-maturity investments held by ttezling
companies were a component in the calculationetthbedded derivative liabilities, at fair value.

(i) Fair values for collateral finance facilities wedletermined with reference to underlying business
models and observable market inputs, including idenations of negotiated repurchases, and weresifits as
Level 3.

(iii) The fair values of interest-sensitive contractilibs, which liabilities exclude significant maiity
risk and were accounted for under the deposit ntethvere based on the cash surrender values ofabiities,
which were deemed to approximate fair value. Therest-sensitive contract liabilities were classifas Level 3.

(iv) Fair values for long-term debt, at par were deteediwith reference to observable prices of similar
securities, and were classified as Level 2.

December 31, 2012 December 31, 2011
Carrying Estimated Fair Carrying Estimated Fair
(U.S. dollars in thousands) Value Value Value Value
Assets
Fixed-maturity
investmentsS..........ccoceevvvevvnns $ 1,733,224 $ 1,733,224 $ 1,967,689 $ 1,967,689
Preferred stock..........cccceeeenee. 2,387 2,387 58,529 58,529
Other investments..................... 19,067 19,067 14,877 14,877
Funds withheld at interest........ 482,985 482,985 549,333 549,333
Liabilities
Interest-sensitive contract
liabilities .....coceeeeeeiiieiiiiins $ 1,104,413 $ 1,102,704 $ 1,301,511 $ 1,291,720
Collateral finance facilities ...... 450,000 114,638 450,000 40,451
Embedded derivative
liabilities ......vveeeieiiieeiiieiiiis 26,290 26,290 33,758 33,758
Long-term debt, at par
Value .....oovvvviiiieiieieeeeeieeeiii, 129,500 69,370 129,500 72,071
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7. Deferred Acquisition Costs

The components of DAC activity for the years enBedember 31, 2012 and 2011 were as follows:

Year Ended Year Ended
December 31, December 31,
(U.S. dollars in thousands) 2012 2011

Balance at beginning of year $ 1734 $ 269,352

DAC amortization EXPENSE........ccoeeiiee i cceeeeere sttt e e e e e e e aaeaee s (ofs¢] (12,090)
DAC UNIOCKING ..ottt e s e e e e s e s e e e e e e e aaaaeaeas 2,193 -
Cumulative correction of error in DAC amortization...............ece...... (5,300) -
DAC recovered due tO reCapturesS...........cccmmmmeeeeeeeeeeennvnnnnnnneeeeeeeees - (43]0]
Orkney | Unwind TranSaction™ ..............coeeeeeeeeeeeeeeeeeeeeeeeseneeeeenn. - (83,204)
Balance at end Of YEAr ..........oooviiiiiiceeeeee e $ 162,181 $ 173,254

* Please refer tdNote 9, “Collateral Finance Facilities and Secuziition Structures Orkney | Unwind Transaction” for
information regarding the Orkney | Unwind Transacti

The cumulative correction of an error in ttedculation of DAC amortization during 2012, a®wh in the
above table, was associated with certain coinserdaneaties covering investment-type policies tha mave
reinsured. The effect of the error was not sigaifit in any prior year.

8. Present Value of In-force Business

The components of the activity associated with phesent value of in-force business for the yeaidedn
December 31, 2012 and 2011 were as follows:

Year Ended Year Ended
December 31, December 31,
(U.S. dollars in thousands) 2012 2011

Balance at beginning of year $ Qz7 $ 31,941
INtEreSt ACCIURT ... ..uiiiiiiiiiiiiiie e e 1,324 1,565
AMOTiZALION EXPENSE ... eeeeeeee oot (4,350) (6,479)

Balance at €Nd Of YEAT ...........c.oveueee oo eeeeeeeeeeeeeee e $ 24,001 $ 27,027

The amortization of the present value of in-foressihess for the years ended December 31, 2012 @hd 2
included $1.4 million and $3.7 million, respectiyeattributable to ceding company recaptures therevexecuted
during each year.
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8. Present Value of In-force Business (continued)

The gross amount of the present value of in-foraeirtess, the accumulated interest accrued, and the
accumulated amortization at December 31, 2012 aad %ere as follows:

December 31, December 31,
(U.S. dollars in thousands) 2012 2011
Gross amount of original present value of in-faocsiness ................. $ 56,272 $ 56,272
Accumulated interest aCCrued ...........oooiveeecceviieeeeiiiiiiiee e 18,530 17,206
Accumulated amOrtization ...............o.oeeceeereverererereneresenseseeseneeens (50,801) (46,451)
Net amount of present value of in-force busSiNeSS ..........c.cocvcvue... $ 24,001 $ 27,027

Future estimated amortization of the present vafur-force business, net of estimated interesasifollows:

(U.S. dollars in thousands)

Year ending

December 31,
2013 .o $ 1,187
2014 ..o, 1,246
2015 ..., 1,346
2016 ...ciiiiiiiieieeeeeeeeeeees 1,363
2017 oo, 1,283
Thereafter......cocoeeeeeenn.... 17,576
$ 24,001
9. Collateral Finance Facilities and Securitizatia Structures

Orkney Re I

The following table reflects the significant balasdncluded in the accompanying Consolidated Bal&teets
that were attributable to the Orkney Re Il collatdinance facility and securitization structureyiding collateral
support to the Company:

December 31, December 31,

2012 2011
(U.S. dollars in thousands)
Assets
Funds withheld at interest.............. $ 358,856 $ 362,937
Cash and cash equivalents............ 2,253 1,211
All other assets.......coccoveeeeeeeeeeenees 46,226 41,870
TOtal ASSeLS...voeeeeeeeeeeeeeeeee e, $ 407,335 $ 406,018
Liabilities
Reserves for future policy benefits. $ 133,045 $ 132,280
Collateral finance facilities.............. 450,000 450,000
All other liabilities.........ccccoveeeveeeens, 37,762 28,145
Total liabilities.........coeeeeeeeerereenns $ 620,807 $ 610,425
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9. Collateral Finance Facilities and SecuritizatiorStructures (continued)

The assets listed in the foregoing table are sulbjea variety of restrictions on their use, asfeeth in and
governed by the transaction documents for the Qrie Il collateral finance facility and securitiiat structure.
The total investments of the consolidated VIE disel in the accompanying Consolidated Balance Siwmdtide
the following adjustments: (i) deduction of the etssneeded to satisfy future policy benefits, basedurrent
projections (“economic reserves”), and (ii) additiof the market value of consolidated assets hell $egregated
account in excess of Orkney Re II's funds withhetldnterest. The reinsurance liabilities of Orkrgy Il have been
eliminated from the Consolidated Balance Sheets.

On December 21, 2005, Orkney Re II, whose issudhary shares are held by a share trustee andritinees
in trust for charitable purposes, issued, in agigwffering, $450.0 million of debt primarily taternal investors.
The debt consisted of $382.5 million of Series Aldating Rate Guaranteed Notes (the “Series A-E8Ipt $42.5
million of Series A-2 Floating Rate Notes (the ‘{®srA-2 Notes”), and $25.0 million of Series B Riog Rate
Notes (the “Series B Notes”), all due DecemberZI35 (collectively, the “Orkney Re Il Notes”). &ddition to
$5.0 million of the Series B Notes, Orkney Re Haissued to SALIC $30.0 million of Series C FlogtRate Notes
(“Series C Notes”) due December 21, 2036. TheeSeti Notes accrue interest only until the OrkneylIR¢otes
are fully repaid. SRGL owns $0.5 million of OrknBg Il Series D Convertible Notes due Decembe2BB6, and
76,190,000 Preference Shares of Orkney Re Il diGgach in capital. The Orkney Re Il Notes aredison the
Irish Stock Exchange. Proceeds from this privatieriofg were used to fund the Regulation XXX reserve
requirements for a defined block of level premiwemt life insurance policies issued between Jantia®004 and
December 31, 2004, and reinsured by SRUS to Orleeeyi. Proceeds from the Orkney Re Il Notes hasenb
deposited into a series of accounts that colldzershe notes and the reserve obligations of SRUS.

In accordance with FASB ASC 810-10, Orkney Re kasisidered to be a VIE, and we are considerealt h
the primary beneficial interest (as we cede to ®ykRe Il all of the business assumed by OrkneylRdollowing
an analysis whereby it was determined that we wablbrb a majority of the expected losses. As altré3rkney
Re Il is consolidated in our consolidated finansialtements.

Orkney Re Il Event of Default, Acceleration and é&osure

Orkney Re Il has been unable to make scheduledesttpayments on the Series A-1 Notes on all sdbddu
quarterly interest payment dates since May 11, 2009 of December 31, 2012, Assured Guaranty (UKJ. L
(“Assured”) has made guarantee payments in the kativel amount of $12.6 million on the Series A-1ték This
amount of cumulative interest has been accruedshg Accounts Payable and Other Liabilities in @@nsolidated
Balance Sheets. Interest on the Series A-1 Natewlich Assured is making guarantee payments isigay
quarterly at a rate equivalent to three-month LIB@QIRs 0.425% for the Series A-1 Notes. As of DeoenBl,
2012, the interest rate on the Series A-1 Notes Wa4% (compared to 0.87% as of December 31, 20Fby.
further discussion on the Orkney Re Il scheduléerést payments on the Series A-1 Notes, pleaseteNote 18,
“Subsequent EventsOrkney Re Il.

Orkney |

On February 11, 2005, OHL issued and sold, in wapei offering, an aggregate of $850.0 million Serke
Floating Rate Insured Notes due February 11, 2835 ‘{Orkney Notes”). OHL was organized for the itied
purpose of issuing the Orkney Notes and holdingstioek of Orkney Re. SRUS held all of the limitebility
company interest in OHL, and had contributed capideOrkney | in the amount of $268.5 million. ftiaily, in
accordance with FASB ASC 810-10, Orkney | was abersd to be a VIE, and, following an analysis whgrit
was determined that we would absorb a majorityhef éxpected losses, we were considered to holgrthwary
beneficial interest (because all of the businessraed by Orkney Re had been ceded by us). Aali,r€skney |
was consolidated in our consolidated financialestents through December 31, 2010. Following thknéy |
Unwind Transaction (see below), Orkney | was digsglprior to December 31, 2011.
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9. Collateral Finance Facilities and SecuritizatiorStructures (continued)
Orkney | Unwind Transaction

On April 15, 2011, we entered into agreements twind the Orkney | transaction and to recapture from
Orkney Re and immediately cede to Hannover LifesReemnce Company of America (“Hannover Life Re'® th
defined block of level premium term life insurar@licies issued by direct ceding companies betwkamary 1,
2000 and December 31, 2003 (such defined block;@nkney Block”, and such transactions, as furtiscussed
below, the “Orkney | Unwind Transaction”). The @&y | Unwind Transaction was accomplished on May 27
2011 in part pursuant to the Settlement and Relégseement, dated as of April 15, 2011, by and agnOrkney
Re, OHL, SRUS, SRGL, the financial guarantor of @&ney Notes, and the investment manager for ttha&e&y |
transaction (the “Settlement Agreement”). Conterapeous with the transactions contemplated by #tdefhent
Agreement, SRUS recaptured the Orkney Block frokn®y Re (the “Orkney Recapture”) and immediatelgeck
the Orkney Block to Hannover Life Re pursuant toomsurance reinsurance agreement, effective Jardy&#011
(the “New Reinsurance Agreement”). SRUS is ob#dapursuant to the New Reinsurance Agreement to use
commercially reasonable best efforts to work witinHover Life Re and the direct writers of the OgkBéock to
obtain full novations from SRUS to Hannover Life Bethe underlying reinsurance treaties such tHi/S no
longer would be a party to such reinsurance treatie

On the date of the closing of these transactioR$)S effectuated the Orkney Recapture and recereapture
consideration from Orkney Re of $582.4 million, whirecapture consideration was used to fund thénged
commission of $564.8 million due from SRUS to HavewlLife Re under the New Reinsurance Agreement. A
assets thereafter remaining in the accounts ateyrike were transferred to OHL. OHL purchased hlthe
outstanding Orkney Notes pursuant to privately-tiagied purchase agreements (the “Note Purchaseshugets”)
for an aggregate amount of $590.0 million, whicpresented a discount to the $850.0 million aggeegaincipal
amount of the Orkney Notes. Following the repusehaf the Orkney Notes, OHL immediately cancelled t
Orkney Notes, and, thereafter, transferred its meimg assets to its parent, SRUS.

Approximately $700.0 million of the aggregate pijpat amount of the Orkney Notes purchased by OHtewe
held by affiliates of Cerberus Capital Managemért®,. (“Cerberus”), one of our controlling shareterisl Under
the terms of the Registration Rights and Sharehsldgreement, dated May 2007 among the Companypebes,
MassMutual Capital Partners LLC, a member of thesdfdutual Financial Group (“MassMutual Capital”),dan
certain other (now former) shareholders of the Camyp(the “Shareholders Agreement”), the Companyécetion
of the Note Purchase Agreement with affiliates efligrus required the prior approval of the independirectors
of our Board of Directors (the “Board”). To thiads a special committee of our Board, comprisedisihterested
directors, was appointed to consider, and determvimether the Company should engage in, the Orkriggwind
Transaction. In its evaluation and approval of @&ney | Unwind Transaction and related agreementsuding
the Note Purchase Agreement with Cerberus, theigdpsmmmittee engaged separate legal counsel amparate
financial advisor.

The closing of the Orkney | Unwind Transaction, ethbccurred on May 27, 2011, was subject to a nummbe
closing conditions, including the receipt of regairapprovals from the Department, which were regkion May
25, 2011.

SRGL recorded a consolidated net loss in 2011 pfagmately $153.3 million as a result of consumngt
the Orkney | Unwind Transaction. Due to the NewnRerance Agreement with Hannover Life Re being@ffe
January 1, 2011, the reinsurance activity assatiai¢gh the Orkney Block for the period from Janudry2011
through March 31, 2011 and the negotiated intereshe ceding commission that was paid to HannbiferRe for
the period from January 1, 2011 through May 27,12@fre settled with Hannover Life Re following the
consummation of the Orkney | Unwind TransactiorheOrkney | Unwind Transaction reduced our constéid
total assets and liabilities by approximately $Z,@0million and $853.9 million, respectively. Tfudlowing tables
illustrate the impact of the Orkney | Unwind tracisan on SRGL’s Consolidated Balance Sheets and@imfated
Statements of Operations for 2011:
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9. Collateral Finance Facilities and SecuritizatiorStructures (continued)

Impact of the Orkney | Unwind Transaction
Condensed Consolidated Balance Sheet

December 31,

(U.S. dollars in thousands) 2011
Assets
Total iINVeStMENtS........covvveeeiiiiiieiieeeeeeeee e, $ (1,175,334)
Deferred acquisition COStS..........oeveeeivccceee.... (83,204)
Receivables and amounts recoverable from
FEINSUIELS ...viiiiiiee et eeme e 252,388
Other SSeLS......v.eveveereeeeeeiesesememeeee e (1,002)
TOtAl @SSELS ...t eeeeene e $ (1,007,152)
Liabilities
Collateral finance facilities ............cccvccccnnnnns $ (850,000)
Other iabilities .........ovveverrrrree e (3,860)
Total liabilities .........cvvvrireireccene, $  (853,860)
Shareholders’ (Deficit) (153,292)
Total liabilities, and shareholders’ (deficit)..... $ (1,007,152)
Impact of the Orkney | Unwind Transaction
Condensed Statement of Operations
Year Ended
(U.S. dollars in thousands) December 31, 2011
Revenues
Gain on extinguishment of debt.................... $ 260,000
TOtal FEVENUES ... $ 260,000
Benefits, expenses, and taxes
Amortization of deferred acquisition costs and othe
insurance expenses, Net..........c.eeeeeveeeeens $ 411,374
Collateral finance facilities expense ............. 10,227
Operating eXPENSES .........uuvverreeereeereraaaeaneeeees 280
Income tax benefit ............cccoeueveeeveeeeaenenan. (8,589)
Total benefits, expenses, and taxes ............... $ 413,292
Net loss attributable to Scottish Re Group Limited $ (153,292)

The Orkney | Unwind Transaction was recorded inoagance with the Company’s accounting policy to
recognize, as a net loss in current period incaheefull cost of reinsurance on 100% retrocessixecuted with
the intent to exit that block of business. The @any viewed the Orkney | Unwind Transaction asla e&the
Orkney Block and is contractually obligated to imél commercially reasonable efforts to facilitete hovation of
the underlying business from SRUS to Hannover Riée
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Long-term debt, at par value (collectively, the f@al and Trust Preferred Securities”, as individudefined

below), consisted of:

December 31, 2012 December 31, 2011

(U.S. dollars in thousands)

Capital Securities Due 2032* ..........ooooiiiiiiiiiiiiiees $ 17,500 $ 17,500
Preferred Trust Securities Due 2033*........ccceeeervnven. 20,000 20,000
Trust Preferred Securities Due 2033*........cccceee.ne 10,000 10,000
Trust Preferred Securities Due 2034*........ccceeee.n. 32,000 32,000
Trust Preferred Securities Due December 2034*...... 50,000 50,000
Long-term debt, at par value................cceeeerrrreeerrnnnn. $ 129,500 $ 129,500
*Defined below.
Trust
Preferred Trust Trust Preferred
Capital Trust Preferred Preferred Securities Due
Securities Due Securities Due  Securities Due  Securities Due December
(U.S. dollars in thousands) 2032* 2033* 2033* 2034* 2034*
Issuer of long-term debt (as defined Capital Trust Capital Trust
DEIOW) ..vvveerieeeic e, Capital Trust* I1* GPIC Trust* 1ni* SFL Trust I*
Long-term debt outstanding............... $17,500 $20,000 $10,000 $32,000 $50,000
Maturity date ..........cccvveeeeeieeiii s Dec. 4, 2032 Oct. 29, 2033  Sept. 30, 2033 June 17,2034 Dec. 15, 2034
Redeemable (in whole or in part) afte.  Dec. 4, 2007 Oct. 29,2008  Sept. 30, 2008 June 17,2009 Dec. 15, 2009
Interest Payable ............ccccvvviiiiiiecne, Quarterly Quarterly Quarterly Quarterly Quarterly
Interest rate: 3-month LIBOR +.......... 4.00% 3.95% 3.90% 3.80% 3.50%
Interest rate at December 31, 2012... 4.31% 4.26% 4.21% 4.11% 3.81%
Interest rate at December 31, 2011... 4.58% 4.53% 4.48% 4.38% 4.08%
Maximum number of quarters for
which interest may be deferred........... 20 20 20 20 20
Number of quarters for which interest
was deferred as of December 31,
2012, 0 0 0 0 0

*Defined below.

Capital Securities Due 2032

On December 4, 2002, Scottish Holdings StatutonysiTt, a Connecticut statutory business trust (i@ap
Trust”), issued and sold in a private offering ajgregate of $17.5 million Floating Rate Capital Bdies (the
“Capital Securities Due 2032"). All of the commshares of the Capital Trust are owned by SHI, dneuo
wholly-owned subsidiaries. The sole assets of Glapital Trust consist of $18.0 million principal aumt of
Floating Rate Debentures (the “Debentures”) isdue&HI, and have all the same features (maturitg,daterest
payable, interest rate, maximum number of quaf@rsvhich interest may be deferred, and the nunabearters
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10. Debt Obligations and Other Funding Arrangementgcontinued)
for which interest was deferred as of Decembe2812) as the Capital Securities Due 2032.
Preferred Trust Securities Due 2033

On October 29, 2003, Scottish Holdings, Inc. Stagufrust I, a Connecticut statutory businesstt({USapital
Trust 1I"), issued and sold in a private offering aggregate of $20.0 million Preferred Trust Se@si(the
“Preferred Trust Securities Due 2033”). All of tbemmon shares of Capital Trust Il are owned by.SHie sole
assets of Capital Trust Il consist of $20.6 millrincipal amount of Floating Rate Debentures (@83 Floating
Rate Debentures”) issued by SHI, and have all #mesfeatures (maturity date, interest payable resterate,
maximum number of quarters for which interest maydbeferred, and the number of quarters for whitdérést was
deferred as of December 31, 2012) as the Prefémet Securities Due 2033.

Trust Preferred Securities Due 2033

On November 14, 2003, GPIC Holdings Inc. Statutdryst, a Delaware statutory business trust (“GPIC
Trust”) issued and sold in a private offering amgragate of $10.0 million Trust Preferred Securifigtge “Trust
Preferred Securities Due 2033"). All of the comnstrares of GPIC Trust are owned by SHI. The sséeta of
GPIC Trust consist of $10.3 million principal amowf Junior Subordinated Notes (the “Junior Subwatkd
Notes”) issued by SHI, and have all the same featymaturity date, interest payable, interest rataximum
number of quarters for which interest may be defrand the number of quarters for which interest deferred as
of December 31, 2012) as the Trust Preferred Sexsufdue 2033.

Trust Preferred Securities Due 2034

On May 12, 2004, Scottish Holdings, Inc. Statutdryst Ill, a Connecticut statutory business tri§tagital
Trust 11I") issued and sold in a private offering aggregate of $32.0 million Trust Preferred Se¢iagi(the “Trust
Preferred Securities Due 2034”). All of the comnstrares of Capital Trust Ill are owned by SHI. Floée assets
of Capital Trust Il consist of $33.0 million pripal amount of Floating Rate Debentures (the “2BRting Rate
Debentures”) issued by SHI, and have all the saatifes (maturity date, interest payable, inteast maximum
number of quarters for which interest may be defitrand the number of quarters for which interext deferred as
of December 31, 2012) as the Trust Preferred Seufdue 2034.

For further discussion on the Trust Preferred StesrDue 2034 subsequent to December 31, 2012se@le
refer to Note 18, “Subsequent EventSapital and Trust Preferred Securitles

Trust Preferred Securities Due December 2034

On December 18, 2004, SFL Statutory Trust |, a Date statutory business trust (“SFL Trust I") isswnd
sold in a private offering an aggregate of $50.0ioni Trust Preferred Securities (the “Trust Preder Securities
Due December 2034” and, together with the TrustdPred Securities Due 2034, the Trust Preferrediftgzs Due
2033, the Preferred Trust Securities Due 2033 hadCapital Securities Due 2032, the “Capital angsTPreferred
Securities”). All of the common shares of SFL Truate owned by SFL. The sole assets of SFL Traensist of
$51.5 million principal amount of Floating Rate elures (the “December 2034 Floating Rate Debesiture
issued by SFL, and have all the same features (ityatlate, interest payable, interest rate, maxinmnumber of
quarters for which interest may be deferred, arel tbmber of quarters for which interest was detems of
December 31, 2012) as the Trust Preferred Seaubtiee December 2034.

SALIC has guaranteed SHI's and SFL’s obligationdairthe Debentures, the 2033 Floating Rate Debestur

the Junior Subordinated Notes, the 2034 Floatinge R@ebentures, and the December 2034 Floating Rate
Debentures and distributions and other paymentodube Capital and Trust Preferred Securities.
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For all the securities listed above, any deferraginpents would accrue interest quarterly on a comged
basis.

Deferral of Interest Payments on the Capital andust Preferred Securities

In order to preserve liquidity, we began deferrintgerest payments as of March 4, 2009 on the Capitd
Trust Preferred Securities. These deferrals wermifted by the terms of the indentures governing $kcurities
and were made at the discretion of our Board. SHL, and SALIC are restricted in their abilityrake dividend
payments in any period during which the interesthpent obligations on these securities are not atrrBuring the
fourth quarter of 2012, we paid all of the outstagdcumulative interest due on our floating ratei@d and Trust
Preferred Securities. The total net cumulativerggt amount paid by the Company during the foqttarter of
2012 was approximately $24.1 million.

For further discussion on the accrued and defepagment on our Capital and Trust Preferred Seesriti
subsequent to December 31, 2012, please refer o Mg “Subsequent EventDeferral of Interest Payments on
the Capital and Trust Preferred Securities

Stingray Investor Trust and Stingray Pass-Throughust

On January 12, 2005, SALIC entered into a put ages with the Stingray Investor Trust for an agateg
value of $325.0 million, which put agreement redate $325.0 million aggregate stated amount of Z®WPass-
Through Certificates (the “Pass-Through Certifisdtéssued by the Stingray Pass-Through Trust (togewith the
Stingray Investor Trust, “Stingray”). Under thents of the put agreement, we acquired an irrevecabt option to
issue funding agreements to the Stingray InvestastTin return for the assets in a portfolio of & commercial
paper, which was fully utilized by early 2008.

The Stingray structure included an interest rataps{the “Interest Rate Swap”) as a mechanism fargihg
interest to SALIC on the funding agreements at dabée interest rate and paying interest to thesHasough
Certificate holders at a fixed rate. Movementgha fair value of the Interest Rate Swap were metliin net
realized and unrealized gains (losses) in our Aafeted Statements of Operations.

During 2009, we acquired Pass-Through Certificaded, in the fourth quarter of 2009, we determiwedvere
the primary beneficiary of Stingray and were regdirto consolidate Stingray in our consolidated rfoial
statements.

During 2010, we acquired additional Pass-Throughif@mtes, and we obtained consent from the slter
proposed amendments that provided for the ternainatif the Interest Rate Swap effective July 2, 20Ithe
termination of the Interest Rate Swap resulted $wap termination payment to the Stingray Pass-{dirar rust of
$39.2 million (the “Swap Termination Payment”), whiamount subsequently was distributed on the 2/y2010
payment date pro rata to all holders of record agsPThrough Certificates as of June 30, 2010. PAssalt of its
ownership as of June 30, 2010 of $244.8 millioraggregate stated amount of Pass-Through Certific&aLIC
received $29.5 million of the Swap Termination Papton the July 12, 2010 distribution date.

Subsequent to June 30, 2010, we acquired $80.2omilldditional Pass-Through Certifications, and, on
September 2, 2010, we cancelled the entire $325l@min aggregate stated amount of the Pass-Tgtiou
Certificates. In connection with the cancellatitine corresponding $325.0 million of funding agreets were
surrendered by the Stingray Investor Trust, andualimortized debt issuance costs relating to Singn the
amount of $2.8 million, were written off. These reiencluded in collateral finance facilities expessn our
Consolidated Statements of Operations. In 201@ngbés in fair value of the then outstanding Passdgh
Certificates were reflected in change in value afgl term debt, at fair value, in our ConsolidatedteSnent of
Operations.
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On May 7, 2007, we completed the equity investmeahsaction by MassMutual Capital and SRGL
Acquisition, LDC, an affiliate of Cerberus, annoadcby us on November 27, 2006 (the “2007 New Chpita
Transaction”). Pursuant to the 2007 New Capitanbaction, MassMutual Capital and Cerberus (togethe
“Investors”) invested an aggregate $600.0 milliontie Company in exchange for 1,000,000, in thereagde,
newly-issued Convertible Cumulative Participatingferred Shares (the “CCPP Shares”). The grogsepds were
$600.0 million less $44.1 million in closing costghich resulted in aggregate net proceeds of $5&il@®n. Each
CCPP Share has a par value of $0.01 per shareawithitial stated value and liquidation preferen¢e600 per
share, as adjusted for the accretion of dividendth® payment of dividends or distributions as dbsd further
below.

The CCPP Shares are convertible at the option ethtiider, at any time, into an aggregate of 15Q0D
ordinary shares (“Ordinary Shares”) of SRGL. Oa tlinth anniversary of issue, the CCPP Shares atiwatly
will convert into an aggregate of 150,000,000 CadinShares, if not previously converted. We areraquired at
any time to redeem the CCPP Shares for cash, extdpe event of a liquidation or upon the occucesrof a
change-in-control event.

We have accounted for the CCPP Shares in accordeititd-ASB ASC Subtopic 470-20, Debt — Debt with
Conversion and Other Options (“FASB ASC 470-20")vidends on the CCPP Shares are cumulative anctaccr
daily on a non-compounding basis at a rate of 7.28%annum on the stated value of $600.0 milliohether or
not there are profits, surplus, or other funds latée for the payment of dividends. Such dividexdretion is
reflected solely by increasing the liquidation prehce of the CCPP Shares. The liquidation preferef the
CCPP shares is equal to their initial stated vadseadjusted for the accretion of dividends andaash payment or
payment in property of dividends or distributionrRedemption of the CCPP Shares is contingent updraage in
control. Since neither liquidation nor a changedmtrol event is currently probable, the accredaddends have
not been accrued in our consolidated financiabstents.

In the event that dividends or distributions arede# ordinary shareholders, the holders of the ESRares
will receive a dividend or distribution equal toethlividend or distribution that such holders woblave been
entitled to receive had the right been exercisedotovert all of the CCPP Shares to Ordinary Shanesediately
prior to the date of such dividend distributiore(j.on an as-converted basis).

On December 12, 2012, our Board resolved to deeladepay dividends on our Ordinary Shares (as désal
in more detail in Note 12, “Shareholders’ DeficiOrdinary Share§. As a result, the holders of the CCPP Shares
were also entitled to receive dividends on an as«eded basis, and our Board also resolved to deend pay
dividends on the CCPP Shares, in accordance wétiCtrtificate of Designations related to the CCIRBr&s. The
aggregate amount of the dividend declared was $lh@llion, with $75.6 million allocated to the h&ibs on the
CCPP Shares, and such dividends were paid on Dexef) 2012. The payment of the dividend, which
represented a portion of the accreted cumulativdicgzating dividends on the CCPP Shares, resuitech
corresponding reduction to the liquidation prefeeenf the CCPP Shares. As of December 31, 20é2rfount of
dividends accreted pursuant to the terms of theRCSRares, subsequent to the payment of the Dec&tb2012
dividend, was $170.7 million in the aggregate, br@70 per share.

The holders of CCPP Shares may, among other thiagsire us to redeem all or a portion of the C&@PRres
upon a change-in-control event. Upon a changesitirol event, the redemption price of the CCPP &hés an
amount equal to the greater of (i) the stated vafube outstanding CCPP Shares, plus an amouat ¢émthe sum
of all accreted dividends through the fifth anngaey of the issue date of the CCPP Shares, ah@iamount that
the holder of the CCPP Shares would have beereghtd receive with respect to such change-in-cbmvent if it
had exercised its right to convert all or such iparbf its CCPP Shares for Ordinary Shares immebigdrior to the
date of such change-in-control event. The liquatapreference of the CCPP Shares (including apysédents
thereto) is not applicable once the CCPP Shares Ibagn converted into Ordinary Shares, as desceibede.
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The CCPP Shares rank, with respect to paymentwfletids and distribution of assets upon voluntary o
involuntary liquidation, dissolution, or winding-yp “Liquidation Event”): (a) senior to our Ordiya&hares and to
each other class or series of our shares estathllshe¢he Board, the terms of which do not expregstyide that
such class or series ranks senior to or pari pagtbuthe CCPP Shares as to payment of dividendsdisidbution
of assets upon a Liquidation Event; (b) pari paséih each class or series of our shares, the terimshich
expressly provide that such class or series raakispassu with the CCPP Shares as to payment afetiisls and
distribution of assets upon a Liquidation Eventd gg) junior to each other class or series of cecusties
outstanding as of the date of the completion of2B@7 New Capital Transaction that ranks seniauioOrdinary
Shares, and to each class or series of our shihesterms of which expressly provide that suchsctasseries ranks
senior to the CCPP Shares as to payment of diviland distribution of assets upon a Liquidationriand all
classes of our preferred shares outstanding deafdmpletion of the 2007 New Capital Transaction.

In connection with the closing of the Merger (adirted below in this Note undeMerger Agreement’)the
Investors were required to release their indematifi; claim against SRGL arising from alleged bhesc of
representations and warranties made by SRGL irS#wirities Purchase Agreement, dated November (. 2
The Investors waived in connection with the Merggreement any claim to indemnification in respetthis
matter.

Merger Agreement

On April 15, 2011, we entered into an agreement@ad of merger (the “Merger Agreement”) with atftes
of the Investors, pursuant to which an affiliatetlod Investors (“Merger Sub”) was merged into SR&Id SRGL
continued as the surviving entity. Under the Meygreement, all Ordinary Shares were converteal iné right to
receive $0.30 per share, which represented a prerofu$0.14 (or 87.5%) over the average tradingepo€ the
Ordinary Shares for the three months preceding | A& 2011 (collectively, the “Merger”), providediat any
Ordinary Shares held by shareholders that promesycised dissenter rights (the “Dissenting Shddss”) under
the Companies Law (2010 Revised) of the Caymamdslgthe “Companies Law”) would be valued in aceoik
with the procedures set forth under the Companas. LThe Merger consideration to all such Ordiramares held
by non-Dissenting Shareholders was funded solelythigy Investors, on behalf of Merger Sub. Followihg
effectiveness of the Merger, all of the outstanddrginary Shares of SRGL are owned by affiliatethefInvestors.
The CCPP Shares and the Perpetual Preferred Siaresunaffected by the Merger. Under the termshef
Shareholders Agreement, any agreement for the Caoyrpamerge with the Investors or an affiliate lné investors
required the prior approval of a majority of disirésted directors of our Board. To this end, &igheommittee of
the Board, comprised of disinterested directors a@pointed to consider, and determine whetheedommend to
the full Board that the Company should engagelia, Merger Agreement. In its evaluation and apgdro¥ahe
Merger and related agreements, the special conenéteyaged separate legal counsel and a separateifih
advisor.

The Merger Agreement permitted SRGL to soliciteiee, evaluate, and enter into negotiations witipeet to
alternative proposals for a 45 day “go-shop” permgjinning April 15, 2011. The special committedth the
assistance of its independent advisors, solicitaihg this period alternative proposals for the wasigjon of the
Ordinary Shares. The Merger Agreement also pravitie Investors with a customary right to matchupesior
proposal. This process did not result in a supgnioposal.

Completion of the Merger was subject to, among rotfenditions, approval by a majority of the Ordiar
Shares held by parties unaffiliated with the Ingestor the Company attending and voting at the edtwdders
meeting (whether in person or by proxy). SRGL pred and delivered to shareholders on May 11, 2011,
connection with the extraordinary general meetihghareholders held on June 8, 2011, an Inform&imtement
(which Information Statement subsequently was pbtiehe Company’s website) containing detailedrimfation
regarding the Merger. The Merger was approvedielh sneeting by the Company’s shareholders, inctudin a
majority of the Ordinary Shares held by parties affiliated with the Investors or the Company (atting and
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voting at the shareholders meeting whether in peosdy proxy).

The Merger Agreement imposed certain conditionsht® obligations of the respective parties to cldse
Merger. Among these conditions was the receiptegfiired governmental consents and approvals,failhich
were received. Additionally, it was a conditionttte obligation of the Investors and Merger Suletiect the
Merger that ordinary shareholders holding no mdrant10% of the issued and outstanding Ordinary e€shar
(excluding, generally, any Ordinary Shares ownedth®y Investors, the Company, or their respectividiaés
(“Owned Shares”)) have exercised dissenters’ rightder the Companies Law. In connection with tfecedures
set forth in the Information Statement and Secf88 of the Companies Law, the Company receivedcestio
exercise such dissenter’s rights from the Dissgnfareholders holding in excess of 10% of thetantkng
Ordinary Shares (excluding Owned Shares). Theskove and Merger Sub subsequently waived this tiondi
and, on August 24, 2011, the Merger was completéplon the closing and effectiveness of the MergeAagust
24, 2011, all existing Ordinary Shares of the Comypaere cancelled and all shareholders (other Bigeenting
Shareholders and the holders of any Owned Shares) aligible to receive Merger consideration of380per
ordinary share. With the completion of the Mergdrputstanding voting shares of the Company ame owned by
the Investors. The deemed capitalization of Meigal by the Investors prior to the Merger and thigssequent
payment of the Merger consideration by the Invesstor behalf of the Merger Sub, effective on Augist 2011,
totaled approximately $17.7 million, and had no imepact on the Company’s consolidated financiatesteents.
Following the closing and effectiveness of the M#rghe Company continued to have certain obligationder
Section 238 of the Companies Law which could haaduded participating in court proceedings in they@an
Islands to determine the fair value of the DissentShareholders’ Ordinary Shares. In connectioth e
requirements of Section 238 of the Companies Ldw, €ompany engaged in negotiations with each of the
Dissenting Shareholders in respect of the condideréo be paid for their Ordinary Shares and redctesolution
with each such Dissenting Shareholder. Other itinrespect to the reimbursement of a minimal anta@if costs
and expenses that were paid by the Company, aluamsgaid to the Dissenting Shareholders in respkthteir
Ordinary Shares were funded by the Investors.
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Ordinary Shares
We are authorized to issue 590,000,000 OrdinaryeShaf par value $0.01 each.

The following table summarizes the activity in @ddinary Shares during the years ended Decembet(32,
2011, and 2010:

Year Ended Year Ended Year Ended
December 31, December 31, December 31,
2012 2011 2010
Ordinary Shares
Beginning of year ..........cuuveiiiiiiiii i 68,383,370 68,388,37 68,383,370
Ordinary Shares cancelled in connection with the
1T o T PR - (68,383,370) -
Ordinary Shares into which shares of Merger Sulewe
converted in connection with the Merger* ............... - 68,383,370 -
68,383,370 68,383,370 68,383,370

ENd Of Year ...,
* Please refer to Note 11, “Mezzanine Equity - Cotiblr Cumulative Participating Preferred Shares efder Agreement”,
for information regarding the Merger.

Perpetual Preferred Shares
We are authorized to issue 50,000,000 perpetudnpeel shares of par value $0.01 each.

In 2005, we issued 5,000,000 non-cumulative PegbdRueferred Shares (the “Perpetual Preferred SHare
Gross proceeds were $125 million, and related esgrewere $4.6 million.

Dividends on the Perpetual Preferred Shares weyabpm on a non-cumulative basis at a rate per ansium
7.25% until the dividend payment date of July 181@ Thereafter, the dividend rate may be at adfixate
determined through remarketing of the Perpetudkeied Shares for specific periods of varying léngbt less than
six months or may be at a floating rate reset gugrbased on a predefined set of interest ratetmaarks. The
quarterly floating rates from September 30, 20I@ugh December 31, 2012 ranged between 6.07% &4d.8.
During any dividend period, unless the full dividenfor the current dividend period on all outstagdPerpetual
Preferred Shares have been declared or paid, mediv may be paid or declared on the Ordinary $Sharel no
Ordinary Shares or other junior shares may be st redeemed, or otherwise acquired for consideraPlease
refer below td'Dividends on Perpetual Preferred Sharest this Note for additional information.

The following table summarizes the activity in &arpetual Preferred Shares during the years endeeniber
31, 2012, 2011, and 2010:

Year Ended Year Ended Year Ended
December 31, December 31, December 31,
2012 2011 2010
Perpetual Preferred Shares
Beginning of Year .......c.ccccoeevie oo emeemre e 4,806,083 4,806,083 5,000,000
Perpetual Preferred Shares redeemed .......cccceee........ (1,559,307) - (193,917)
3,246,776 4,806,083 4,806,083

ENd Of YA ...tiiiiiiiiiiiiiie e
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On February 10, 2012, SRGL agreed to acquire, privately-negotiated transaction, approximately .818
million in aggregate liquidation preference offerpetual Preferred Shares, with a liquidationgreefce of $25.00
per share, at a purchase price of $16.00 per sfihee “Privately-Negotiated Transaction”). The Rtisly-
Negotiated Transaction settled on February 13, 28t& the related Perpetual Preferred Shares sudsidy were
redeemed by SRGL. Subsequent to the executiomeofPrivately-Negotiated Transaction, SRGL launchad
February 10, 2012 a cash tender offer to purchageaad all of its then-outstanding Perpetual PreteiShares
(other than those acquired pursuant to the Prigddelgotiated Transaction) at the same per shae @s the
Privately-Negotiated Transaction (i.e., $16.00gfeare). The tender offer was made to all holdessioh Perpetual
Preferred Shares upon the terms and subject t@dhditions set forth in the related Offer to Pusshadated
February 10, 2012 (the “Offer to Purchase”), areritlated Letter of Transmittal, dated February21,2 (together
with the Offer to Purchase, the “Perpetual PreteBhare Offer”).

In connection with the expiration of the PerpetRedferred Share Offer on March 9, 2012, holdeBarpetual
Preferred Shares with an aggregate liquidationepeeice of approximately $20.1 million tendered rtfRegrpetual
Preferred Shares and SRGL accepted for purchasadltendered Perpetual Preferred Shares. Paymesspect
of the tendered Perpetual Preferred Shares was oradéarch 13, 2012, and all such shares subsegueetie
redeemed by SRGL.

Following the completion of the Perpetual Prefer@dwre Offer, SRGL acquired during the remainde20df2,
in separate negotiated transactions, approxime®@0.0 thousand in aggregate liquidation prefereofcets
Perpetual Preferred Shares, at an average purphasef $14.93 per share.

As a result of the foregoing transactions, a gam tbe redemption of Perpetual Preferred Shares of
approximately $14.0 million was recorded as a camepd of net income attributable to SRGL for theryeaded
December 31, 2012.

Dividends on Ordinary Shares

The Investors, as the holders of the Ordinary Shane entitled to receive dividends and are alkbame vote
per share subject to certain restrictions in oumdeandum and Articles of Association.

On December 12, 2012, our Board resolved to deeladepay dividends on the Ordinary Shares. Theuaino
of the dividend declared on the Ordinary Sharesunteal to $34.4 million, and such dividends weredpan
December 20, 2012.

All future payments of dividends are at the disoretof our Board and will depend on our income, itzdp
requirements, insurance regulatory conditions, &gy conditions, and such other factors as therdosmy deem
relevant. Notwithstanding the foregoing, if dividis on the Perpetual Preferred Shares have notdestared and
paid (or declared and a sum sufficient for the panihthereof set aside) for a dividend period, weegally are
precluded from paying or declaring any dividendto# Ordinary Shares.

Dividends on Perpetual Preferred Shares

In accordance with the relevant financial testseuritle terms of the Perpetual Preferred SharesBoard was
precluded from declaring and paying dividends ocheaf the 2009 and 2010 dividend payment dates asdy
result, did not declare and pay a dividend on sdates. Although permitted under the terms of tkep&tual
Preferred Shares to declare and pay a dividendmmeaction with the 2011 dividend payment dates amdhe
January 15, 2012, April 15, 2012, and July 15, 26i/&lend payment dates, our Board resolved naofeidare and
pay a dividend on such dates. Pursuant to thesteffrand subject to the procedures set forthhie,Gertificate of
Designations related to the Perpetual PreferredeShéhe holders of the Perpetual Preferred Staareentitled to
elect two directors to our Board in the event dévids on the Perpetual Preferred Shares have notdeetared and
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paid for six or more dividend periods, consecutivaot (a “Nonpayment”). Nonpayment of dividendsJuly 15,
2009 marked the sixth dividend period for whichidénds had not been declared and paid. This tightect two
directors to our Board has not been exercised @&eotmber 31, 2012If and when dividends for at least four
dividend periods, whether or not consecutive, foilg a Nonpayment have been paid in full, thenrigbt of the
holders of the Perpetual Preferred Shares to diemttors to the Company’s Board shall cease.

On September 24, 2012, our Board resolved to deead pay a dividend on the Perpetual PreferredeShia
accordance with the Certificate of Designationstesl to the Perpetual Preferred Shares. The anufutite
dividend declared was $1.2 million. The dividendtbe Perpetual Preferred Shares was paid on tteh@&cl5,
2012 dividend payment date. There can be no assesahat we will make subsequent dividend paymemtthe
Perpetual Preferred Shares, either at our Boaidzation or as a result of the application of fimancial tests
contained in the terms of the Perpetual Preferreares. For further discussion on the non-dectamatif the
Perpetual Preferred Shares dividends, pleasetefdote 18, “Subsequent Event®en-declaration of Dividend on
Perpetual Preferred Sharés

13. Reinsurance
Premiums Earned, Net

The components of the net premiums earned weralasv for the years ended:

(U.S. dollars in thousands) December 31, 2012 December 31, 2011 December 31, 2010
Premiums assumed ..........cccvvvveeeeeeeesiccmee $ 658,704 $ 647,871 $ 714,916
Premiums ceded.........ocooveeeeeeeeeeeeeeeeeecnns (333,330) (344,951) (293,782)
Premiums earned, net .............ccoeevvvveeeennn. $ 325,374 $ 302,920 $ 421,134

Reinsurance agreements may provide for recaptghtsron the part of the ceding company. Recaptghts
permit the ceding company to reassume all or aqodf the risk formerly ceded to the reinsureeafin agreed-
upon period of time or, in some cases, due to abmiig the financial condition or ratings of thensirer. The
recapture of business previously ceded to the Cayndaes not affect premiums assumed prior to thapteire of
such business, but would reduce premiums in sulesgqeriods.

Claims, Policy Benefits, and Changes in Policyhotdgeserves, Net

The components of the claims, policy benefits, elmahges in policyholder reserves, net were asvislior the
years ended:

(U.S. dollars in thousands) December 31, 2012 December 31, 2011 December 31, 2010
Claims, policy benefits, and changes in

policyholder reserves assumed ................... $ 735,935 $ 656,628 $ 617,723
Claims, policy benefits, and changes in

policyholder reserves ceded....................... (362,173) (341,874) (223,105)
Claims, policy benefits, and changes in

policyholder reserves, net ..................cee.-. $ 373,762 $ 314,754 $ 394,618

At December 31, 2012 and 2011, there were no reanse ceded receivables associated with a singisurer
in excess of 1% of total assets.
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For the years ended December 31, 2012, 2011, &t@ 2@ had income tax expense (benefit) from ofmersit
as follows:

Year Ended Year Ended Year Ended
December 31, December 31, December 31,
(U.S. dollars in thousands) 2012 2011 2010
Current tax expense (benefit):
U S e $ 50 $ - $ -
NON-U.S. oo semems s 67 178 (33,590)
Total current tax expense (benefit) .............. 117 178 (33,590)
Deferred tax expense (benefit):
U S e (2,095) 1,035 (5,892)
NON-U.S. oo senaeeseeas (5,124) (3,830) 1,541
Total deferred tax (benefit) ................coveme... (7,219) (2,795) (4,351)
Total tax (0ENEFit) .....ovveeeeeeeeeeeeeeeeeeeeeen, $ (7,102  $ (2,617) $ (37,941)

The deferred tax benefit for the year ended Decer@be2012 for the U.S. entities in the precedislge was
primarily caused by a reduction in the valuatiolowahnce related to changes in the scheduling ofrded tax
liabilities reversing over the next 15 years. THederred tax benefit for the year ended Decembef312 for the
non-U.S. entities in the preceding table was priljmaaused by a release of reserves for uncerédrpositions due
to the completion of the Internal Revenue ServitBS”) audit of certain prior tax years, as dise@osSurther
below.

The deferred tax expense for the year ended Deae3dh@011 for the U.S. entities listed above waarily
caused by an increase of approximately $10.8 miilivour deferred tax liabilities associated wike SRLC model
change (as explained in Note 2, “Summary of Sigaift Accounting Policies Reserves for Future Policy
Benefit§), offset by an approximately $8.6 million defedréax benefit associated with the Orkney | Unwind
Transaction (as discussed in Note 9, “CollaterabRce Facilities and Securitization Structur€rkney | Unwind
Transactiori). The deferred tax benefit for the year endeddmber 31, 2011 for the non-U.S. entities listeovab
was primarily caused by the release of a potentidthholding tax liability due to the formation of mew
Luxembourg subsidiary, SHL, and the related tranefean intercompany surplus note (issued by SRfg&@h
SALIC to SHL.

The current tax benefit for the year ended Decendgr2010 for the non-U.S. entities listed aboves wa
primarily caused by the release of a reserve farraertain tax position of $35.9 million (as dissed below in this
Note under FASB ASC Subtopic 740-10, Income Taxes — Oveoathérly FIN 48}). The deferred tax benefit for
the year ended December 31, 2010 for the U.S.ienifisted above was primarily caused by a reduociiothe
valuation allowance related to changes in the sdivegiof deferred tax liabilities reversing oveethext 15 years.
The deferred tax expense for the year ended Deaeddh@010 for the non-U.S. entities listed abowes ywrimarily
caused by an increase of reserves for uncertaipdsitions.
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The weighted average expected tax expense (behefitbeen calculated using the pre-tax accounticgnie
(loss) in each jurisdiction multiplied by that jsdiction’s applicable statutory tax rate. The reslation of the

difference between the expected tax expense (lheaefihe weighted average tax rate and the tatabenefit for
the years ended December 31, 2012, 2011, and 2@i&0vided below:

Year Ended Year Ended Year Ended

December 31, December 31, December 31,
(U.S. dollars in thousands) 2012 2011 2010
Pre-tax income (I0SS) ........cocvovevvvvrrrenernnn. $ 74,813 $ (201,741) $ 198,602
Expected tax expense (benefit) at weighted

AVEIAQE FA ...vvveiieiiiiiieeic e e e e e 7,773 (62,701) 53,516

Change in valuation allowance............... comm (10,788) 60,832 (55,271)
Uncertain tax positions ..........cccceeeeevveveeeenneee (5,617) (2,446) (37,484)
Other and state taxes.............ccceeveceeeeeemnnne. 1,530 1,698 1,298
Total tax (Denefit) .........cccoeeeeeeeeeeeeeene, $ (7,102)  $ (2617) % (37,941)

We are not subject to income taxation other thast@®d above. There can be no assurance thatwlienot
be changes in applicable tax laws, regulationgreaties which might require us to change the wayoperate or
become subject to taxes. At December 31, 201228a4d, we had tax operating loss carryforwards inl.$. and
Irish entities, as presented in the table below.

U.S. Life &
Non-Life

(U.S. dollars in thousands) Groups SRD Orkney Re I Total
Operating loss carryforwards available at

December 31, 2011 .......ccccocvveeevvvvvvnn. 852,461 $ 544,547 $ 317,003 $ 1,714,011
Provision to return ............cooooiiiiiee e 10,417 - - 10,417
Impact of FIN48 adjustment....................... (136,158) - - (136,158)
Operating loss incurred during 2012.......... 53,964 484 1,763 56,211
Operating loss carryforwards available at

December 31, 2012.......ccccvevveveeerivm. © 780,684  $ 545,031 $ 318,766 $ 1,644,481
Deferred tax asset for operating losses,

before valuation allowance,

at December 31, 2012.........cccccvvvveeeeennee $ 267,450 $ 68,129 $ 79,691 $ 415,270

The operating loss carryforwards in our U.S. esgitivill expire, if not utilized, in years 2021 thigh 2032,
while the operating loss carryforwards in our Irggtitities benefit from an unlimited carryforwardripe. The net
operating loss carryforward generated in the ctiryear resulted primarily from the operations ofU&R SRLC,
SHI, SRD, and Orkney Re Il. The net operating loasyforward generated in the prior year resufeicharily
from the operations of SRUS, SRLC, SHI, SRD, ankn®y Re Il, and the Orkney | Unwind TransactiorleaBe
refer to Note 9, “Collateral Finance Facilities aBdcuritization Structures ©rkney | Unwind Transactidnfor
information regarding the Orkney | Unwind Transauoti

Section 382 Event

The 2007 New Capital Transaction (as discusseddte N1, “Mezzanine Equity — Convertible Cumulative
Participating Preferred Shares”) qualified as angeain ownership under Section 382 of the IntefRaVenue
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Code. Section 382 operates to limit the futureudddn of net operating losses that were in existeas of the
change in ownership. Because we had previoushbksihed a valuation allowance against these netabipg

losses, there was not a significant tax expenscded with Section 382 limitations.

Significant components of our deferred tax assetk labilities as of December 31, 2012 and 201lewnas
follows:

December 31, December 31,

(U.S. dollars in thousands) 2012 2011
Deferred tax asset
Net operating losses (net of FASB ASC 740-10 acti@® 382%) ................. $ 415,270 $ 438,604
Unrealized depreciation on iNVESIMENLS .....cceeeeeeiiciiviiiiiiiiiieiireeeee e - 5,822
INtANGIDIE ASSELS.....ccii i i i it e+ s et r e e e e e e e e e e e e e eanaans 1,476 2,408
Capital loss carryforwards 56,051 55,287
SUIPIUS NOLE ACCIUAL. ... eeeeieiiiiiiiii e ettt - 709
Embedded derivative liabilities ... 12,359 9,668
Foreign affiliate acCruals ...............oo e 326 6,230
(@113 1=Y SO SRRSO 1,578 3,364
Total deferred tax ASSEL..........c.oiuiiuiceeeemeee et ete e et ere e enaenea 487,060 522,092
Deferred tax liability
Deferred acquUISItioN COSTS.....ouiiiiiiiiii e (21,918) (24,316)
Reserves for future policy benefits ..., (51,658) (143,547)
Unrealized appreciation 0N iNVESIMENLS .....ccouiiiiiiiiiiiiiiiiiiiiiieeeeeee e e (20,290) -
Present value of in-force BUSINESS .........cecceaciiiiiii e (8,160) (9,189)
Deferred market diSCOUNT ...........uuiiiiiiieeeeereeere e e e (12,700) (7,483)
OB et ee ettt r e (2,762) (2,226)
Total deferred tax Hability ................ccecmreeereeeeeeeeeeeeee oo, (117,488) (186,761)
Net deferred tax asset before valuation allowance................ccccooiiiiiiiiiinnns 369,572 335,331
ValUALON QIOWANCE ...ttt e e e ee e (412,701) (380,552)
Net deferred tax HADIILY .............v.o.e. oo eeeeeeeeeeeeees e ee e, $ (43129) $ (45,221)

* Described in this Note

We currently provide a valuation allowance agadeferred tax assets when it is more likely thanthat some
portion, or all, of our deferred tax assets wilt be realized. We have maintained a full valuailowance against
any remaining deferred tax asset in the U.S. amtand, given our inability to rely on future taxakihcome
projections and the scheduling of our current defértax liabilities. Our valuation allowance inased by
approximately $32.1 million during the year endestBmber 31, 2012, to $412.7 million.

FASB ASC Subtopic 740-10, Income Taxes — Overatirfierly FIN 48)

In 2012, the conclusion of the IRS audit (as disedsbelow in this Note undelRS Examinatiof) resulted in
a reduction of unrecognized tax benefits in the wamboof $106.5 million, primarily related to the 200
redomestication of Orkney Re. The conclusion & IRS audit, which included the 2007 tax year, affely
settled this issue, closed the statute of limitatiperiod, and allowed the reduction of unrecoghitex benefits,
which resulted in a $5.6 million tax benefit.

In 2011, the statute of limitations expired for @06 Irish income tax year, which resulted in durgion of
our unrecognized tax benefits in the amount of $Ridion. At December 31, 2012 and 2011, we hathlto
unrecognized tax benefits (excluding interest aedafties) of $3.1 million and $109.5 million, respeely, the
recognition of which would result in a $1.5 millidax benefit and a $4.2 million tax benefit, redpety, at the
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effective tax rate.

As a result of a 2010 U.S. tax court ruling thaplegdl to an unaffiliated third party (Container @oration v.
Commissioner, 134 T.C. 5 (2010)), we reconsiderad position in respect of an uncertain tax positeonmd
evaluated the implications of the ruling in accor@mwith FASB ASC 740-10. As a result of the taxrt ruling,

we released a tax liability of $35.9 million (insiue of interest and penalties) during 2010.

The following is a roll-forward of our FASB ASC 74 unrecognized tax benefits for the years ended
December 31, 2012 and 2011:

Year Ended Year Ended
December 31, December 31,

(U.S. dollars in thousands) 2012 2011
Total unrecognized tax benefits at beginning ofyea.......... $ 109,509 $ 111,266
Gross amount of increases for current tax positions.......... - 689
Reductions due to lapse of statutes of limitation................ (106,448) (2,446)
Total unrecognized tax benefits at end of year................... 3,061 109,509
Tax benefit of unrecognized tax benefits if recagdiat the

effective tax rate .........occvveeiiiiiiii e $ 1,517 $ 4,168

Interest and penalties (not included in the “unggiped tax benefits” above) are a component optiogision
for income taxes.

December 31, December 31, December 31,

(U.S. dollars in thousands) 2012 2011 2010
Total interest & penalties in the Consolidated Ba&aSheets

at beginning of year..........cccooovviiiiieeeee e, $ 4,130 $ 2,946 $ 19,442
Total interest & penalties in the Consolidated Stants of

OPEIALONS ...ttt e, (2,475) 1,184 (16,496)
Total interest & penalties in the Consolidated Ra&Sheets

atend Of Year.........ooo i, $ 1655 $ 4,130 $ 2,946

We do not expect any significant changes in thesgimlance of unrecognized tax benefits to occtliedmext
twelve months.

We file our tax returns as prescribed by the tavslaf the jurisdictions in which we operate. AsO#cember
31, 2012, we remained subject to examination infetHewing major tax jurisdictions for the yeardinated in the
table below:

Major Tax Jurisdictions Open Years
u.s.
Life GroUP «.ooeeeeeeeeeeeee e 2010 through 2012
NON-Life GroUp ....ccoecveevveiiiiieeeeeeee e ccmem s 2009 through 2012
1= = g (o SRR 2008 through 2012

Our U.S. subsidiaries are subject to U.S. fedet@te, and local corporate income taxes and otparst
applicable to U.S. corporations. Upon distributmncurrent or accumulated earnings and profitshi form of
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dividends or otherwise from our U.S. subsidiariesis, we would be subject to U.S. withholding tages 30%
rate.

Net operating losses are being carried forward fobmsed years and could be examined by the appdicak
authorities if utilized in an open tax year in fnéure. Additionally, to the extent that a net myiéng loss is carried
back to an otherwise closed year, that earlier geald be subject to examination as long as the yesr remains
open.

IRS Examination

On March 30, 2011, SRUS was notified that the IRSulel perform an examination of the U.S. Life Group
consolidated tax returns for 2004, 2007, 2008, 20@P prompted by an income tax refund of approxige$12.6
million that SRUS had received during 2010. Th& iBsued a Revenue Agent's Report (“‘RAR”), whichtamed
several Notices of Proposed Adjustments, and SRt¢Sped the RAR on April 25, 2012, thereby accepthre
proposed adjustments and completing the IRS exdimmaNone of the IRS adjustments resulted in shcdax
liability to the IRS. On April 30, 2012, the IR8kamitted SRUS’s case (consisting of the RAR andréfeted IRS
workpapers) to the Joint Committee on Taxation (th&int Committee”) for the Joint Committee’s rewieand
approval. The submission of the IRS examinatigmoreto the Joint Committee for review and approigah
statutory requirement in cases involving refundsasfin excess of $2.0 million. On November 9, 20die were
informed that the Joint Committee had completeddtssideration of our case and had taken no exaepdi the
conclusions reached by the IRS. This communicagéfactively closed the case; therefore, all of IRS
adjustments have been reflected in the accomparggngolidated financial statements, and tax ye@€st 22007,
2008, and 2009 are now closed.

The conclusion of the IRS audit and the resultidpstments, primarily related to the disallowandéeadoad
debt deduction for partial worthlessness on cersaicurities, affected certain line items in theedefd tax assets
and liabilities inventory table disclosed abovewkwer, there was no resulting impact to the neemefl tax
liability presented in the accompanying Consolidaialance Sheets. Additional guidance from the, RS
discussed below in this Note, was subsequentlyiviedeand the guidance changed the determinatidmadfdebt
deductions for partial worthlessness on certainisges.

Section 166 Deduction for Partial Worthlessness

On July 30, 2012, the IRS issued a directive (LaBgsiness & International (LB&I) Control No. LB&I-4
0712-009, the “LB&l Directive”) instructing LB&I exminers not to challenge an insurance company’dapar
worthlessness deduction under IRC Section 166(d){2)he amount of credit-related impairments retngd on
eligible securities within the insurer’'s annualtstaent in accordance with Statements of Statutargoénting
Principles 43R -Loan-backed and Structured SecuritieBhe partial worthless deductions(s) may be takedeun
the LB&I Directive no earlier than the 2009 tax yead no later than the 2012 tax year.

SRUS decided to implement the LB&I Directive by amimg its 2009 — 2011 tax returns and will refldw
deductions for partial worthlessness in the appatptax years. The tax calculations reflectethese consolidated
financial statements have incorporated the dedustibat will be taken on the to-be filed amendedréturns. The
deductions for partial worthlessness affected tettae items in the deferred tax assets and sl inventory
table disclosed above; however, there was no meguimpact to the net deferred tax liability presehin the
accompanying Consolidated Balance Sheets.
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Lease Commitments

We lease office space in certain countries in whighconduct business under operating leases tipéteeat
various dates through 2016. Total rent expensegfnsublease receipts, with respect to these tipgrkeases for
the years ended December 31, 2012, 2011, and 2848 @pproximately $0.4 million, $0.7 million, and. $illion,
respectively. At December 31, 2012, we held ojngaieases for our offices in Charlotte, North Gaay U.S.;

Dublin, Ireland; and Hamilton, Bermuda.

Future minimum lease payments under the leasesxpezted to be:

(U.S. dollars in thousands) Gross Lease Sublease Net Lease
Year ending December 31, Payments Rentals Payments
2013 13948 % (700.0) % 694.8
2014 1,293.7 (602.8) 690.9
2015 1,332.5 (620.9) 711.6
2016

1,372.5 (639.5) 733.0

Total future lease commitments ...........c.cer. & 53935  $ (2563.2) $  2,830.3

Concentrations of Credit Risk

The creditworthiness of counterparties is evaluétgds, taking into account credit ratings assigbgadating
agencies and other factors. The credit approvatga® involves an assessment of factors includimgng others,
counterparty, country, and industry credit expodumits. Collateral may be required, at our disiet on certain
transactions, based on our evaluation of the axedihiness of the counterparty.

The areas where significant concentrations of tnésk may exist include investments, amounts recable
from reinsurers, and reinsurance balances receival¥e manage our credit risk in our investmentfplio by
establishing and following investment guidelinespdying with regulatory restrictions and limitinginoexposure to
individual issuers. We manage our credit riskim @insurance relationships by transacting withswrers that we
consider financially sound, and if necessary, we mald collateral in the form of funds, trust acotay and/or
irrevocable letters of credit. This collateral da@ drawn upon for amounts that remain unpaid bet\specified
time periods on an individual reinsurer basis.

Revenue from treaties with one ceding company, um ®raditional Solutions business, accounted for
approximately 14.3% of our total revenue. No otbeding company'’s treaties amounted to 10% or robreur
total revenue.

Ballantyne Re plc

Ballantyne Re plc (“Ballantyne Re”), which was pomsly a consolidated VIE of the Company, is a sdec
purpose reinsurance vehicle incorporated undelatlie of Ireland. In May 2006, Ballantyne Re issuach private
offering, $1.74 billion of debt to third party insters, $178.0 million of Class C Notes and $181illian in
preference shares to SALIC, and $500,000 in Clas®@s to SRGL.

As of December 31, 2012, we had no remaining dicesst exposure related to Ballantyne Re sincerdarésts

in the Ballantyne Re Class D Notes and Preferreateshare valued at $0 and are classified as tradiogrities in
the accompanying Consolidated Balance Sheets.Cldss C Notes were contractually written-off in 800
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SRUS remains liable for the accuracy and performaras applicable, of its representations, warrgntie
covenants, and other obligations that relate t@gsrefore the assignment and novation to Secuifityof Denver
Insurance Company of the reinsurance agreementBaillantyne Re. In addition, the Company and SRé&l8ain
responsible for certain ongoing covenants and imig@s made for the benefit of Ballantyne Re angl fihancial
guarantors of certain of the notes issued by BajltenRe.

Indemnification of Our Directors, Officers, Employas, and Agents

We indemnify our directors, officers, employeesd agents against any action, suit, or proceedirtgtier
civil, criminal, administrative, or investigativby reason of the fact that they are our directéiicer, employee, or
agent, as provided in our Articles of Associati®mnce this indemnity generally is not subject toitation with
respect to duration or amount, we do not beliea ithis possible to determine the maximum potétiaount due
under this indemnity in the future.

16. Statutory Requirements and Dividend Restrictios

Our insurance and reinsurance subsidiaries arecity insurance laws and regulations in the jisigzhs in
which they operate, which include Bermuda, the Cayiislands, Ireland, and the U.S. Certain of thiegelations
include restrictions that limit the amount of dieittls or other distributions, such as loans or eablances,
available to shareholders of the reinsurance sisv@d without prior approval of the insurance fatpry
authorities. The difference between financial estants prepared for insurance regulatory authsritied
statements prepared in accordance with U.S. GAAR by jurisdiction; however, the primary differentethat
financial statements prepared for some of the arse regulatory authorities do not reflect DAC,ilithe amount
of deferred income tax net assets, limit or disalloertain assets, have different investment measeme
methodologies, establish reserves for investedsssed calculate benefit reserves by a defingdhdtaic process,
among other differences from U.S. GAAP.

Statutory Requirements for Non-U.S. Subsidiaries

Our Bermuda insurance company, SRLB, is requirechamtain a minimum capital of $375.0 thousand fas o
December 31, 2012, and, under The Insurance LathefCayman Islands, SALIC must maintain a minimum
capital of $240.0 thousand. There were no statugstrictions on the payment of dividends fronaie¢d earnings
by any of the Bermuda or Cayman subsidiaries asrtimmum statutory capital and surplus requirememtse
satisfied by the share capital and additional jraickpital of each of the subsidiaries.

SRD is required by the Central Bank of Ireland (tB8entral Bank”) to maintain a minimum level of gaip
share capital. The Central Bank has put certadtrictions in place on the ability of SRD to makeidend
payments from profits available for distributiontiin the meaning of the Companies (Amendment) 2883. On
July 15, 2006, Statutory Instrument 380 (“SI 386f)2006 transposed into Irish law the European br@muncil
Directive 2005/68/EC, which establishes a regulategime for reinsurance organizations and defim@gmum
requirements for certain liabilities, assets baghkimose liabilities, and surplus. At December 2012 and 2011,
SRD had a solvency margin of 178% and 195%, resdgt These percentages were based on the alailab
capital versus a minimum capital amount, whicteguired to be held under Schedule 2 of SI 380.

SALIC is a party to a net worth maintenance agregméth SRD, pursuant to which SALIC effectively
guarantees SRD’s regulatory solvency.
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Statutory Requirements for U.S. Subsidiaries

Our Delaware-domiciled reinsurance subsidiariesySRand SRLC, prepare their statutory-basis findncia
statements on the basis of statutory accountingtipes prescribed or permitted by the State of Wata for
determining and reporting the financial conditiondaresults of operations of an insurance compary fan
determining solvency under Delaware Insurance Lawhe Department has adopted Statutory Accounting
Principles, which are included in the National Agation of Insurance Commissionestcounting Practices and
Procedures Manualas a component of prescribed accounting practiceRUS and SRLC did not utilize any
permitted accounting practices during the yeargdmaecember 31, 2012 and 2011.

Prior to completion of the Orkney | Unwind Transant Orkney Re was another Delaware-domiciled
reinsurance subsidiary. Please refer to Note 6ll&@ral Finance Facilities and SecuritizatioruStures -Orkney |
Unwind Transactiot) for information regarding the dissolution of Qrky Re.

The following table presents, for each of our Usnsurance subsidiaries, the statutory capitalsamglus as
of December 31, 2012 and 2011 and the statutorynneme (loss) for the years ended December 312,22011,
and 2010, as reflected in each company’s most tetatutory financial statement filings with theetment.

Statutory Capital & Surplus Statutory Net Income (Loss)
(U.S. dollars in thousands) 2012 2011 2012 2011 2010
SRUS ..o $ 193488 $ 328626 $ (28,534) $ (199667) $ 49,397
SRLC ..o $ 26502 $ 44460 $ (40416) $ (22334) $ (7,39)
OrKNEY RE™ ... $ - % - 8 - 3 - $ 22194

* With the Department’s approval, in connectiontwihe Orkney | Unwind Transaction, Orkney Re ditl make a statutory
financial statement filing for the year ended Deben31, 2011.

As of December 31, 2012 and 2011, SRUS and SRL@egbed all minimum risk-based capital (“RBC")
requirements for life and health insurance companiehe company action level RBC percentage at idbee 31,
2012 for SRUS and SRLC was 328% and 127%, respdgtias filed with the Department. The companyoact
level RBC percentage at December 31, 2011 for SRUBESRLC was 527% and 219%, respectively, as Vit
the Department. SALIC is a party to net worth neance agreements with SRUS and SRLC, pursuamhitd
SALIC effectively guarantees SRUS’s and SRLC's tatquy solvency.

The maximum dividend payout that can be made by SRhd SRLC without prior approval of the Insurance
Commissioner of the State of Delaware (the “Comiorgx”) is limited to the greater of the net gamorh
operations for the preceding year or 10% of stayusnirplus as of the preceding year-end, not exngegarned
surplus. The applicable statutory provisions guéymit an insurer to pay a shareholder dividendhftomassigned
surplus. Unassigned surplus for SRUS and SRLCemeber 31, 2012 and 2011 was negative. Accosdingl
SRUS and SRLC cannot pay dividends in 2013 wittioeifprior approval of the Commissioner.
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In connection with the 2007 New Capital Transactowl the completion of the Merger, the Investoris fadi
of our equity voting power along with the right designate members of our Board. Please refer te Nb,
“Mezzanine Equity — Convertible Cumulative Partatipg Preferred Shares” for information regardihg 2007
New Capital Transaction and the Merger Agreement.

MassMutual Capital

For the years ended December 31, 2012, 2011, ah@d, 28 had premiums earned of $17.8 million, $16.1
million, and $15.7 million, respectively, assocthteith Massachusetts Mutual Life Insurance Compaheg,
ultimate parent of MassMutual Capital, and CM LUifieurance Company, an affiliate of MassMutual GapiAs of
December 31, 2012 and 2011, we had net receivaolesMassachusetts Mutual Life Insurance Compardy @l
Life Insurance Company, of $4.0 million and $3.7liom, respectively.

We also incurred $2.3 million, $2.4 million, and.$2million for investment management fees payable t
Babson Capital Management LLC, a subsidiary of Whgsal Capital, for the years ended December 31220
2011, and 2010, respectively.

Cypress Entities

For as long as Cypress Merchant B Partners Il (@ayrh.P., Cypress Merchant B 1I-A C.V., Cypressesid
By-Side (Cayman) 25 L.P. and 55th Street Partner@Chyman) L.P. (collectively, the “Cypress Entiig
beneficially owned in the aggregate at least 2.5%uo outstanding voting shares on a fully-dilutessis, they were
entitled to designate at least one individual fecton to the Board. The Cypress Entities ownaltectively 4.3%
of our outstanding voting shares on a fully-diluteasis as of December 31, 2010, and had a repatisentn the
Board. These shares were cancelled in exchang®ldoger consideration as part of the Merger andGipress
Entities’ director subsequently resigned from tluail.

During 2010, we sold our entire investment ($3.%iom) in Cypress Sharpridge Investments, Inc.,ahhis an
affiliate of the Cypress Entities. During the yesded December 31, 2010, we received $0.4 miitodividend
income from our investment in Cypress Sharpridgesiments, Inc.

Cerberus

As disclosed in Note 9, “Collateral Finance Faigit and Securitization StructuresOrkney | Unwind
Transactiofi, Cerberus acquired from one or more unaffiliateild parties $700.0 million in aggregate principal
amount of the Orkney Notes in 2009. Orkney | patdrest of $3.2 million and $6.2 million on thekbey Notes
that were owned by Cerberus during 2011 and 2@&Kperctively. These Orkney Notes were repurchagedHi_,
at a discount to the aggregate principal amounpaasof the Orkney | Unwind Transaction.

Investment in Cerberus Affiliated Fund

On March 26, 2012, SALIC executed subscription deents pursuant to which SALIC committed to make an
investment of up to an aggregate $30.0 million mnimvestment fund affiliated with and controlledredtly or
indirectly, by Cerberus (the “Cerberus Affiliatedirfel”). As of December 31, 2012, SALIC had inves$id.8
million of its total commitment, which investmens$ iincluded in Other Investments on the accompanying
Consolidated Balance Sheets at a carrying val$d.5f8 million.

For further discussion on related party transastiphease refer to Note 18, “Subsequent Everitsrestment in
Cerberus Affiliated Fund
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The subsequent events disclosed in these notég toohsolidated financial statements have beeuatea by
Company management up to and including the filihthe consolidated financial statements on March2®1.3.

Non-declaration of Dividends on Perpetual Preferr&hares

In accordance with the relevant financial testseuritle terms of the Perpetual Preferred SharesBoard was
precluded from declaring and paying a dividendl@nanuary 15, 2013 dividend payment date, ana result, did
not declare and pay a dividend on such date.

Deferral of Interest Payments on the Capital andust Preferred Securities

Subsequent to December 31, 2012, we began deféntergst payments as of January 29, 2013 on opitdla
and Trust Preferred Securities (as outlined in Nbde “Debt Obligations and Other Funding Arrangetsgn
These deferrals are permitted by terms of the inges governing the Capital and Trust Preferrecufges and
have been made at the discretion of our Board.ofAdarch 27, 2013, we had accrued and deferred payon a
total of $1.2 million of interest on the Capitaldafirust Preferred Securities.

Capital and Trust Preferred Securities

On January 31, 2013, SRGL agreed to acquire, imiatp transaction, approximately $13.0 million in
aggregate liquidation amount of Trust Preferreduites Due 2034, at a purchase price of $520.0Geeurity.

Orkney Re I

On the scheduled interest payment date of FebrLar2013, Orkney Re Il was unable to make scheduled
interest payments on the Series A-1 Notes. AsaltteAssured made guarantee payments on the SefieNotes
in the amount of $0.7 million.

Investment in Cerberus Affiliated Fund

Subsequent to December 31, 2012, SALIC investegupmt to capital calls, an additional $5.3 millionthe
Cerberus Affiliated Fund and, as of March 27, 20had invested $19.1 million of its $30.0 milliontab
commitment.

Plan of Merger of Subsidiaries

On January 14, 2013, SRUS and its wholly-owned ididry, SRLC, entered into an Agreement and Plan of
Merger. Upon the terms and subject to the conulititherein, including receipt of all required apgis, and in
accordance with the provisions of Section 253 ef Elelaware General Corporation Law and Section 4930e
Delaware Insurance Code, SRLC will be merged witd mto SRUS, with SRUS continuing as the surviving
corporation (the “SRUS/SRLC Merger”). The SRUS/ERMerger is expected to become effective priorunel
30, 2013; however, there can be no assurancehéatanditions to effectiveness, including obtainihg required
regulatory approvals, will be satisfied by suchajnf at all. The SRUS/SRLC Merger will have ndeet on the
Company’s consolidated financial position and ressof operations.
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