EDGAROnline

ENSTAR GROUP LTD

FORM 10-K

(Annual Report)

Filed 03/16/07 for the Period Ending 12/31/06

Telephone
CIK
Symbol
SIC Code
Industry
Sector
Fiscal Year

441-292-3645

0001363829

ESGR

6799 - Investors, Not Elsewhere Classified
Misc. Financial Services

Financial

12/31

Powere d By ED‘GA;Rbn]ine

http://www.edgar-online.com

© Copyright 2013, EDGAR Online, Inc. All Rights Reserved.

Distribution and use of this document restricted under EDGAR Online, Inc. Terms of Use.


http://www.edgar-online.com

Table of Contents



Table of Contents

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

Form 10-K

FOR ANNUAL AND TRANSITION REPORTS
PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934

M ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE

SECURITIES EXCHANGE ACT OF 1934
For the fiscal year ended December 31, 20!

or
O TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE
SECURITIES EXCHANGE ACT OF 1934

For the transition period from to

Commission File Number 001-33289

ENSTAR GROUP LIMITED

(Exact name of registrant as specified in its cegrt

BERMUDA N/A
(State or other jurisdiction of (I.LR.S. Employer
incorporation or organization Identification No.)

P.O. Box HM 2267
Windsor Place, 3 Floor, 18 Queen Street
Hamilton HM JX

Bermuda
(Address of principal executive offices, includiigg code)

Registrant’s telephone number, including area code(441) 292-3645
Securities registered pursuant to Section 12(b) dfie Act:

Title of Each Class Name of Each Exchange on Which Register:
Ordinary shares, par value $1.00 per sl The NASDAQ Stock Market LL(
Securities registered pursuant to Section 12(g) t¢fie Act:
None

Indicate by check mark if the registrant is a vkelbwn seasoned issuer, as defined in Rule 405%cd$#turities
Act. YesO No &

Indicate by check mark if the registrant is notuiegd to file reports pursuant to Section 13 orti®ecl5(d) of the
Act. Yes O No ¥

Indicate by check mark whether the registrant € filed all reports required to be filed by Secti® or 15(d) of the
Securities Exchange Act of 1934 during the preagedia months (or such shorter period that the registvas required to
file such reports), and (2) has been subject th filing requirements for the past 90 days. Y#s No O

Indicate by check mark if disclosure of delinquidletrs pursuant to Item 405 of Regulation S-K i¢ oontained herein,
and will not be contained, to the best of regidtsaknowledge, in definitive proxy or information t&ments incorporated |
reference in Part IIl of this Form 10-K or any amerent to this Form 10-K.

Indicate by check mark whether the registrantngdaccelerated filer, and accelerated filer, noa-accelerated filer.
See definition of “accelerated filer and large d&@ed filer” in Rule 12b-2 of the Act.

Large accelerated fileEl Accelerated filerv Non-accelerated fileEl

Indicate by check mark whether the registrantshell company (as defined in Rule 12b-2) of theHaxge Act. Yes
O No M

The aggregate market value the voting and non-gatmmon equity held by non-affiliates, computed-dference to
the closing price as of the last business day efHihstar Group, Inc.’s, the registrangiredecessor, most recently compl
second fiscal quarter, June 30, 2006, was appra&iy;n$353,351,916.54.

As of March 12, 2007, the registrant had outstagdih, 779,335 ordinary shares, $1.00 par value lpames

DOCUMENTS INCORPORATED BY REFERENCE



Portions of the registrant’s definitive proxy statnt to be filed with the Securities and Exchangenfission pursuant
to Regulation 14A relating to its 2007 annual megebtf shareholders are incorporated by referen&ait Il of this
Form 10-K.




Table of Contents

Page
PART |
Item 1 Business 3
Item 1A Risk Factors 32
Item 1B  Unresolved Staff Commen 42
Item 2 Properties 43
ltem 3 Legal Proceeding 43
ltem 4 Submission of Matters to a Vote of Security Holc 43
PART Il
Iltem 5 Market for the Registrant’s Common Equity, Relatéatters and Issuer Purchases of Equity
Securities 43
Item 6 Selected Financial Da 46
Item 7 Managemer's Discussion and Analysis of Financial Conditiod &esults of Operatior 47
Iltem 7A  Quantitative and Qualitative Information about MetrRisk 77
Item 8 Financial Statements and Supplementary | 79
Item 9 Changes in and Disagreements with Accountants @ouing and Financial Disclosu 117
Item 9A  Controls and Procedur 117
Iltem 9B  Other Informatior 117
PART III
Iltem 10 Directors and Executive Officers of the Registt 11€
Iltem 11  Executive Compensatic 11€
Iltem 12  Security Ownership of Certain Beneficial Owners dahagement and Related Stockholder
Matters 11€
Iltem 13 Certain Relationships and Related Transact 11¢€
Iltem 14  Principal Accounting Fees and Servii 11¢€
PART IV
Iltem 15 Exhibits and Financial Statement Schedi 11¢

List of Subsidiarie:

Certification of Chief Executive Officer pursuantRule 13a-14(a) or Rule 15d-14(a) of the Secusritied
Exchange Act of 193

Certification of the Chief Financial Officer pursudao Rule 13a-14(a) or 15d-14(a) of the Secur#ied Exchange
Act of 1934

Certification of Chief Executive Officer pursuant18 U.S.C. Section 13t

Certification of Chief Financial Officer pursuant18 U.S.C. Section 13¢

Description of Share Capit




Table of Contents

PART I

ITEM 1. BUSINESS
Background

Enstar Group Limited (formerly Castlewood Holdingmited), or Enstar, was formed in August 2001 unde
the laws of Bermuda to acquire and manage insurangeeinsurance companies in run-off, and to plevi
management, consulting and other services to thgamce and reinsurance industry. On January 3T, Enhstar
completed the merger, or the Merger, of CWMS SuasjdCorp., a Georgia corporation and wholly-owned
subsidiary of Enstar, or CWMS, with and into Thestan Group Inc., a Georgia corporation, or EGl aAgsult of
the Merger, EGI, renamed Enstar USA, Inc., is nomhally-owned subsidiary of Enstar. Prior to therlykr, EGI
owned an approximately 32% economic and 50% vatitegest in Enstar.

In addition, immediately prior to the closing oktMerger, Enstar completed a recapitalization pamsto
which it: (1) exchanged all of its outstanding &saof Enstar; (2) designated its initial Board d@felotors
immediately following the Merger; (3) repurchasedtain of its shares held by Trident Il, L.P. ateddffiliates;

(4) made payments totaling $5,076,000 to certaitsafxecutive officers and employees as an inceriti remain
with Enstar following the Merger; and (5) purchasdough its wholly-owned subsidiary, Castlewoadnhited, the
shares of B.H. Acquisition Ltd., a Bermuda compdreld by an affiliate of Trident Il, L.P.

Company Overview

Since its formation, Enstar, through its subsiéisrhas completed several acquisitions of insurande
reinsurance companies and is now administeringethasinesses in run-off. Enstar derives its netiegs from the
ownership and management of these companies piynbgrsettling insurance and reinsurance claimsuwehe
recorded loss reserves and from returns on théofiorbf investments retained to pay future claitmsaddition,
Enstar has formed other businesses that providegeament and consultancy services, claims inspestornces
and reinsurance collection services to Enstariais and third-party clients for both fixed andss-based fees.

In the primary (or direct) insurance business,itiserrer assumes risk of loss from persons or orgéions that
are directly subject to the given risks. Such risksy relate to property, casualty, life, accidéeglth, financial or
other perils that may arise from an insurable everthe reinsurance business, the reinsurer agoaademnify an
insurance or reinsurance company, referred toeasdting company, against all or a portion of tiseifance risks
arising under the policies the ceding company hédisen or reinsured. When an insurer or reinsuteps writing
new insurance business, either entirely or witlpeesto a particular line of business, the insusdnsurer, or the
line of discontinued business is in run-off.

In recent years, the insurance industry has expegi significant consolidation. As a result of thimsolidatiol
and other factors, the remaining participants @itidustry often have portfolios of business thateither
inconsistent with their core competency or prowdeeessive exposure to a particular risk or segoietiite market
(i.e., property/casualty, asbestos, environmedisdctor and officer liability, etc.). These nonre@and/or
discontinued portfolios are often associated witeptially large exposures and lengthy time perioefore
resolution of the last remaining insured claimsilésg in significant uncertainty to the insurerreinsurer covering
those risks. These factors can distract managemigwe, up the cost of capital and surplus for tigurer or
reinsurer, and negatively impact the insurer’'saimsurer’s credit rating, which makes the dispo$ahe unwanted
company or portfolio an attractive option. Alterimaty, the insurer may wish to maintain the busies its balance
sheet, yet not divert significant management atiartb the run-off of the portfolio. The insurerminsurer, in
either case, is likely to engage a third partyhsag Enstar, that specializes in run-off managenoeptrchase the
company or portfolio, or to manage the companyastfplio in run-off.

In the sale of a run-off company, a purchaser, siscEnstar, typically pays a discount to the baalker of the
company based on the risks assumed and the relative to the seller of no longer having to manhgecompany
in run- off. Such a transaction can be beneficgaht seller because it receives arfngpt payment for the compat
eliminates the need for its management to devoteatiantion to the disposed company and removes the
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risk that the established reserves related touheff business may prove to be inadequate. THersslalso able to
redeploy its management and financial resourcés tmre businesses.

Alternatively, if the insurer or reinsurer hireghird party, such as Enstar, to manage its rurbo$iness, the
insurer or reinsurer will, unlike in a sale of thesiness, receive little or no cash up front. ladfeghe management
arrangement may provide that the insurer or regrswill share in the profits, if any, derived frahe run-off with
certain incentive payments allocated to the rumwdhager. By hiring a ruaff manager, the insurer or reinsurer
outsource the management of the run-off businesggerienced and capable individuals, while allgnis own
management team to focus on the insurer’s or regn'sucore businesses. Enstar’s desired approactat@aging
run-off business is to align its interests with thierests of the owners through both fixed managgrfees and
certain incentive payments. Under certain managéareangements to which Enstar is a party, howevegceives
only a fixed management fee and does not receiyénaentive payments.

Following the purchase of a run-off company oréhgagement to manage a run-off company or portédlio
business, it is incumbent on the new owner or mantgconduct the run-off in a disciplined and pssional
manner in order to efficiently discharge the lidilds associated with the business while preseraimdjmaximizing
its assets. Enstar’s approach to managing its eesjabmpanies in run-off as well as raffi-companies or portfolic
of businesses on behalf of third-party clientsudels negotiating with third-party insureds andgeieds to
commute their insurance or reinsurance agreemeainfagreed upon up-front payment by Enstar, othind-party
client, and to more efficiently manage paymentinsiirance and reinsurance claims. Enstar attemptsmonute
policies with direct insureds or reinsureds in oreeliminate uncertainty over the amount of fetakaims.
Commutations and policy buyacks provide an opportunity for the company taé exposures to certain policies ¢
insureds generally at a discount to the ultimatkility and provide the ability to eliminate exposuo further losse
Such a strategy also contributes to the reductidhe length of time and future cost of the run-off

Following the acquisition of a company in run-aff,new consulting engagement, Enstar will spené tim
analyzing the acquired exposures and reinsurameévebles on a policyholder-by-policyholder ba3isis analysis
enables Enstar to identify a target list, basethemature and value of exposures, of those pasicgns and
reinsurers it wishes to approach to discuss comtroatar policy buy-back. Furthermore, following thequisition
of a company in run-off, or new consulting engagemenstar will often be approached by policyhotder
reinsurers requesting commutation or policy buykb&t these instances Enstar will also carry ofutileanalysis of
the underlying exposures in order to determineviability of a proposed commutation or policy bbgek. From th
initial analysis of the underlying exposures it ntake several months, or even years, before a caatiow or polic
buy-back is completed. In a number of cases, it&remd the policyholder or reinsurer are unabletzh a
commercially acceptable settlement, the commutadiguolicy buy-back may not be achievable, in wigelse
Enstar will continue to settle valid claims fronetpolicyholder, or collect reinsurance receivalfilem the reinsure
as they become due.

Insureds and reinsureds are often willing to conenwith Enstar, subject to receiving an acceptadiesnent,
as this provides certainty of recovery of what otlise may be claims that are disputed in the fytanel often
provides a meaningful up-front cash receipt thitt) the associated investment income, can provisteuace of
funds to meet future claim payments or even comtiautaf their underlying exposure. As such, subject
negotiating an acceptable settlement, all of Efssilasurance and reinsurance liabilities and reiaisce receivables
are able to be either commuted or settled by wayob€y buy-back over time. Many sellers of companihat
Enstar acquires have secure claims paying rating®agoing underwriting relationships with insureahsl
reinsureds which often hinders their ability to ecouote the underlying insurance or reinsurance pdidenstar’s
lack of claims paying rating and its lack of potahtonflicts with insureds and reinsureds of comipa it acquires
provides a greater ability to commute the newlyusreml policies than that of the sellers.

Enstar also attempts, where appropriate, to negddaorable commutations with reinsurers by sequtihe
receipt of a lump-sum settlement from the reinsim@omplete satisfaction of the reinsurer’s lidgiln respect of
any future claims. Enstar, or the third-party dijes then fully responsible for any claims in faéure. Enstar
typically invests proceeds from reinsurance comtiurta with the expectation that such investmentspmduce
income, which, together with the principal, will bafficient to satisfy future obligations with res to the acquired
company or portfolio.
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Strategy

Enstar’s corporate objective is to generate retameapital that appropriately reward it for riskassumes.
Enstar intends to achieve this objective by exequtie following strategies:

« Establish Leadership Position in the F-Off Market by Leveraging Management's Experienté a
Relationships Enstar intends to continue to utilize the extem&xperience and significant relationships of
its senior management team to establish itselfleader in the run-off segment of the insurance and
reinsurance market. The strength and reputatidnetar's management team is expected to generate
opportunities for Enstar to acquire or manage canigsaand portfolios in run-off, to price effectiyeahe
acquisition or management of such businesses naost,importantly, to manage the run-off of such
businesses efficiently and profitab

« Professionally Manage ClaimsEnstar is professional and disciplined in managiagns against run-off
companies and portfolios it owns or manages. Erstaanagement understands the need to disposetaih
risks expeditiously and cost-effectively by consitaanalyzing changes in the market and efficiestitling
claims with the assistance of its experienced dadjusters and in-house and external legal coundein
Enstar acquires or begins managing a company tfioporit initially determines which claims are el
through the use of experienced in-house adjustetlaims experts. Enstar pays valid claims omaly
basis, and looks to well-documented policy exclasiand coverage issues where applicable and ésgat
when necessary to avoid invalid claims under exgspiolicies and reinsurance agreeme

« Commutation of Assumed Liabilities and Ceded Reamae Assets.Using detailed analysis and actuarial
projections, Enstar negotiates with the policyhdd® the insurance and reinsurance companiesrdofias
it owns or manages with a view to commuting insoeaaind reinsurance liabilities for an agreed ugon u
front payment at a discount to the ultimate liapilSuch commutations can take the form of poliay-backs
and structured settlements over fixed periodsneétiEnstar also negotiates with reinsurers to cot@aimeir
reinsurance agreements providing coverage to Esstalpsidiaries on terms that Enstar believes to be
favorable based on then-current market knowledgsetdE invests the proceeds from reinsurance
commutations with the expectation that such investsiwill produce income, which, together with the
principal, will be sufficient to satisfy future abhtions with respect to the acquired company otfgl.

« Continue Commitment to Highly Disciplined Acqusiti Management and Reinsurance Practic&nstar
utilizes a disciplined approach to minimize riskdancrease the probability of positive operatingufes from
acquisitions and companies and portfolios it masaBgestar carefully reviews acquisition candidated
management engagements for consistency with acesinmg its long-term objective of producing positiv
operating results. Enstar focuses its investigatiothe risk exposure, claims practices, resergeirements,
outstanding claims and its ability to price an asigion or engagement on terms that will providsifive
operating results. In particular, Enstar carefodlyiews all outstanding claims and case reservesfalows
a highly disciplined approach to managing allocdtsd adjustment expenses, such as the cost afstefe
counsel, expert witnesses, and related fees arehegp

« Manage Capital Prudently.Enstar manages its capital prudently relativesaigk exposure and liquidity
requirements to maximize profitability and longrtegrowth in shareholder value. Enstar’s capital
management strategy is to deploy capital efficietttlacquisitions, reinsurance opportunities anestablish
(and reestablish, when necessary) adequate loss reserpestéct against future adverse developme

Acquisition of Insurers or Portfolios in Run-Off

Enstar specializes in the negotiated acquisiti@hraanagement of insurance and reinsurance compamies
portfolios in run-off. Enstar approaches, or israghed by, primary insurers or reinsurance praogidath
portfolios of business to be sold or managed iraffinEnstar evaluates each opportunity presenyechbefully
reviewing the portfolio’s risk exposures, claim gliees, reserve requirements and outstanding clantsseeking
an appropriate discount and/or seller indemniftoatp reflect the uncertainty contained in the fodid’s reserves.
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Based on this initial analysis, Enstar can deteenfia company or portfolio of business would adtle to its
current portfolio of run-off business. If Enstatel@nines to pursue the purchase of a company Hoffyit then
proceeds to price the acquisition in a mannerliebes will result in positive operating resultssbd on certain
assumptions including, without limitation, its atyilto favorably resolve claims, negotiate withedit insureds and
reinsurers, and otherwise manage the nature afgke posed by the business.

With respect to its U.K. and Bermudian insuranoce @insurance subsidiaries, Enstar is able to pursu
strategies to achieve complete finality and coneltie run-off of a company by promoting a solveriesne of
arrangement whereby a local cosanctioned scheme, approved by a statutory majofriepting creditors, provide
for a one-time full and final settlement of an irece or reinsurance company’s obligations toadtgpholders.

Acquisitions to Date

In November 2001, a wholly-owned subsidiary of Bnsbmpleted the acquisition of two reinsurance
companies in run-off, River Thames Insurance Compamited, or River Thames, based in London, Endlaand
Overseas Reinsurance Corporation Limited, or Oesr&einsurance, based in Bermuda. The total purgivace of
River Thames and Overseas Reinsurance was apprekyn$d 5.2 million.

In August 2002, Enstar purchased Hudson Reinsur@onogpany Limited, or Hudson, a Bermuda-based
company, for approximately $4.1 million. Hudsomeeired risks relating to property, casualty andkexs’
compensation on a worldwide basis, and Enstarisadministering the run-off of its claims.

In March 2003, Enstar and Shinsei Bank, LimitedSbmsei, completed the acquisition of The Toa-Re
Insurance Company (UK) Limited, a London-based &lidny of The Toa Reinsurance Company, Limited, for
approximately $46.4 million. Upon completion of thansaction, Toa-Re's name was changed to Hileot
Limited. Hillcot Re Limited underwrote reinsurangesiness throughout the world between 1980 and,198dn it
stopped writing new business and went into run-fie acquisition was effected through Hillcot Holgk Ltd., or
Hillcot, a Bermuda company, in which Enstar ha® 4% economic interest and a 50% voting interesicadd is
included in Enstar’s consolidated financial stateteewith the remaining 49.9% economic interedecéd as
minority interest. J. Christopher Flowers, a mendfesur board of directors and one of our largéstreholders, is a
director and the largest shareholder of Shinsestdfis results of operations include the results ofddilRe Limitec
from the date of acquisition in March 2003.

During 2004, Enstar, through one of its subsidgre@mpleted the acquisition of Mercantile Indemnit
Company Ltd., or Mercantile, Harper Insurance Ladi{formerly Turegum Insurance Company), or Harged,
Longmynd Insurance Company Ltd. (formerly Seculrizurance Company (UK) Ltd.), or Longmynd, all dfiah
were in run-off, for a total purchase price of apgmately $4.5 million. Enstar recorded an extramady gain of
approximately $21.8 million in 2004 relating to tlecess of the fair value of the net assets aadjover the cost of
these acquisitions.

In May 2005, Enstar, through one of its subsid&grpirchased Fieldmill Insurance Company Limitexr(ferly
known as Harleysville Insurance Company (UK) Lirdjtéor approximately $1.4 million.

In March 2006, Enstar and Shinsei, through Hillcoimpleted the acquisition of Aioi Insurance Compah
Europe Limited, or Aioi Europe, a London-based glibsy of Aioi Insurance Company, Limited. Aioi Eape has
underwritten general insurance and reinsurancenbssiin Europe for its own account from 1982 @#ab2 when it
generally ceased underwriting and placed its géimesarance and reinsurance business into runto#é. aggregate
purchase price paid for Aioi Europe was £62 milljlapproximately $108.9 million), with £50 million icash paid
upon the closing of the transaction ari@ #nillion in the form of a promissory note, payabhkelve months from tt
date of the closing. Upon completion of the tratisac Aioi Europe changed its name to Brampton tasae
Company Limited. Enstar recorded an extraordinain gf approximately $4.3 million, net of minorityterest, in
2006 relating to the excess of the fair value efribt assets acquired over the cost of this atiguisin April 2006,
Hillcot Holdings Limited borrowed approximately $4dillion from a London-based bank to partially assvith the
financing of the Aioi Europe acquisition. Followiagrepurchase by Aioi Europe of its shares valded a




Table of Contents

£40 million in May 2006, Hillcot Holdings repaiddlpromissory note and reduced the bank borrowing to
$19.2 million, which is repayable in April 2010

In October 2006, Enstar, through its subsidiangWiia Holdings Ltd., or Virginia, purchased Cavdbldings
Limited (U.K.), or Cavell, for approximately £31n8illion (approximately $59.5 million). Cavell owmsU .K.
reinsurance company and a Norwegian reinsurer, dfothich wrote portfolios of international reinsumce busine:
and went into run-off in 1993 and 1992, respecjivéhe purchase price was funded by $24.5 milliorrdwed
under a facility loan agreement with a London-basaak and available cash on hand.

In November 2006, Enstar, through Virginia, pur@thbnione Italiana (U.K.) Reinsurance Company Léuhjt
or Unione, a U.K. company, for approximately $1miflion. Unione underwrote business from the 1%4iough t
1995. Prior to acquisition, Unione closed the migjasf its portfolio by way of a solvent schemeasfangement in
the U.K. Unione’s remaining business is a portfalionternational insurance and reinsurance whah lbeen in run-
off since 1971. The purchase price was borroweih facsubsidiary of Enstar’s equity owned affiliBet.
Acquisition Ltd.

Enstar recorded an extraordinary gain of $26.7ionilin the fourth quarter of 2006 relating to theess of the
fair value of the net assets acquired over thesafsCavell and Unione.

On January 31, 2007, Enstar completed the Merg€MdMS with and into EGI and, as a result, EGI, reed
Enstar USA, Inc., is now a wholly-owned subsidiaf\Enstar. Prior to the Merger, EGI owned approxeha32%
economic and 50% voting interests in Enstar. Assalt of the completion of the Merger, B.H. Acqtigsi Limited,
or B.H. Acquisition, is now a wholly-owned subsigiaf Enstar.

On February 23, 2007, Enstar through Oceania Ho#dirid, its wholly-owned subsidiary, completed the
acquisition of Inter-Ocean Holdings Ltd. (“Inter-€m”). The total purchase price was approximatBlg iillion,
which was funded by $26.8 million borrowed undéagility loan agreement with a London-based bart an
available cash on hand. Inter-Ocean owns two reémspone based in Bermuda and one based in Ireaoil of
these companies wrote international reinsurancehaddn place retrocessional policies providingtfar full
reinsurance of all of the risks they assumed.

On June 16, 2006, a wholly-owned subsidiary of &nshtered into a definitive agreement with Dukies®
Holdings, L.P., a portfolio company of GSC Partnéos the purchase of a minority interest in a Uh8lding
company that owns two property and casualty insurased in the United States, both of which areriroff.
Completion of the transaction is conditioned onpagother things, governmental and regulatory amdsoand
satisfaction of various other closing conditions.aconsequence, Enstar cannot predict if or whisriransaction
will be completed.

Management of Run-Off Portfolios

Enstar is a party to several management engageimersisant to which it has agreed to manage thefiun-
portfolio of a third party. Such arrangements atesatageous for third-party insurers because thew a third-
party insurer to focus their management effortshair core competency while allowing them to maimthe
portfolio of business on their balance sheet. litawh, Enstar’s expertise in managing portfolingun-off allows
the third-party insurer the opportunity to potelyiaealize positive operating results if Enstahi@wves its objectives
in management of the run-off portfolio. Enstar sakzes in the collection of reinsurance receivalit@ough its
indirect subsidiary Kinsale Brokers Limited. Thréugnstar's subsidiaries, Castlewood (US) Inc. arah@ore
Adjusters Limited, Enstar also specializes in pdowj claims inspection services whereby Enstangaged by
third-party insurance and reinsurance providergwiew certain of their existing insurance and seilance
exposures, relationships, policies and/or clainstohy.

Enstar’s primary objective in structuring its maeagent arrangements is to align the third-partyriessi
interests with those of Enstar. Consequently, mamemt agreements typically are structured so thatdE receives
fixed fees in connection with the management ofrtlreoff portfolio and also typically receives @rt incentive
payments based on a portfolio’s positive operatasylts.
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Management Agreements

Enstar has entered into approximately 11 manageaggaements with third-party clients to manageagert
run-off portfolios with gross loss reserves (as of Deber 31, 2006) of approximately $3 billion. Thedegnerate
by these engagements include both fixed and incefidsed remuneration based on Enstar’'s succes$ieving
certain objectives. These agreements do not indhugleecurring engagements managed by Enstartaglai
inspection and reinsurance collection subsidiafi@ganmore Adjusters Limited and Kinsale Brokers itérmd,
respectively.

Claims Management and Administration

An integral factor to Enstar's success is its &pilb analyze, administer, manage and settle claindsrelated
expenses, such as loss adjustment expenses. Erdgéms teams are located in different officesimiits
organization and provide global claims support.t&nkas implemented claims handling guidelines@aitns
reporting and control procedures in all of its laiunits. To ensure that claims are handled anutteghin
accordance with these guidelines, all claims matiee reviewed regularly, with all material claimatters being
circulated to and reviewed by management priongoaction being taken.

When Enstar receives notice of a claim, regardd¢size and regardless of whether it is a paichtlaquest or
areserve advice, it is reviewed and recorded withiclaims system reserving Enstar’s rights wiagmeropriate.
Claims reserve movements and payments are revidaigd with any material movements being reported t
management for review. This enables “flash repgttof significant events and potential insuranceesnsurance
losses to be communicated to senior managemendwide on a timely basis irrespective from which graphical
location or business unit location the exposurgesti

Enstar also is able to efficiently manage claims alptain savings through its extensive relatiornshjih
defense counsel (both in-house and external),-thartly claims administrators and other professianisors and
experts. Enstar has developed relationships andqmis to reduce the number of outside counselomgalidating
claims of similar types and complexity with appriape law firms specializing in the particular typieclaim. This
approach has enabled Enstar to more efficientlyagamutside counsel and other third parties, tlyeretiucing
expenses, and to establish closer relationshigsceiding companies.

When appropriate, Enstar negotiates with direatrieds to buy back policies either on favorable seamto
mitigate against potential future indemnity expesuand legal costs in an uncertain and constantllyiag legal
environment. Where appropriate, Enstar also pursoesnutations on favorable terms with ceding corgsaof
reinsurance business in order to realize savings mitigate against potential future indemnity espres and legal
costs. Such buy-backs and commutations eliminhfeaat, present and future liability to direct instdss and
reinsureds in return for a lump sum payment.

With regard to reinsurance receivables, Enstar gesaash flow by working with reinsurers, brokerd a
professional advisors to achieve fair and promghpnt of reinsured claims, taking appropriate legdion to
secure receivables where necessary. Enstar atsoptt where appropriate to negotiate favorable cotations witl
its reinsurers by securing a lump sum settlememh freinsurers in complete satisfaction of the naiess past,
present and future liability in respect of suchirag Properly priced commutations reduce the expensadjusting
direct claims and pursuing collection of reinsueneceivables (both of which may often involve egtee legal
expense), realize savings, remove the potentiatdutolatility of claims and reduce required regoig capital.

Reserves for Unpaid Losses and Loss Adjustment Expse

Applicable insurance laws and generally acceptedwatting practices require Enstar to maintain reseto
cover its estimated losses under insurance polibetst has assumed and for loss adjustment egpens AE,
relating to the investigation, administration aettlement of policy claims. Enstar’s LAE reservessist of both
reserves for allocated loss adjustment expensds, AE, and for unallocated loss adjustment expensebs/LAE.
ALAE are linked to the settlement of an individaédim or loss, whereas ULAE reserve is based oiCtirapany’s
estimates of future costs to administer the claims.
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Enstar and its subsidiaries establish losses arifileserves for individual claims by evaluating meed claims
on the basis of:

« its knowledge of the circumstances surroundingcthin;

« the severity of the injury or damag

« the jurisdiction of the occurrenc

« the potential for ultimate exposul

« the type of loss; an

« its experience with the line of business and pdlicyvisions relating to the particular type of ota

Because a significant amount of time can lapse d&tvthe assumption of risk, the occurrence of adesent,
the reporting of the event to an insurance or tgarsce company and the ultimate payment of thenctai the loss
event, the liability for unpaid losses and LAE &sbd largely upon estimates. Enstar’'s managemesttusa
considerable judgment in the process of develotfinge estimates. The liability for unpaid losses laAE for
property and casualty business includes amoungsrdited from loss reports on individual cases andumts for
losses incurred but not reported, or IBNR. Suckmess, including IBNR reserves, are estimated byagament
based upon loss reports received from ceding cormpasupplemented by Enstar’s own estimates oétoky
which no ceding company loss reports have yet beegived.

In establishing reserves, management also consadararial estimates of ultimate losses. Enstatsaaies
employ generally accepted actuarial methodologigsprocedures to estimate ultimate losses ancelkgssnses. In
addition, a loss reserve study is prepared by dependent actuary annually in order to provide tamthl insight
into the reasonableness of Enstar’s reserves $setoand loss expenses.

Enstar’s loss reserves are largely related to digsexposures including latent exposures primangliating to
asbestos and environmental, or A&E, as discussleavbin establishing the reserves for unpaid claimanageme
considers facts currently known and the curreriesifithe law and coverage litigation. Liabilitige recognized for
known claims (including the cost of related litigaf) when sufficient information has been develofeohdicate thi
involvement of a specific insurance policy, and agement can reasonably estimate its liability.dditon,
reserves are established to cover loss developraktéd to both known and unasserted claims.

The estimation of unpaid claim liabilities is sutijgo a high degree of uncertainty for a numbereakons.
Unpaid claim liabilities for property and casuadtyposures in general are impacted by changes iedlaé
environment, jury awards, medical cost trends amteeal inflation. Moreover, for latent exposurepanticular,
developed case law and adequate claims historptexist. There is significant coverage litigatiamolved with
these exposures which creates further uncertairttyei estimation of the liabilities. As such, fbese types of
exposures, it is especially unclear whether pasincexperience will be representative of futureénalaxperience.
Ultimate values for such claims cannot be estimatgdg reserving techniques that extrapolate losas ultimate
basis using loss development factors, and the taioges surrounding the estimation of unpaid claahilities are
not likely to be resolved in the near future. Theme be no assurance that the reserves estabhbgteadstar will be
adequate or will not be adversely affected by teetbpment of other latent exposures. The actuaréhods used
to estimate ultimate loss and ALAE for Enstar'fdtexposures are discussed below.

For the non-latent loss exposures, a range oftivadi loss development extrapolation techniquepjslied.
Incremental paid and incurred loss development atietlogies are the most commonly used methods. fioadl
cumulative paid and incurred loss development nusttare used where inception-to-date, cumulative pad
reported incurred loss development history is abéd. These methods assume that cohorts, or grotijgsses fror
similar exposures will increase over time in a pridble manner. Historical paid and incurred lossedopment
experience is examined for earlier underwritingrgda make inferences about how later underwrijiears’ losses
will develop. Where company-specific loss informatis not available or not reliable, industry ldevelopment
information published by reliable industry soursesh as the Reinsurance Association of Americarnsidered.
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The reserving process is intended to reflect thmairhof inflation and other factors affecting lgss/ments by
taking into account changes in historical paymexttgons and perceived trends. However, there gecise metho
for the subsequent evaluation of the adequacyeo€dimsideration given to inflation, or to any othpecific factor,
or to the way one factor may affect another.

The loss development tables below show changesstaEs gross and net loss reserves in subseqaarg y
from the prior loss estimates based on experies@é the end of each succeeding year. The estisiatereased or
decreased as more information becomes known ahetitedquency and severity of losses for individeedrs. A
redundancy means the original estimate was higdjizer the current estimate; a deficiency means ieatarrent
estimate is higher than the original estimate. fliisé table shows, in the first section of the tgkitnstar’'s gross
reserve for unpaid losses (including IBNR losses) BAE. The second table shows, in the first sectibthe table,
Enstar’s reserve for unpaid losses (including IBN$§ses) and LAE net of reinsurance. The secondbseat each
table shows Enstar’s re-estimates of the reserlagén years. The third section of each table shibsumulative
amounts of losses paid as of the end of each sdiogpgear. The “cumulative redundancy” line in esable
represents, as of the date indicated, the differéetween the latest re-estimated liability andréserves as
originally estimated.

Gross Loss and Loss
Adjustment Expense

Reserve: 2001 2002 2003 2004 2005 2006
(in thousands of U.S. dollars)
Reserves assumi $419,71° $284,40¢ $381,53: $1,047,31: $806,55¢ $1,214,41!
1 year late 348,27¢ 302,98t 365,91: 900,27- 909,98
2 years late 360,55¢ 299,28 284,58: 1,002,77.
3 years late 359,77 278,02( 272,53
4 years late 332,90 264,04(
5 years late 316,25
Gross Paid Losse 2001 2002 2003 2004 2005 2006
1 year late $97,03¢ $ 43,72 $ 19,26( $ 110,190 $ 117,66t
2 years late 123,84 64,90( 43,08: 226,22!
3 years late 142,28 84,89: 61,71¢
4 years late 160,19: 101,41«
5 years late 174,47t
Reserve Redundancy/
(Deficiency) $103,46( $ 20,36¢ $108,99: $ 44,54( $(103,42Y

Net Loss and Los:
Adjustment Expense

Reserve: 2001 2002 2003 2004 2005 2006
(in thousands of U.S. dollars’
Reserves assumi $224,50° $184,51¢ $230,15! $736,66( $593,16( $ 872,26(
1 year late 190,76¢ 176,44. 220,71 653,03 590,15:
2 years late 176,11¢ 178,08t 164,31¢ 652,19!
3 years late 180,63! 138,25: 149,98(
4 years late 135,21¢ 129,92:
5 years late 124,22:
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Net Paid Losse 2001 2001 2003 2004 2005 2006
1 year late $ 38,63:  $10,557 $ 11,35¢ $ 78,48¢ $ 79,39¢
2 years late 32,29: 24,97¢ 6,312 161,17¢
3 years late 44,15: 17,30¢ 9,161
4 years late 34,48: 24,28
5 years late 39,23:
Reserve Redundancy/
(Deficiency) $100,28¢ $54,59¢ $ 80,17t $ 84,46 $ 3,007

The $103.4 million gross deficiency arising in 206gross reserves carried at December 31, 2005 is
comprised of $115.6 million deficiency on one ofsExr’s insurance companies offset by $12.2 miltesundancy
in Enstar’s remaining insurance and reinsurancéestThis company benefits from substantial refaace
protection such that the $115.6 million gross deficy is reduced to a $3.4 million net deficiency.

The following table provides a reconciliation oéthlability for losses and LAE, net of reinsuraresled:

Year Ended December 31
2006 2005 2004 2003 2002 2001
(in thousands of U.S. dollars’

Net reserves for losses and i
adjustment expenses, beginning of

period $593,16( $736,66( $230,15! $184,51¢ $22450° $ —
Incurred related to prior yea (31,929 (96,007 (13,70¢) (24,049 (48,759 (90
Paids related to prior yea (75,299 (69,007 (29,019 (4,099 (32,277) (2,260)
Effect of exchange rate moveme 24,85¢ 3,65z 4,12¢ 10,57¢ 6,77¢ 2,75(

Acquired on acquisition of subsidiari 361,46« 17,86: 535,10t 63,20( 34,26 224,10°

Net reserves for losses and i
adjustment expenses, end of pel  $872,25¢ $593,16( $736,66( $230,15' $184,51¢ $224,50°

In the table above, incurred losses and loss adgrstexpenses related to prior years representgelan
estimates of prior period net loss and loss adjestraxpense liabilities comprising net incurredslo®vements
during a period and changes in estimates of neRBabilities. Net incurred loss movements duringegiod
comprise increases or reductions in specific caserves advised during the period to Enstar lpoiisyholders an
attorneys, or by Enstar to its reinsurers, lessndaettlements made during the period by Enstas faolicyholders,
plus claim receipts made to Enstar by its reinsufrior period estimates of net IBNR liabilitieaynchange as
Enstar's management considers the combined impacnomutations, policy buy-backs, settlement ofésson
carried reserves and the trend of incurred losgldpment compared to prior forecasts. The treridafrred loss
development in any period comprises the movemeneircase reserves less net claims settled durépdriod. Se
“— Management’s Discussion and Analysis of FinahCiandition and Results of Operations Exitical Accounting
Policies — Loss and Loss Adjustment Expenses” beggon page 54 for an explanation of how the tesgrving
methodologies are applied to the movement, or dgveént, of net incurred losses during a periocstomate IBNR
liabilities.

Commutations provide an opportunity for Enstartib exposures to entire policies with insureds egidsured
at a discount to the previously estimated ultiniataility. Enstar’s internal and external actuaréisninate all prior
historical loss development that relates to comohetgosures and apply their actuarial
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methodologies to the remaining aggregate exposur@sevised historical loss development informatmreassess
estimates of ultimate liabilities.

Policy buy-backs provide an opportunity for Engtasettle individual policies and losses usuallg discount
to carried advised loss reserves. As part of Eisstautine claims settlement operations, claimg séttle at either
below or above the carried advised loss reserve.ifipact of policy buy-backs and the routine setéat of claims
updates historical loss development informatiowlhich actuarial methodologies are applied oftenltes in
revised estimates of ultimate liabilities. Enstat$uarial methodologies include industry benchrimarkvhich,
under certain methodologies (discussed further uhdeManagement’s Discussion and Analysis of Finahc
Condition and Results of Operations — Critical Ageting Policies” beginning on page 54), comparesttend of
Enstar’s loss development to that of the industrythe extent that the trend of Enstar’s loss dgwelent compared
to the industry changes in any period, it is likelyhave an impact on the estimate of ultimateilliés.

Net reduction in loss and loss adjustment expaabdifies for the year ended December 31, 2006 was
$31.9 million, excluding the impacts of adverseefgn exchange rate movements of $24.9 million actiding
both net reduction in loss and loss adjustment esg@é&abilities of $2.7 million relating to compasiacquired
during the year and premium and commission adjustsrteiggered by incurred losses of $1.3 millioheThet
reduction in loss and loss adjustment expensditiabifor 2006 of $31.9 million was attributable & reduction in
estimates of net ultimate losses of $21.4 millmmneduction in estimates of loss adjustment expkasisiities of
$15.1 million relating to 2006 run-off activity,raduction in aggregate provisions for bad debtG83$nillion,
resulting from the collection of certain reinsurameceivables against which bad debt provisionshieseh provided
in earlier periods, partially offset by the amaatinn, over the estimated payout period, of falugadjustments
relating to companies acquired amounting to $10IBom The reduction in estimates of net ultim&sses of
$21.4 million comprised of net adverse incurred Idsvelopment of $37.9 million offset by reductiomgstimates
of IBNR reserves of $59.3 million. An increase stimates of ultimate losses of $3.4 million relgtio one of
Enstar’s insurance entities was offset by redustiorestimates of net ultimate losses of $24.8ionilin Enstar’s
remaining insurance and reinsurance entities.

The adverse incurred loss development of $37.9anjliwhereby advised case and LAE reserves of
$37.4 million were settled for net paid losses @.8 million, comprised adverse incurred loss dewelent of
$59.2 million relating to one of Enstar’s insuramocenpanies partially offset by favorable incurregd development
of $21.3 million relating to Enstar’s remaining imance and reinsurance companies.

The adverse incurred loss development of $59.2amillelating to one of Enstar’s insurance companias
comprised of net paid loss settlements of $81.8aniless reductions in case and LAE reserves @f Baillion anc
resulted from the settlement of case and LAE reseabove carried levels and from new loss advpasially
offset by approximately 10 commutations of assuamedi ceded exposures below carried reserves lé\vdisarial
analysis of the remaining unsettled loss liabgitiesulted in an increase in the estimate of IBOHR reserves of
$35.0 million after consideration of the $59.2 ioifl adverse incurred loss development during ttee,yend the
application of the actuarial methodologies to ldat pertaining to the remaining non-commuted exess Factors
contributing to the increase include the establishihof a reserve to cover potential exposure td peant claims, a
significant increase in asbestos reserves relatéuetentity’s single largest cedant (followingedadled review of
the underlying exposures), and a change in thenes$asbestos and environmental loss reporting lges
discussed further below. Of the 10 commutationspletad for this entity, two were among its top ¢edant and/or
reinsurance exposures. The remaining 8 were ofsdlansize, consistent with Enstar’s approach afeting
significant numbers of cedant and reinsurer retatigps as well as targeting significant individoatlant and
reinsurer relationships. The entity in questiom ddenefits from substantial stop loss reinsuramoteption whereby
the adverse loss development of $59.2 million vaagdly offset by a recoverable from a single Afedateinsurer.
The increase in estimated net ultimate losses df ®8lion was retained by Enstar.

The favorable incurred loss development of $21 [anj relating to Enstar’s remaining insurance and
reinsurance companies, whereby net advised casevessof $15.3 million were settled for net paigsloecoveries
of $6.0 million, arose from approximately 35 comatigns of assumed and ceded exposures at lessakarand
LAE reserves, where receipts from ceded commutsitixeeeded settlements of assumed exposures,eand th
settlement of non-commuted losses in the year belowied reserves. Enstar adopts a disciplinedoagirto the

12




Table of Contents

review and settlement of non-commuted claims thinatlgims adjusting and the inspection of underlying
policyholder records such that settlements mayndfteachieved below the level of the originally iaed loss.

The net reduction in the estimate of IBNR loss sd adjustment expense liabilities relating totans
remaining insurance and reinsurance companiegfauding the net $55.8 million reduction in IBN&serves
relating to the entity referred to above) amounite#i3.5 million. This net reduction is comprisedaofincrease of
$19.8 million resulting from (i) a change in asstimps as to the appropriate loss reporting timeftegsbestos
related exposures from 2 to 3 years and for enxertal exposures from 2 to 2.5 years which resuftech
increase in net IBNR reserves of $6.4 million, &éida reduction in ceded IBNR recoverables of #1i3illion
resulting from the commutation of ceded reinsurgrogections. The increase in IBNR of $19.8 millisroffset by
a reduction of $23.3 million resulting from the &pation Enstar’s reserving methodologies to (§ teduced
historical incurred loss development informatiolatieg to remaining exposures after the 35 comnuriaf and
(i) reduced case and LAE reserves in the aggre@dtthe 35 commutations completed during 2006tier
remaining Enstar reinsurance and insurance compaeie were among their top ten cedant and/orueinse
exposures. The remaining 25 were of a smaller s@esistent with Enstar’s approach of targetingigicant
numbers of cedant and reinsurer relationships #sas¢argeting significant individual cedant aeihsurer
relationships.

Net reduction in loss and loss adjustment expaabdifies for the year ended December 31, 2005 was
$96.0 million, excluding the impacts of adversesfgn exchange rate movements of $3.7 million acti@ing both
net reduction in loss and loss adjustment expeabdities of $7.4 million relating to companiesggired during the
year and premium and commission adjustments treghBy incurred losses of $1.3 million. The net i in los:
and loss adjustment expense liabilities for 200$98.0 million was attributable to a reduction gtimates of net
ultimate losses of $73.2 million, a reduction itireates of loss adjustment expense liabilities18.$ million,
relating to 2005 run-off activity, a reduction iggregate provisions for bad debt of $20.2 milli@sulting from the
collection of certain reinsurance receivables agairhich bad debt provisions had been provideditiex periods,
partially offset by the amortization, over the estted payout period, of fair value adjustmentstiredato companies
acquired amounting to $7.9 million. The reductiorestimates of net ultimate losses of $73.2 miltiomprised of
favorable incurred loss development during the yé&5.9 million and reductions in estimates of IBKeserves of
$67.3 million. The favorable incurred loss develemt) whereby advised case and LAE reserves of $7dlidn
were settled for net paid losses of $69.0 millmmse from approximately 68 commutations of assuameldceded
exposures at less than case and LAE reserves asgtitement of non-commuted losses in the yeambearried
reserves. Enstar adopts a disciplined approaabudghrclaims adjusting and the inspection of undiegly
policyholder records, to the review and settleneémton-commuted claims such that settlements mgndfe
achieved below the level of the originally advisesks. The $67.3 million reduction in the estimatéBNR loss and
loss adjustment expense liabilities resulted frbeapplication of Enstar’s reserving methodologie§) the
reduced historical incurred loss development infiion relating to remaining exposures after the@®mutations,
and (ii) reduced case and LAE reserves in the gagdee The application of Enstar’s reserving methagles to the
reduced historical incurred loss development infiion relating to Enstar’s remaining exposuresr alienination
of the historical loss development relating to 88ecommuted exposures had the following effectsh(thie
methodologies that weighed most heavily in theysialfor this period listed first):

< Under the Ultimate-to-Incurred Method, the applmatof the ratio of estimated industry ultimatedes to
industry incurred-to-date losses to Enstar’s reduceurred-to-date losses resulted in reduced astisnof
loss reserves

« Application of the Paid Survival Ratio Method t@treduced historical loss development informatesuttec
in lower expected average annual payment amoumgpaced to the previous year, which, when multiplied
by the expected industry benchmark for future nunolb@ayment years, led to reductions in Enstar’s
estimated loss reserve

< Under the Paid Market Share Method, Enstar’s redliégtorical calendar year payments resulted in a
reduction of Enstar’s indicated market share ofistdy paid losses and thus Enstar’'s market share of
estimated industry loss reserv
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< Under the Reserve-to-Paid Method, the applicatidheratio of industry reserves to industry
paic-to-datelosses to Enst’s reducepaic-to-datelosses resulted in reduced estimates of loss res:

Under the IBNR:Case Ratio Method, the applicatibratios of industry IBNR reserves to industry case
reserves to Enstar’'s case reserves resulted iceddestimates of IBNR loss reserves as a restliecdiggregate
reduction, combining the impact of commutations aetilement of non-commuted losses, in Enstar's aasl LAE
reserves of $74.9 million during the year. As soabe and LAE reserves were settled for less thard$fillion, the
IBNR reserves determined under the IBNR:Case ra@thod associated with such case reserves wermated.
See “— Management’s Discussion and Analysis of iéfed Condition and Results of Operations — Crltica
Accounting Policies — Loss and Loss Adjustment Egaeliabilities” beginning on page 54 for a further
explanation of how the loss reserving methodologresapplied to the movement, or development, bineairred
losses during a period to estimate IBNR liabiliti®$ the 68 commutations completed during 2005were among
the top ten cedant and/or reinsurance exposure afidividual Enstar reinsurance subsidiaries vea. The
remaining 58 were of smaller size, consistent \Eitistar's approach of targeting significant numizérsedant and
reinsurer relationships as well as targeting sigaift individual cedant and reinsurer relationships

Net reduction in loss and loss adjustment expem2004 amounted to $13.7 million, excluding the attg of
adverse foreign exchange rate movements of $4libmand including premium and commission adjusttaen
triggered by incurred losses of $0.1 million. Tdtalorable net incurred loss development during4260
$14.7 million, whereby advised case and LAE resenfe33.7 million were settled for net paid loseés
$19.0 million, included adverse incurred develophwrasbestos and environmental exposures the catidn of
which resulted in a net increase in IBNR loss neseof $15.7 million. The increase in IBNR of $1fiflion offset
by the favorable incurred development of $14.7ionllresulted in an increase in net ultimate logge&l.0 million.
The favorable incurred loss development arose fpproximately 36 commutations of assumed and ceded
exposures at less than case and LAE reserves asgtitement of losses in the year below carrisdries. Of the
36 commutations completed during 2004, three wereng the top ten cedant and/or reinsurance expostitbe
individual Enstar reinsurance subsidiaries involvEite remaining 33 were of smaller size, consisiétit Enstar’s
approach of targeting significant numbers of cedemt reinsurer relationships as well as targetigigificant
individual cedant and reinsurer relationships. €heas no change to the provisions for bad de2@4. In 2004,
Enstar reduced its estimate of loss adjustmentresgokabilities by $14.7 million relating to 2004n-off activity.

Net reduction in loss and loss adjustment expaabdifies for the year ended December 31, 2003 was
$24.0 million, excluding the impacts of adversesfgn exchange rate movements of $10.6 million actlding net
reduction in loss and loss adjustment expensditiabiof $5.4 million relating to companies acadrduring the
year. The net reduction in loss and loss adjustreeménse liabilities for 2003 was primarily attrigble to &
reduction in estimates of ultimate net losses &.&illion, partly comprised of favorable incurrieds
development during the year of $5.8 million, wherabvised case and LAE reserves of $9.9 millionensattled fo
net paid losses of $4.1 million. The favorable med loss development arose from approximatelydiBrautations
of assumed and ceded exposures at less than chtéRrreserves and the settlement of losses iy¢hae below
carried reserves which contributed to reductioracituarial estimates of IBNR losses of $7.8 milli@f the 13
commutations completed during 2003, two were antbadgop ten cedant and/or reinsurance exposurie of
individual Enstar reinsurance subsidiaries involvEge remaining 11 were of smaller size, consistétit Enstar’s
approach of targeting significant numbers of cedeutt reinsurer relationships as well as targetigigificant
individual cedant and reinsurer relationships. Bgr2003, Enstar reduced its estimate of loss adprst expense
liabilities by $10.4 million relating to 2003 rurff@ctivity.

Net reduction in loss and loss adjustment expaabdilies for the year ended December 31, 2002 was
$48.8 million, excluding the impacts of adversesfgn exchange rate movements of $6.8 million actiding
premium and commission adjustments triggered byrhec losses of $8.2 million. The net reductiotoiss and loss
adjustment expense liabilities for 2002 was pritgaitributable to a reduction in estimates ofraklite net losses of
$50.7 million, primarily as a result of the comntidga of Enstars single largest reinsurance liability and reinaoe
receivable with one counter party as well as falerancurred loss development during the year, eferadvised
case and LAE reserves of $21.7 million were sefibeahet paid losses of $32.3 million. The commiotabf
Enstar’s largest liability and receivable togetivith favorable incurred loss development, that arfoeam
approximately ten commutations of assumed and cegigdsures and the settlement of losses below
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carried reserves which contributed to reductiorscituarial estimates of IBNR losses of $61.2 milli@f the ten
commutations completed during 2002, excluding #ngdst, one was among the top ten cedant andfhsuraince
exposures. The remaining nine were of smaller sizesistent with Enstar’s approach of targetingigicant
numbers of cedant and reinsurer relationships dsawé¢argeting significant individual cedant arihsurer
relationships. During 2002, Enstar increased itisnede of loss adjustment expense liabilities byd$illion
relating to 2002 run-off activity.

The loss development tables below relate to B.Hyuigition, which, as of the date of the Merger,dme a
wholly-owned subsidiary of Enstar. The first tableows, in the first section of the table, B.H. Aisifion’s gross
reserve for unpaid losses (including IBNR losses) BAE. The second table shows, in the first sectibthe table,
B.H. Acquisition’s reserve for unpaid losses (imthg IBNR losses) and LAE net of reinsurance. Téwosd
section of each table shows B.H. Acquisition’s séreates of the reserve in later years. The treadisn of each
table shows the cumulative amounts of losses aaf the end of each succeeding year. The “cunvelati
redundancy (deficiency)” line in each table repntseas of the date indicated, the difference betvibe latest re-
estimated liability and the reserves as originai{imated.

Gross Loss and Loss Adjustment Expense Reser' 2000 2001 2002 2003 2004 2005 2006
(in thousands of U.S. dollars)

Reserves assumi $114,81. $100,63! $72,427 $71,217 $62,34¢ $58,47( $59,81¢

1 year late 111,04 77,747 86,97t 69,37: 64,26! 62,46«

2 years late 90,40¢ 80,32« 87,35 73,51, 70,67¢

3 years late 92,987 80,69¢ 91,49t 79,92¢

4 years late 93,36: 84,84: 97,90¢

5 years late 97,507  91,25¢

6 years late 103,91¢

Gross Paid Losse 2000 2001 2002 2003 2004 2005 2006

1 year late $ 10,41 ¢ 5,32( $15,75¢ $ 7,02: $ 5,79¢ $5,067

2 years late 17,98: 9,107 25,00: 15,04¢  10,86(

3 years late 21,77( 18,35( 33,02¢ 20,11«

4 years late 31,01 26,37¢ 38,09:

5 years late 39,03 31,44:

6 years late 44,10

Reserve Redundancy/

(Deficiency) $ 10,894 $ 9,37¢ $(25,487) $ (8,712 $(8,32¢) $(3,999

Net Loss and Loss Adjustment Expense Resen 2000 2001 2002 2003 2004 2005 2006
(in thousands of U.S. dollars

Reserves assumi $82,99¢ $72,54( $48,57¢ $42,71. $38,83. $55,71: $58,60¢

1 year late 76,34¢ 51,64¢ 52,837 41,26¢ 36,43¢ 58,34!

2 years late 57,70¢ 43,93t 53,61f 41,10¢ 41,48

3 years late 49,99 44,71 53,45. 46,15!

4 years late 50,77: 44,55( 58,50(

5 years late 50,60¢  49,59¢

6 years late 55,65
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Net Paid Losse 2000 2001 2001 2003 2004 2005 2006
1 year late $ 3,806 ¢ 3,07C $10,12¢ $ 2,437 $(19,279) $2,15:
2 years late 9,12¢ 1,22 14,78. (14,60¢ (17,12)
3 years late 7,28: 5,881 (2,260) (12,45
4 years late 11,93¢ (11,167 (108)
5 years late (5,109 (9,010
6 years late (2,957
Reserve Redundancy/
(Deficiency) $ 27,33: $ 22,94. $(9,921) $ (3,447 $ (2,655 $(2,630)

The following table provides a reconciliation oétlability for losses and LAE, net of reinsuraresled for
B.H. Acquisition.

Year Ended December 31
2006 2005 2004 2003 2002 2001
(in thousands of U.S. dollars’

Net reserves for losses and loss exper

beginning of periot $55,71: $38,83: $42,71: $48,57¢ $72,54( $82,98¢
Incurred related to prior yea 1,88¢ (50 (1,719 2,06¢ (23,58¢) (2,71
Paids related to prior yea 26E 19,27 (2,437 (10,129 (3,07)) (3,809)
Effect of exchange rate moveme 745 (2,344 27C 2,191 2,697 (3,929
Net reserves for losses and loss exper

end of perioc $58,60¢ $55,71: $38,83: $42,71: $4857¢ $72,54(

During 2005, B.H. Acquisition negotiated and contgba commutation transaction with a major reinsure
whereby B.H. Acquisition’s right to recover futumsses ceded to the reinsurer was exchanged fayragnt of
$23 million. The paid loss recoveries in the y@arluding the $23 million commutation receipt, ezded the gross
paid losses resulting in a net paid recovery inytwe.

Asbestos and Environmental (A&E) Exposure
General A&E Exposures

A number of Enstar’s subsidiaries wrote generliliiy policies and reinsurance prior to their arsifion by
Enstar under which policyholders continue to presshestos-related injury claims and claims allggmjury,
damage or clean-up costs arising from environmegrauition. These policies, and the associatedrdaare
referred to as A&E exposures. The vast majoritthese claims are presented under policies writtenynyears agt

There is a great deal of uncertainty surrounding=Adaims. This uncertainty impacts the ability m$urers an
reinsurers to estimate the ultimate amount of uhpkiims and related LAE. The majority of theserakadiffer
from any other type of claim because there is igadte loss development and there is significanedaimty
regarding what, if any, coverage exists, to whithny, policy years claims are attributable andolhif any,
insurers/reinsurers may be liable. These unceitsiare exacerbated by lack of clear judicial pileo¢ and
legislative interpretations of coverage that mayrigensistent with the intent of the parties to itiurance contrac
and expand theories of liability. The insurance sxdsurance industry as a whole is engaged imsite litigation
over these coverage and liability issues and iss,tbonfronted with continuing uncertainty in iffoets to quantify
A&E exposures.

Enstar’s A&E exposure is administered out of iticek in the United Kingdom and Rhode Island anatredly
administered from the United Kingdom. In light b&tintensive claim settlement process for thesmsla
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which involves comprehensive fact gathering andesuitmatter expertise, management believes thgpitudent to
have a centrally administered claim facility to HeEnA&E claims on behalf of all of Enstar's subsidés. Enstar’s
A&E claims staff, headed by a U.S.-qualified ateymexperienced in A&E liabilities, proactively adrters, on a
cost effective basis, the A&E claims submitted tstar’s insurance and reinsurance subsidiaries.

Enstars independent, external actuaries use industryhmeaiking methodologies to estimate appropriate |
reserves for Enstar's A&E exposures. These methoglbased on comparisons of Enstar’s loss experiem@&E
exposures relative to industry loss experience && &xposures. Estimates of IBNR are derived sepbrébdr each
relevant Enstar subsidiary and, for some subs@bageparately for distinct portfolios of exposuree discussion
that follows describes, in greater detail, the @iynactuarial methodologies used by Enstar’s indéest actuaries
to estimate IBNR for A&E exposures.

In addition to the specific considerations for eawtthod described below, many general factors @msidered
in the application of the methods and the integifen of results for each portfolio of exposurele3e factors
include the mix of product types (e.g. primary irmce versus reinsurance of primary versus reinseraf
reinsurance), the average attachment point of egesr (e.g. first-dollar primary versus umbrellarguémary
versus high-excess), payment and reporting lagsactko the international domicile of Enstar suiasids, payment
and reporting pattern acceleration due to largectegnle” settlements (e.g. policy buy-backs androamations)
pursued by Enstar, lists of individual risks reniagnand general trends within the legal and toviremments.

1. Paid Survival Ratio Method.In this method, Enstar's expected annual avepagenent amount is
multiplied by an expected future number of paymg#rs to get an indicated reserve. Enstar’s histbcialendar
year payments are examined to determine an expfdted annual average payment amount. This aniel
multiplied by an expected number of future paymesars to estimate a reserve. Trends in calendampgganent
activity are considered when selecting an expeftiteale annual average payment amount. Acceptedstndu
benchmarks are used in determining an expected ewaflfuture payment years. Each year, annual paiswata
is updated, trends in payments are re-evaluatedamges to benchmark future payment years arewed. This
method has advantages of ease of application amglisity of assumptions. A potential disadvantafi¢he method
is that results could be misleading for portfolidhigh excess exposures where significant paymaetitity has not
yet begun

2. Paid Market Share MethodIn this method, Enstar’s estimated market staepplied to the industry
estimated unpaid losses. The ratio of Enstar'hcsl calendar year payments to industry histbdeéendar year
payments is examined to estimate Enstar’s markatskthis ratio is then applied to the estimatmdfistry unpaid
losses. Each year, calendar year payment datalateg (for both Enstar and industry), estimatasdidistry unpaid
losses are reviewed and the selection of Enstatisiated market share is revisited. This methodiasdvantage
that trends in calendar-year market share candmporated into the selection of company sharewfaining
market payments. A potential disadvantage of théshad is that it is particularly sensitive to asgtions regarding
the time-lag between industry payments and Enstampnts.

3. Reserve-to-Paid MethodIn this method, the ratio of estimated induségarves to industry
paid-to-date losses is multiplied by Enstar’s paidfate losses to estimate Enstar’s reserves. fBpeansiderations
in the application of this method include the comtghess of Enstar’s paid-to-date loss informatioam potential
acceleration or deceleration in Enstar’'s paymeeiatfve to the industry) due to Enstar’s claimadiang practices,
and the impact of large individual settlements.lEgear, paid-to-date loss information is updated ifoth Enstar
and the industry) and updates to industry estimageerves are reviewed. This method has the adyaofarelying
purely on paid loss data and so is not influengedubjectivity of case reserve loss estimates. il
disadvantage is that the application to Enstarf@ays which do not have complete inception-to-dadéd loss
history could produce misleading results.

4. IBNR:Case Ratio MethodlIn this method, the ratio of estimated indusBNR reserves to industry case
reserves is multiplied by Enstar’s case reservestimate Enstar IBNR reserves. Specific consiaerain the
application of this method include the presencpddities reserved at policy limits, changes in alldndustry case
reserve adequacy and recent loss reporting hifdoignstar. Each year, Enstar case reserves asagydndustry
reserves are updated and the applicability ofridastry IBNR:case ratio is reviewed. This methos the
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advantage that it incorporates the most recenhastis of amounts needed to settle open cases @acinaurrent
case reserves. A potential disadvantage is thaltsesould be misleading where Enstar case resetgquacy differ
significantly from overall industry case reservequacy.

5. Ultimate-to-Incurred Method.In this method, the ratio of estimated industtimate losses to industry
incurred-to-date losses is applied to Enstar irtlstp-date losses to estimate Enstar’s IBNR resefSgecific
considerations in the application of this methazude the completeness of Enstar’s incurred-to-idste
information, the potential acceleration or decdlerain Enstar’s incurred losses (relative to théustry) due to
Enstar’s claims handling practices and the impétarge individual settlements. Each year incunedfate loss
information is updated (for both Enstar and theustdy) and updates to industry estimated ultimasséds are
reviewed. This method has the advantage thatarpurates both paid and case reserve informati@ndjecting
ultimate losses. A potential disadvantage is teatilts could be misleading where cumulative paid kata is
incomplete or where Enstar case reserve adequHeysdignificantly from overall industry case reseadequacy.

Within the annual loss reserve studies produceliristars external actuaries, exposures for each subsidia
separated into homogeneous reserving categoriésdqrurpose of estimating IBNR. Each reservinggaity
contains either direct insurance or assumed reamsgrreserves and groups relatively similar typesks and
exposures (for example asbestos, environmentalattgsproperty) and lines of business written @gample
marine, aviation, non-marine). Based on the exmosharacteristics and the nature of available fdataach
individual reserving category, a number of methodas are applied. Recorded reserves for eachagtage
selected from the indications produced by the varimethodologies after consideration of exposuagatteristics,
data limitations and strengths and weaknesseschfmathod applied. This approach to estimating IBMR been
consistently adopted in the annual loss resendiestfor each period presented.

As of December 31, 2006, Enstar had thirteen séparsurance and/or reinsurance subsidiaries whessgves
are categorized into approximately 215 reservegoaies in total, including 21 distinct asbestosremg categories
and 24 distinct environmental reserving categories.

The five methodologies described above are apfdiedach of the 21 asbestos reserving categorigeach of
the 24 environmental reserving categories. As mroon in actuarial practice, no one methodologwidusively or
consistently relied upon when selecting a recordsdrve. Consistent reliance on a single methogldlmgelect a
recorded reserve would be inappropriate in lighthefdynamic nature of both the asbestos and anvieatal
liabilities in general, and the actual Enstar expegortfolios in particular.

In selecting a recorded reserve, management caagtuerange of results produced by the methodbthen
strengths and weaknesses of the methods in relatide data available and the specific charatiesisf the
portfolio under consideration. Trends in both Endgta and industry data are also considered inetberve
selection process. Recent trends or changes irelneant tort and legal environments are also damed when
assessing methodology results and selecting ampipate recorded reserve amount for each portfolio.

The liability for unpaid losses and LAE, inclusioEA&E reserves, reflects Enstar’s best estimatdifture
amounts needed to pay losses and related LAE eactf of the balance sheet dates reflected inrhedial
statements herein in accordance with GAAP. As afddeber 31, 2006, Enstar had net loss reserves of
$306.9 million for asbestos-related claims and $48illion for environmental pollution-related clagmThe
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following table provides an analysis of Enstar’esg and net loss and ALAE reserves from A&E expesat year-
end 2006, 2005 and 2004 and the movement in grakaet reserves for those years:

Year Ended December 31,
2006 2005 2004
Gross Net Gross Net Gross Net
(in thousands of U.S. dollars’

Provision for A&E claims and ALAE ¢

January ! $578,07¢ $383,95°7 $743,29: $479,04¢ $196,21° $ 92,74¢
A&E losses and ALAE incurred during

the yeal 90,48: 5,55¢ (93,709 (31,566€) (4,21¢) (29,349
A&E losses and ALAE paid during th

year (80,337 (60,63%) (78,63%) (69,014 (9,436 (4,087
Provision for A&E claims and ALAE

acquired during the yei 77,84 21,08 7,12¢ 5,48¢ 560,72¢ 419,73t
Provision for A&E claims and ALAE ¢

December 3: $666,07! $349,96: $578,07¢ $383,95° $743,29: $479,04¢

Excluding the impact of loss reserves acquiredmdutiie year, our reserves for A&E liabilities dexsed durin
2004 and 2005 by $13.7 million and $172.3 milliespectively on a gross basis ($33.4 million andd$d énillion
on a net basis). The reductions arose from paiths|asuccessful commutations, policy buybacks, gelye
favorable claim settlements and actuarial analysiemaining liabilities during each year. During0B, excluding
the impact of loss reserves acquired during the, yea reserves for A&E liabilities increased byo$ll million gros:
and decreased by $55.1 million net. The increaggadss reserves arose from adverse incurred dewelopand
actuarial analysis of remaining liabilities fromeoparticular Enstar insurance subsidiary amourtting
$104.7 million less claim settlements of $73.2 imill As the entity in question benefits from substd reinsurance
protection, the gross incurred loss of $104.7 millieduces to $10.1 million on a net basis.

Asbestos continues to be the most significant affidudt mass tort for the insurance industry imrtes of claims
volume and expense. Enstar believes that the inseriadustry has been adversely affected by judicia
interpretations that have had the effect of maximgiznsurance recoveries for asbestos claims, fvoth a coverage
and liability perspective. Generally, only policiesderwritten prior to 1986 have potential asbestgmsure, since
most policies underwritten after this date contaimabsolute asbestos exclusion.

In recent years, especially from 2001 through 2@08,ndustry has experienced increasing numbeasiodsto
claims, including claims from individuals who dotrappear to be impaired by asbestos exposure. 30Q®,
however, new claim filings have been fairly staltiés possible that the increases observed ire#ly part of the
decade were triggered by various state tort refqdissussed immediately below). At this point, Enstan not
predict whether claim filings will return to pre-2@ levels, remain stable, or begin to decrease.

Since 2001, several U.S. states have proposednandny cases enacted, tort reform statutes thaaddin
asbestos litigation by, for example, making it mdiféicult for a diverse group of plaintiffs to jeily file a single
case, reducing “forum-shopping” by requiring thatagential plaintiff must have been exposed to siisein the
state in which he/she files a lawsuit, or permiftaonsolidation of discovery. These statutes tylyiapply to suits
filed after a stated date. When a statute is preghas enacted, ashbestos defendants often expedemeeked
increase in new lawsuits, as plaintiffs’ attornegek to file suit before the effective date of ldgislation. Some of
this increased claim volume likely represents areksration of valid claims that would have beenuigttt in the
future, while some claims will likely prove to halitle or no merit. As many of these claims aiié pending,
Enstar cannot predict what portion of the increassmber of claims represent valid claims. Also,dbeeleration c
claims increases the uncertainty surrounding ptigjes of future claims in the affected jurisdiction
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During the same timeframe as tort reform, the fe8eral and various U.S. state governments sought
comprehensive asbestos reform to manage the grawing docket and costs surrounding asbestostiiigan
addition to the increasing number of corporate bapicies resulting from overwhelming asbestos lits.
Whereas the federal government has thus far unssittly pursued the establishment of a nationa¢stsis trust
fund at an estimated cost of $140 billion, stateduding Texas and Florida, have implemented aicaddriteria
approach that only permits litigation to proceecewla plaintiff can establish and demonstrate aqtingsical
impairment.

Much like tort reform, asbestos litigation reformshalso spurred a significant increase in the numblawsuits
filed in advance of the law’s enactment. Enstancapredict whether the drop off in the numberilegff claims is
due to the accelerated number of filings or anadtend decline in alleged asbestos injuries.

Environmental Pollution Exposures

Environmental pollution claims represent anothgniicant exposure for Enstar. However, environraént
pollution claims have been developing as expected the past few years as a result of stable dands. Claims
against Fortune 500 companies are generally degligind while insureds with single-site exposuresstill active,
in many cases claims are being settled for legsittiially anticipated due to improved site renwdin technology
and effective policy buy-backs.

Despite the stability of recent trends, there remaignificant uncertainty involved in estimatimaplilities
related to these exposures. First, the number sfensites subject to cleanup is unknown. Approxatyat,200 sites
are included on the National Priorities List (NRif)the United States Environmental Protection Ageistate
authorities have separately identified many add#isites and, at times, aggressively implemeatddanups.
Second, the liabilities of the insureds themsebresdifficult to estimate. At any given site, tHeation of
remediation cost among the potentially respongllties varies greatly depending upon a variefiactors. Third,
as with asbestos liability and coverage issuesgigidorecedent regarding liability and coveragaiis regarding
pollution claims does not provide clear guidandeerE is also uncertainty as to the U.S. federap&siuind” law
itself and, at this time, Enstar cannot predict whany, reforms to this law might be enactedy U.S. federal
government, or the effect of any such changes efntsurance industry.

Other Latent Exposures

While Enstar does not view health hazard expossuek as silica and tobacco as becoming a matemalecn,
recent developments in lead litigation have cal&estar to watch these matters closely. Recentlyicipal and
state governments have had success, using a puidiance theory, pursuing the former makers of pggohent for
the abatement of lead paint in certain home dwggli\s lead paint was used almost exclusively tiioearly
1970’s, large numbers of old housing stock confeaidl paint that can prove hazardous to peoplemartcularly,
children. Although governmental success has beeitelil thus far, Enstar continues to monitor develepts
carefully due to the size of the potential awamlsght by plaintiffs.

Investments
Investment Strategy and Guidelines

Enstar derives a significant portion of its incofram its invested assets. As a result, its opegatsults
depend in part on the performance of its investrperifolio. Because of the unpredictable naturtosées that may
arise under Enstar’s insurance and reinsurancédsafiss’ insurance or reinsurance policies and essult of
Enstar’s opportunistic commutation strategy, Ensfajuidity needs can be substantial and may atsany time.
Enstar generally follows a conservative investnstrategy designed to emphasize the preservatiis ioivested
assets and provide sufficient liquidity for the mmat payment of claims and settlement of commutagb@yments.
Enstar’s cash and cash equivalent portfolio is ipaiamprised of high-grade fixed deposits and comuiaépaper
with maturities of less than three months, liquedarve funds and money market funds. Ensiarvestment portfoli
consists primarily of high investment grade-rateylid, fixed-maturity securities of short-to-mediuerm duration
and an enhanced cash mutual fund — 94.3% of Esdtatgél investment portfolio as of December 31,6200
consisted of investment grade securities. In anttitEnstar has other investments, all of whichnare-
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investment grade securities — these investmentsuated for 5.7% of Enstar’s total investment pditfas of
December 31, 2006. Assuming the commitments tather investments were fully funded as of Decen®igr200t
out of cash balances on hand at that time, theeptage of investments held in other than investrgeade securiti¢
would increase to 13.5%.

Enstar strives to structure its investments in amaathat recognizes its liquidity needs for futliilities. In
that regard, Enstar attempts to correlate the ntya@mmd duration of its investment portfolio to @eneral liability
profile. If Enstars liquidity needs or general liability profile urpectedly change, it may not continue to structts
investment portfolio in its current manner and vebatljust as necessary to meet new business needs.

Enstar’s investment performance is subject to &taof risks, including risks related to generabeomic
conditions, market volatility, interest rate fluations, liquidity risk and credit and default riskterest rates are
highly sensitive to many factors, including goveental monetary policies, domestic and internati@tanomic
and political conditions and other factors beyomdt&r’'s control. A significant increase in interestes could result
in significant losses, realized or unrealized hia value of Enstar’s investment portfolio. A sigraht portion of
Enstar’s non-investment grade securities consiattefnative investments that subject Enstar ticfi®ns on
redemption, which may limit its ability to withdrafunds for some period of time after the initiatéstment. The
values of, and returns on, such investments maytsdsnore volatile.

Investment Committee and Investment Manager

The investment committee of Enstar’s board of dinecsupervises the Company’s investment activihe
investment committee regularly monitors Enstar'srall investment results which it ultimately repott the board
of directors.

Enstar has engaged Goldman Sachs to provide ingastmanagement services. Enstar has agreed to pay
investment management fees based on the month-aridthvalues of a portion of the investments ingbgfolio.
The fees, which vary depending on the amount aftagsader management, are included in net investmesme.

Enstar’s Portfolio
Accounting Treatment

Enstar’s investments primarily consist of fixedange securities. Enstar’s fixed income investmergs a
comprised of both held to maturity investments ading security investments as defined in FAS 1Agcounting
for Certain Investments in Debt and Equity Secesiti Held to maturity investments are carried atrtamortized
cost and trading security investments are carrie¢dedr fair value on the balance sheet date. Uizeghholdings
gains and losses on trading security investmertighwepresent the difference between the amortinstiand the
fair market value of securities, are recorded &sstment income in the net earnings.

Composition as of December 31, 2006

As of December 31, 2006, Enstar’'s aggregate indesgsets totaled approximately $1.26 billion. Aggte
invested assets include cash and cash equivatestdcted cash and cash equivalents, fixed-mgteeiturities, an
enhanced cash mutual fund which invests in fixedine and money market securities denominated inddlfars
with average target duration of nine months, egsijtshort-term investments and other investments.
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The following table shows the types of securitie&nstar’s portfolio, including cash equivalentsd @heir fair
market values and amortized costs as of Decemh&(BB:

December 31, 2006

Amortized Unrealized Unrealized Fair Market
Cost Gains Losses Value
(in thousands of U.S. dollars)

Cash and cash equivalents $ 51356: $ 0 $ 0 $ 513,56:
U.S. government & agenci 190,18: 15 (2,70%) 187,49:
Non-U.S.government securitie 38,524 0 (220) 38,30«
Corporate securitie 197,62 12€ (2,147 195,60!
Fixed income 426,33: 141 (5,06¢) 421,40«
Enhanced cash fur 209,39¢ 0 0 209,39¢
Investments in limited partnershi 42,42 0 0 42,42
Commercial paper and fixed depos 69,73¢ 0 0 69,73¢
Total investment 747,88¢ 141 (5,06¢) 742,96:;
Total cash and investmer $1,261,45 $ 141 $ (5,06¢) $1,256,52!

(1) Includes restricted cash and cash equivalents 2746

U.S. Government and Agencies

U.S. government and agency securities are comppisethrily of bonds issued by the U.S. Treasurg, th
Federal Home Loan Bank, the Federal Home Loan MgedCorporation and the Federal National Mortgage
Association.

Non-U.S. Government Securities

Non-U.S. government securities represent the fikedme obligations of non-U.S. governmental erditie

Corporate Securities

Corporate securities are comprised of bonds isbyembrporations that are diversified across a wathge of
issuers and industries. The largest single issueorporate securities in Enstar’s portfolio waddboan Sachs
Group Inc., which represented 13.6% of the aggeegatount of corporate securities and had a crafilitg of AAA
by Standard & Poor’s, as of December 31, 2006.

Enhanced Cash Fund

Enhanced cash mutual funds invest in fixed inconteraoney market securities denominated in U.Sadoll
with average target duration of nine months.

Other Investments

In December 2005, Enstar invested approximatelySs@dllion in New NIB Partners LP, or NIB Partness,
Province of Alberta limited partnership, in excharigr an approximately 1.4% limited partnershigiest. NIB
Partners was formed for the purpose of purchasoggther with certain affiliated entities, 100%tloé outstanding
share capital of NIBC Holding N.V. (formerly, NIBapital N.V.) and its affiliates, or NIBC. NIBC israerchant
bank focusing on the midharket segment in northwest Europe with a globstrithution network. New NIB Partne
and certain related entities are indirectly coftidby New NIB Limited, an Irish corporation. J. &opher
Flowers, a member of our board of directors andair@ur largest shareholders, is a director of N\d® Limited
and is on the supervisory board of NIBC. Certafiliaties of J.C. Flowers | L.P., which is managgdJuC.

Flowers & Co., LLC of which Mr. Flowers and Mr. Jof. Oros, our Executive Chairman, are Managing
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Directors, also participated in the acquisitiofdBC. Certain officers and directors of Enstar madesonal
investments in NIB Partners.

Enstar has a capital commitment of up to $10 mmllimthe GSC European Mezzanine Fund I, LP, or GSC
GSC invests in mezzanine securities of middle angkl market companies throughout Western Europat As
December 31, 2006, the capital contributed to thedRwas $1.7 million with the remaining commitmbéetng
$8.3 million. The $10 million represents 8.5% of thtal commitments made to GSC.

Enstar has also committed to invest up to $75 anilin J.C. Flowers Il, L.P., a private investmanid formed
by J.C. Flowers & Co. LLC, of which Mr. Flowers ahtt. Oros are Managing Directors. Upon completibthe
merger with EGI, Enstar’s total capital commitmemg.C. Flowers Il, L.P. increased to $100 millema result of
EGI's commitment to invest $25 million in J.C. Flews I, L.P. During 2006, Enstar funded a totab5.2 million
of its commitment to J.C. Flowers Il, L.P. As of Mk 7, 2007, Enstar, inclusive of EGI’'s portionstianded
$20.4 million of its $100 million commitment. Ensfatends to use cash on hand to fund its remaiogmymitment.
During 2006, Enstar received $0.9 million in mamagat service fee from the J.C. Flowers I, L.Pipeans for
advisory services.

Commercial Paper and Fixed Deposits

Commercial paper and fixed deposits have matunitieging between three months and one year issued b
financial institutions. The largest single issueEnstar’s portfolio was Anglo Irish Bank Ltd, whicepresented
20.9% of the aggregate amount of short-term investmiand had a credit rating of P1 by Moody’s,tas a
December 31, 2006.

Ratings as of December 31, 2006

The investment ratings (provided by major ratingrages) for Enstar’s investments held as of Decerbge
2006 and the percentage of investments they regexsen that date were as follows:

December 31, 2006
Percentage o

Amortized Fair Market Total Fair
Cost Value Market Value
(in thousands of U.S. dollars)
U.S. government & agenci $190,18: $ 187,49: 25.2%
AAA or equivalent 469,211 467,11! 62.9%
AA 16,26¢ 16,162 2.2%
A or equivalen 23,11¢ 23,10: 3.1%
BBB and BB 4,73¢ 4,71¢ 0.€%
Not rated 44,37 44,37 6.C%
Total $747,88¢ $ 742,96. 10C%

The cumulative amount shown as not rated is inaetspf Enstars investments in the limited partnerships al
corporate security. The total value of the unratgborate security was $2.0 million, which was smtdJanuary 30,
2007 with no realized gain or loss.
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Maturity Distribution as of December 31, 20(
The maturity distribution for total investments dhels of December 31, 2006 was as follows:

December 31, 200!
Amortized Unrealized Unrealized Fair Market

Cost Gains Losses Value
(in thousands of U.S. dollars
Due within one yea $422,99: $ 0 $ (312) $ 422,67¢
Due after one year through fi 266,60: 14 (3,640 262,97¢
Due after five year through ten yei 40,26¢ 6 (259) 40,01:
Due after ten yeal 18,03( 121 (857) 17,29¢
Total $747,88¢ $ 141 $ (5,06f) $ 742,96.

Investment Returns for the Years ended December22D6 and 2005
Enstar’s investment returns for the years endec&®éer 31, 2006 and 2005 were as follows:
Year Ended Year Ended

December 31, 200 December 31, 200
(in thousands of U.S. dollars’

Net investment incom $ 48,09¢ $ 28,23¢
Net realized (losses) gai (98) 1,26¢
Net investment income and net realized (lossesis( $ 48,00 $ 29,50/
Effective annualized yield(J 4.4(% 3.2%

(1) Effective annualized yield is calculated by diviglinet investment income by the average balancggregate
invested assets on an amortized cost b

Regulation
General

The business of insurance and reinsurance is regluila most countries, although the degree anddype
regulation varies significantly from one jurisdamito another. Enstar is subject to extensive egigui under
applicable statutes in the United Kingdom, BermBkgium and other jurisdictions.

Bermuda

As a holding company, Enstar is not subject to Refaninsurance regulations. However, the Insurarate A
1978 of Bermuda and related regulations, as amemdgtbgether, the Insurance Act, regulate tharausce
business of Enstar’s operating subsidiaries in Belarand provide that no person may carry on anyamee
business in or from within Bermuda unless regista® an insurer by the Bermuda Monetary AuthootyBMA,
under the Insurance Act. Insurance as well asueamge is regulated under the Insurance Act.

The Insurance Act also imposes on Bermuda insuramimganies certain solvency and liquidity standartts
auditing and reporting requirements and grant8tié powers to supervise, investigate, require infation and
the production of documents and intervene in tifrafof insurance companies. Certain significamests of the
Bermuda insurance regulatory framework are set foetow.

Classification of Insurers.The Insurance Act distinguishes between insuraryiog on long-term business
and insurers carrying on general business. Theréoar classifications of insurers carrying on gahbusiness, wi
Class 4 insurers subject to the strictest regulatimstars regulated Bermuda subsidiaries, which are ingatpd tc
carry on general insurance and reinsurance busiaessegistered as Class 2 or 3 insurers in Bearnand are
regulated as such under the Insurance Act. Thesdated Bermuda subsidiaries are not licensedny ca long-
term business. Long-term business broadly incllilegrsurance and disability insurance with
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terms in excess of five years. General businessdydncludes all types of insurance that are angterm
business.

Principal Representative An insurer is required to maintain a principal offin Bermuda and to appoint and
maintain a principal representative in Bermuda.tRerpurpose of the Insurance Act, each of Enstagslated
Bermuda subsidiaries’ principal offices is at PBox HM 2267, Windsor Place, 3rd Floor, 18 Queemr&trin
Hamilton, Bermuda, and each of their principal esgntatives is Castlewood Limited. Without a reasmeptable
to the BMA, an insurer may not terminate the appoant of its principal representative, and the ¢gigal
representative may not cease to act in that caparitess 30 days’ notice in writing is given te tBMA. It is the
duty of the principal representative, forthwith @aching the view that there is a likelihood thwe insurer will
become insolvent or that a reportable “event” ka#he principal representative’s knowledge, ocedior is
believed to have occurred, to notify the BMA andhim 14 days of such notification, to make a répomriting to
the BMA setting forth all the particulars of theseahat are available to the principal represergator example,
any failure by the insurer to comply substantialiyh a condition imposed upon the insurer by the/BMlating to
solvency margin or a liquidity or other ratio woudd a reportable “event.”

Independent Approved AuditoiEvery registered insurer must appoint an indeperaeditor who will audit
and report annually on the statutory financialestants and the statutory financial return of ttsaiiar, both of
which, in the case of Enstar’s regulated Bermudieisliaries, are required to be filed annually wiita BMA. The
independent auditor must be approved by the BMAraag be the same person or firm that audits Ersstar’
consolidated financial statements and reports fesgntation to its shareholders. Enstar’s requlBerdhuda
subsidiaries’ independent auditor is Deloitte & Thea, who also audits Enstar’s consolidated findrstéaements.

Loss Reserve SpecialisAs a registered Class 2 or 3 insurer, each of Esstegulated Bermuda insurance .
reinsurance subsidiaries is required, every yeaubmit an opinion of its approved loss resenezigtist with its
statutory financial return in respect of its losagd loss expenses provisions. The loss resereéatipe who will
normally be a qualified casualty actuary, must jpgraved by the BMA. Christopher Diamantoukos of &
Young LLP has been approved to act as the lossveespecialist for each of Enstar’s regulated Betaimsurance
and reinsurance subsidiaries.

Statutory Financial Statement€ach of Enstar’s regulated Bermuda subsidiaries prepare annual statutory
financial statements. The Insurance Act prescribkss for the preparation and substance of thedetety financial
statements, which include, in statutory form, ahaé sheet, an income statement, a statementitdlcapd surplus
and notes thereto. Each of Enstar’s regulated Beansubsidiaries is required to give detailed infation and
analyses regarding premiums, claims, reinsurandersmestments. The statutory financial statemergsat
prepared in accordance with U.S. GAAP and arerdistrom the financial statements prepared for gm&sion to a
insurer’s shareholders under the Companies Act #sneral business insurer, each of Enstar's reglBermuda
subsidiaries is required to submit the annual siagifinancial statements as part of the annualigiey financial
return. The statutory financial statements andstatutory financial return do not form part of theblic records
maintained by the BMA.

Annual Statutory Financial ReturnEach of Enstar’s regulated Bermuda Class 2 and@8amce and
reinsurance subsidiaries are required to file WithBMA a statutory financial return no later theax or four
months, respectively, after its fiscal year endeaslspecifically extended upon application to tM2BThe
statutory financial return for a Class 2 or 3 imstincludes, among other matters, a report of pgpecaved
independent auditor on the statutory financialestegnts of the insurer, solvency certificates, tagusory financial
statements, and the opinion of the loss reserveiaj®. The solvency certificates must be signedhe principal
representative and at least two directors of tharier certifying that the minimum solvency margastbeen met ai
whether the insurer has complied with the condgtiatiached to its certificate of registration. Tidependent
approved auditor is required to state whethertsiopinion, it was reasonable for the directorsieke these
certifications. If an insurer’s accounts have baedited for any purpose other than compliance thighinsurance
Act, a statement to that effect must be filed wfith statutory financial return.

Minimum Liquidity Ratio. The Insurance Act provides a minimum liquidity oafior general business insurers,
like Enstar’s regulated Bermuda insurance and ueamee subsidiaries. An insurer engaged in gebeiahess is
required to maintain the value of its relevant tssaenot less than 75% of the amount of its raleva
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liabilities. Relevant assets include, but are moitéd to, cash and time deposits, quoted investspemquoted bon
and debentures, first liens on real estate, investimcome due and accrued, accounts and premeoes/able and
reinsurance balances receivable. There are sormgar@s of assets which, unless specifically peeahiby the
BMA, do not automatically qualify as relevant asssuch as unquoted equity securities, investmeraisd
advances to affiliates and real estate and cadlelieans. Relevant liabilities are total generadibass insurance
reserves and total other liabilities less defemedme tax and sundry liabilities (i.e., liabilgigvhich are not
otherwise specifically defined).

Minimum Solvency Margin and Restrictions on Dividieand Distributions. Under the Insurance Act, the
value of the general business assets of a Clas8 theurer, such as Enstar’s regulated Bermudaidialies, must
exceed the amount of its general business liadslity an amount greater than the prescribed minisaiwency
margin. Each of Enstar’s regulated Bermuda sub$édias required, with respect to its general bessn to maintain
a minimum solvency margin equal to the greatest of:

For Class 2 insurers:

+ $250,000;

* 20% of net premiums written (being gross premiumiten less any premiums ceded by the insurergif n
premiums do not exceed $6,000,000 or $1,200,000 &6 of net premiums written which exceed
$6,000,000; an

* 10% of net losses and loss expense rese

For Class 3 insurers:

+ $1,000,000

* 20% of net premiums written (being gross premiumiten less any premiums ceded by the insurergif n
premiums do not exceed $6,000,000 or $1,200,00018%6 of net premiums written which exceed
$6,000,000; an

» 15% of net losses and loss expense rese

Each of Enstar’s regulated Bermuda insurance andueance subsidiaries is prohibited from decladng
paying any dividends during any fiscal year ifitm breach of its minimum solvency margin or minimliquidity
ratio or if the declaration or payment of such dends would cause it to fail to meet such margiratio. In
addition, if it has failed to meet its minimum sehcy margin or minimum liquidity ratio on the lakgty of any fisca
year, each of Ensi's regulated Bermuda subsidiaries will be prohithiteithout the approval of the BMA, from
declaring or paying any dividends during the nénaricial year.

Each of Enstar’s regulated Bermuda insurance a@ndueance subsidiaries is prohibited, without tppraval
of the BMA, from reducing by 15% or more its tosshtutory capital as set out in its previous yefinancial
statements.

Additionally, under the Companies Act, Enstar aadreof its regulated Bermuda subsidiaries may deda
pay a dividend, or make a distribution from conitéd surplus, only if it has no reasonable grododbelieving
that it is, or will after the payment be, unablgty its liabilities as they become due, or thetrializable value of
its assets will thereby be less than the aggreafats liabilities and its issued share capital ahdre premium
accounts.

Supervision, Investigation and Interventiomhe BMA may appoint an inspector with extensive pmwto
investigate the affairs of Enstar’s regulated Bedeninsurance and reinsurance subsidiaries if thé Bilieves that
such an investigation is in the best interest$sopolicyholders or persons who may become politdgrs. In order
to verify or supplement information otherwise piard to the BMA, the BMA may direct Enstar’s regatit
Bermuda insurance and reinsurance subsidiarietiupe documents or information relating to mattensnected
with its business. In addition, the BMA has the powo require the production of documents from pesson who
appears to be in possession of those documentbeFuthe BMA has the power, in respect of a persgistered
under the Insurance Act, to appoint a professipeedon to prepare a report on any aspect of anenaiout whicl
the BMA has required or could require informatitirit appears to the BMA to be desirable in themests of
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the clients of a person registered under the Imegrad\ct, the BMA may also exercise the foregoing/@e in
relation to any company which is, or has at angvaht time been, (1) a parent company, subsidiampany or
related company of that registered person, (2)aidiary company of a parent company of that regést person,
(3) a parent company of a subsidiary company dfrégistered person or (4) a controlling sharehotdehat
registered person, which is a person who eithareaty with any associate or associates, holds 50%oce of the
shares of that registered person or is entitlezk&mcise, or control the exercise of, more than 50%e voting
power at a general meeting of shareholders ofrtastered person. If it appears to the BMA thaté¢his a risk of a
regulated Bermuda insurance and reinsurance sabsioecoming insolvent, or that a regulated Bermingarance
and reinsurance subsidiary is in breach of therarsme Act or any conditions imposed upon its registn, the
BMA may, among other things, direct such subsid{@jynot to take on any new insurance business)qjo vary
any insurance contract if the effect would be twréase its liabilities, (3) not to make certaindstments, (4) to
liquidate certain investments, (5) to maintainantransfer to the custody of a specified bankiademssets, (6) not
to declare or pay any dividends or other distritmsior to restrict the making of such paymentsamd) to limit
such subsidiary’s premium income.

Disclosure of Information.In addition to powers under the Insurance Act t@sgtigate the affairs of an insul
the BMA may require insurers and other personsitoigh information to the BMA. Further, the BMA hlasen
given powers to assist other regulatory authoritieduding foreign insurance regulatory authostieith their
investigations involving insurance and reinsurac@m@panies in Bermuda. Such powers are subjecstoatons.
For example, the BMA must be satisfied that théstersce being requested is in connection with tkehdirge of
regulatory responsibilities of the foreign regutstauthority. Further, the BMA must consider whetbeoperation
is in the public interest. The grounds for disclesare limited and the Insurance Act provides sanstfor breach ¢
the statutory duty of confidentiality. Under thermanies Act, the Minister of Finance has been gp@ners to
assist a foreign regulatory authority that has estgd assistance in connection with inquiries bearged out by it
in the performance of its regulatory functions. Niaister's powers include requiring a person to furnish airher
with information, to produce documents to him or, lhe attend and answer questions and to givetassis in
connection with inquiries. The Minister must besfad that the assistance requested by the foreigulatory
authority is for the purpose of its regulatory ftioos and that the request is in relation to infation in Bermuda
which a person has in his possession or undemhigal. The Minister must consider, among othendlsi whether
is in the public interest to give the informatiaught.

Notification by shareholder controller of new ocieased control. Any person who, directly or indirectly,
becomes a holder of at least 10 percent, 20 per88mtercent or 50 percent of the Ordinary Shanest motify the
BMA in writing within 45 days of becoming such altéer or 30 days from the date they have knowleddewing
such a holding, whichever is later. The BMA may vijtten notice, object to such a person if it sgmseto the BM/
that the person is not fit and proper to be subblder. The BMA may require the holder to reduasrtholding of
Ordinary Shares and direct, among other thingsMbiing rights attaching to the Ordinary Shareallshot be
exercisable. A person that does not comply witthsuaotice or direction from the BMA will be guilof an
offense.

Objection to existing shareholder controlleFor so long as Enstar has as a subsidiary an insgistered
under the Insurance Act, the BMA may at any timewhitten notice, object to a person holding 10ceat or more
of the Ordinary Shares if it appears to the BMAt th@ person is not or is no longer fit and prapdbe such a
holder. In such a case, the BMA may require theedt@der to reduce its holding of Ordinary Shanmes direct,
among other things, that such shareholder’s vatgigs attaching to Ordinary Shares shall not ler@sable. A
person who does not comply with such a notice iction from the Authority will be guilty of an afhse.

Certain Other Bermuda Law Considerationélthough Enstar is incorporated in Bermuda, itl&ssified as a
non-resident of Bermuda for exchange control puepdy the BMA. Pursuant to its non-resident stdfastar may
engage in transactions in currencies other thamBea dollars and there are no restrictions onbigato transfer
funds (other than funds denominated in Bermudaadsjliin and out of Bermuda or to pay dividends 18.Uesident
who are holders of its ordinary shares.

Under Bermuda law, exempted companies are comp#oriaed for the purpose of conducting businesside
Bermuda from a principal place of business in BatanlAs “exempted” companies, neither Enstar nor any
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of its regulated Bermuda subsidiaries may, withhatexpress authorization of the Bermuda legistatwrunder a
license or consent granted by the Minister of Fagamparticipate in certain business transactiomduding: (1) the
acquisition or holding of land in Bermuda (excdpttheld by way of lease or tenancy agreement wkiobquired
for its business and held for a term not exceeilhgears, or which is used to provide accommodation
recreational facilities for its officers and empé&g and held with the consent of the Bermuda Minist Finance,
for a term not exceeding 21 years), (2) the takihignortgages on land in Bermuda to secure an anmiowxcess of
$50,000, or (3) the carrying on of business of king for which it is not licensed in Bermuda, exceplimited
circumstances such as doing business with anotieengted undertaking in furtherance of its busireessed on
outside Bermuda. Each of Enstar’s regulated Bernsutiaidiaries is a licensed insurer in Bermuda, asduch,
may carry on activities from Bermuda that are eglab and in support of its insurance business.

Ordinary shares may be offered or sold in Bermudg im compliance with the provisions of the Invesnt
Business Act 2003 of Bermuda, which regulates éte of securities in Bermuda. In addition, the BM®ist
approve all issues and transfers of securitiesBéranuda exempted company. Where any equity sesifineanin
shares which entitle the holder to vote for or appone or more directors or securities which bsitherms are
convertible into shares which entitle the holdevate for or appoint one or more directors) of arBeda company
are listed on an appointed stock exchange (whicludes Nasdaq) the BMA has given general permidsiothe
issue and subsequent transfer of any securitift®eafompany from and/or to a non-resident for g las any such
equity securities of the company remain so listed.

The Bermuda government actively encourages fori@iggstment in “exempted” entities like Enstar atsd i
regulated Bermuda subsidiaries that are basedrmiia, but which do not operate in competition vdttal
businesses. Enstar and its regulated Bermuda s$atisgdare not currently subject to taxes compuotegrofits or
income or computed on any capital asset, gain pregation, or any tax in the nature of estate dutyhnheritance
tax or to any foreign exchange controls in Bermuda.

Under Bermuda law, non-Bermudians (other than sgoo§ Bermudians, holders of a permanent resident’s
certificate or holders of a working resident’s darate) may not engage in any gainful occupatimBéermuda
without an appropriate governmental work permit.ridfoermits may be granted or extended by the Beamud
government upon showing that, after proper puliiestisement in most cases, no Bermudian (or spouae
Bermudian, holder of a permanent resident’s cedtié or holder of a working resident’s certificateavailable who
meets the minimum standard requirements for thertided position. In 2004, the Bermuda governmanbanced
a new immigration policy limiting the duration ofowk permits to six years, with specified exemptiéms‘key”
employees. The categories of “kegfhployees include senior executives (chief exeeufficers, presidents throu
vice presidents), managers with global responsgibiienior financial posts (treasurers, chief firiahofficers
through controllers, specialized qualified accoatgaquantitative modeling analysts), certain Iggafessionals
(general counsels, specialist attorneys, qualifigdl librarians and knowledge managers), sensuramce
professionals (senior underwriters, senior claidjasters), experienced/specialized brokers, a@saspecialist
investment traders/analysts and senior informagohnology engineers/managers. All of Enstaecutive officer
who work in its Bermuda office have obtained wosdktmits.

United States

Enstar has four (and following the completion af therger with EGI, seven) indirect wholly-owned fnon
insurance subsidiaries organized under the lawiseoStates of Delaware (four), Georgia (two) aratiga (one).
Each of these entities provides services to theramee industry including the management of instegortfolios ir
run-off and forensic claims inspection. Enstar'dtelth States subsidiaries are not subject to reigulét the United
States as insurance companies, and are generabyinect to other insurance regulations.

If Enstar acquires insurance or reinsurance rurspérations in the United States, those subsidianperating
in the United States would be subject to extensdgeilation.

United Kingdom

General. On December 1, 2001, the U.K. Financial Serviceth@uity, or the FSA, assumed its full powers
and responsibilities as the single statutory regul@sponsible for regulating the financial seegiendustry in
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respect of the carrying on of “regulated activitiacluding deposit taking, insurance, investmer@nagement and
most other financial services business by way sfri®ss in the U.K.), with the purpose of maintagn@onfidence il
the U.K. financial system, providing public undarsding of the system, securing the proper degr@eadéction for
consumers and helping to reduce financial crimis. d criminal offense for any person to carry aegulated
activity in the U.K. unless that person is authediby the FSA and has been granted permissiornriy @a that
regulated activity or falls under an exemption.

Insurance business (which includes reinsurancenbss) is authorized and supervised by the FSArdnse
business in the United Kingdom is divided betwe®o tmain categories: long-term insurance (whichrisiarily
investment-related) and general insurance. It iosesible for an insurance company to be authdiizéoth long-
term and general insurance business. These twgarae are both divided into “classes” (for examplermanent
health and pension fund management are two clag$eisg-term insurance; damage to property and meghbicle
liability are two classes of general insurance)délrthe Financial, Services and Markets Act 200@he FSMA,
effecting or carrying out contracts of insurancéhim a class of general or long-term insurancewhy of business
in the United Kingdom, constitutes a regulatedvatgtirequiring individual authorization. An authped insurance
company must have permission for each class ofanse business it intends to write.

Certain of Enstar’s regulated U.K. subsidiariesaathorized insurers, would be able to operateutijitout the
E.U., subject to certain regulatory requirementthefFSA and in some cases, certain local regylaémuirements.
An insurance company with FSA authorization to iitsurance business in the United Kingdom can seekent
from the FSA to allow it to provide cross-bordengees in other member states of the E.U. As asrditive, FSA
consent may be obtained to establish a brancheoffithin another member state. Although in run-Bfistar’s
regulated U.K. subsidiaries remain regulated byR84, but may not underwrite new business.

As FSA authorized insurers, the insurance and ueamee businesses of Enssarégulated U.K. subsidiaries .
subject to close supervision by the FSA. The FSaitmplemented specific requirements for senior rgameent
arrangements, systems and controls of insuranceeémglirance companies under its jurisdiction, Whitace a
strong emphasis on risk identification and managenmerelation to the prudential regulation of irsnice and
reinsurance business in the United Kingdom.

Supervision. The FSA carries out the prudential supervisiomstirance companies through a variety of
methods, including the collection of informatioorn statistical returns, review of accountants’ répovisits to
insurance companies and regular formal interviews.

The FSA has adopted a risk-based approach to ieegsion of insurance companies. Under this apgirale
FSA performs a formal risk assessment of insurancepanies or groups carrying on business in the U.K
periodically. The periods between U.K. assessmeansin length according to the risk profile of timsurer. The
FSA performs the risk assessment by analyzing imédion which it receives during the normal courkiso
supervision, such as regular prudential returngherfinancial position of the insurance companywhbich it
acquires through a series of meetings with senammagement of the insurance company. After eachadskssmer
the FSA will inform the insurer of its views on thesurer’s risk profile. This will include detaitd any remedial
action that the FSA requires and the likely conseges if this action is not taken.

Solvency RequirementsThe Integrated Prudential Sourcebook requiresitisatrance companies maintain a
required solvency margin at all times in respeamyf general insurance undertaken by the insuremopany. The
calculation of the required margin in any particdase depends on the type and amount of insutargieess a
company writes. The method of calculation of thguieed solvency margin is set out in the Integr&eadential
Sourcebook, and for these purposes, all inssigssets and liabilities are subject to specifisateon rules which ai
set out in the Integrated Prudential Sourcebookuféato maintain the required solvency marginng @f the
grounds on which wide powers of intervention corddrupon the FSA may be exercised. For fiscal yeading on
or after January 1, 2004, the calculation of tlpired solvency margin has been amended as a ofghk
implementation of the EU Solvency | Directivesréspect of liability business accepted, 150% ofattaal
premiums written and claims incurred must be inetlith the calculation, which has had the effeéhofeasing the
required solvency margin of Enstar’s regulated Wslbsidiaries. Enstar continuously monitors theesaty capital
position of the U.K. subsidiaries and maintainsitzdjn excess of the required solvency margin.
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Each insurance company writing various classeasiness is required by the Integrated Prudentiat&&iook
to maintain equalization provisions calculatedéoadance with the provisions of the Integrateddential
Sourcebook.

Insurers are required to calculate an Enhanced@d&equirement, or ECR, in addition to their reqdi
solvency margin. This represents a more risk-sgagitlculation than the previous required solvemaygin
requirements and is used by the FSA as its ben¢himaissessing its Individual Capital Adequacy 8tads.
Insurers must maintain financial resources whiehaatequate, both as to amount and quality, to erikat there is
no significant risk that its liabilities cannot beet as they come due. In order to carry out thessssent as to the
necessary financial resources that are requiredréns are required to identify the major sourdeasshk to its ability
to meet its liabilities as they come due, and toycaut stress and scenario tests to identify gr@piate range of
realistic adverse scenarios in which the risk etliges and to estimate the financial resourcesl@@én each of the
circumstances and events identified. In additiba,ESA gives Individual Capital Guidance, or IC&gularly to
insurers and reinsurers following receipt of indival capital assessments, prepared by firms theaselrhe FSA'’s
guidance may be that a company should hold mokeserthan its then current level of regulatory tpor that the
company’s regulatory capital should remain unatteEnstar calculated the ECR for its regulated $ufasidiaries
for the period ended December 31, 2005 and sulihiese calculations in April 2006 to the FSA agt patheir
statutory filings. In all instances, Enstar’s UdGbsidiaries had capital in excess of their ECRiireqnents. The
ECR calculations for its regulated U.K. subsidiafier the year ended December 31, 2006 will be sitéxinby no
later than March 31, 2007.

In addition, an insurer (other than a pure reingutat is part of a group is required to perfonna aubmit to
the FSA a solvency margin calculation return irpees of its ultimate parent undertaking, in accamawith the
FSA's rules. This return is not part of an insusariwn solvency return and hence will not be puplélailable.
Although there is no requirement for the parentastaking solvency calculation to show a positiveuie the FSA
may take action where it considers that the soly@fithe insurance company is or may be jeopardizedto the
group solvency position. Further, an insurer isunegl to report in its annual returns to the FSAvadterial related
party transactions (e.g., intra group reinsurandmse value is more than 5% of the insurer’s genmesarance
business amount).

Restrictions on Dividend Payments).K. company law prohibits Enstar’s regulated Uskibsidiaries from
declaring a dividend to their shareholders unleeg have “profits available for distribution.” Thetermination of
whether a company has profits available for distitn is based on its accumulated realized prég#s its
accumulated realized losses. While the United Kamgdnsurance regulatory laws impose no statutastrictions
on a general insurer’s ability to declare a dividlethe FSA strictly controls the maintenance ofheiasurance
company'’s required solvency margin within its jdiction. The FSA'’s rules require Enstar’s reguldatel.
subsidiaries to obtain FSA approval for any propaseactual payment of a dividend.

Reporting RequirementsU.K. insurance companies must prepare their firdrstatements under the
Companies Act of 1985 (as amended), which reqtiiresiling with Companies House of audited finamhcia
statements and related reports. In addition, LhEutiance companies are required to file with th& FE§ulatory
returns, which include a revenue account, a pawifit loss account and a balance sheet in presdobed. Under
the Interim Prudential Sourcebook for Insurers,jt@ddregulatory returns must be filed with the F8ihin two
months and 15 days (or three months where theatglnf the return is made electronically) of thenpany’s year
end. Enstar’s regulated U.K. insurance subsidiaesalso required to submit abridged quarterlgrimiation to the
FSA.

Supervision of ManagemeniThe FSA closely supervises the management of insaraompanies through the
approved persons regime, by which any appointmiepéisons to perform certain specified “controffedctions”
within a regulated entity, must be approved byRB&.

Change of Control. FSMA regulates the acquisition of “control” of abyK. insurance company authorized
under FSMA. Any company or individual that (togethth its or his associates) directly or indirgcticquires 10%
or more of the shares in a U.K. authorized insugarmmpany or its parent company, or is entitleeldercise or
control the exercise of 10% or more of the votiogvpr in such authorized insurance company or itsrga
company, would be considered to have acquired foirfor the purposes of the relevant legislatias,would a
person who had significant influence over the manant of such authorized insurance company omitsri
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company by virtue of his shareholding or voting pow either. A purchaser of 10% or more of Enstardinary
shares would therefore be considered to have atjlgontrol” of Enstar’s regulated U.K. subsidiarie

Under FSMA, any person proposing to acquire “cdhtreer a U.K. authorized insurance company musgégi
prior notification to the FSA of his intention t@ do. The FSA would then have three months to denshat
person’s application to acquire “control.” In cafesiing whether to approve such application, the &t be
satisfied that both the acquirer is a fit and prqmrson to have such “control” and that the irdey®f consumers
would not be threatened by such acquisition of taati Failure to make the relevant prior applicaticould result
in action being taken against Enstar by the FSA.

Intervention and EnforcementThe FSA has extensive powers to intervene in tfarafof an authorized
person, culminating in the ultimate sanction of thmoval of authorization to carry on a regulatetivity. FSMA
imposes on the FSA statutory obligations to morgtimpliance with the requirements imposed by FSki#] to
enforce the provisions of FSMA-related rules magiéhle FSA. The FSA has power, among other thirgenforce
and take disciplinary measures in respect of besof both the Interim Prudential Sourcebook fauhers and
breaches of the conduct of business rules genexpfilicable to authorized persons.

The FSA also has the power to prosecute crimirfahsgs arising under FSMA, and to prosecute insider
dealing under Part V of the Criminal Justice AcfLl&83, and breaches of money laundering regulatitims FSA’s
stated policy is to pursue criminal prosecutiomlireppropriate cases.

Passporting. European Union directives allow Enstar’s reguldtield. subsidiaries to conduct business in
European Union states other than the United Kingdooompliance with the scope of permission gratiede
companies by the FSA without the necessity of &mithl licensing or authorization in other Europé#rion
jurisdictions. This ability to operate in otherigdictions of the European Union on the basis ohbstate
authorization and supervision is sometimes refetweas “passporting.” Insurers may operate outgide home
member state either on a “services” basis or ofestablishment” basis. Operating on a “servicesibaeans that
the company conducts permitted businesses in theskete without having a physical presence tivende
operating on an “establishment” basis means thepaognhas a branch or physical presence in theshest In both
cases, a company remains subject to regulatiotsliyome regulator, and not by local regulatory auities,
although the company nonetheless may have to cowitiycertain local rules. In addition to Europdamion
member states, Norway, Iceland and Liechtensteen{bers of the broader European Economic Area) are
jurisdictions in which this passporting framewoppées.

Belgium and Austria

Enstar indirectly owns, through B.H. Acquisitiorgdet Holdings Limited, or Paget, an Austrian haddin
company, which owns Compagnie Européenne d'Assesamziustrielles S.A., or CEAI, a registered insure
domiciled in Belgium. CEAI currently is in run-ofind does not write new business. The insuranceatipes of
CEAI are subject to Belgian insurance laws. CEAkiguired to comply with the terms of its registratand any
other conditions the banking, finance and insurammeamission may impose from time to time. Underapplicable
insurance laws and regulations, the banking, fieamd insurance commission must be informed abwlibpprove
the management structure, the directors, and dumanagement. The banking, finance and insurancenission
also regulates solvency and certain operationsatidties of Belgian insurers.

Paget is generally subject to the laws of AusBiecause the principal activity of Paget is ownirtgAT, Paget
is not required to be licensed by Austrian autiesit
Switzerland and Luxembourg

Enstar indirectly owns Harper Holding SARL, or Harplolding, a Luxembourg holding company, which s
Harper Insurance Limited, or Harper Insurance jissteer domiciled in Switzerland. Because the @adis of
Harper Insurance are limited to reinsuranceatfnit is not required to be licensed by Swisshauities but is subje
to regulation by the Federal Office of Private Ireswce, or FOPI.

Harper Holding is a private limited liability commyg incorporated under the laws of the Grand-Dugzhy
Luxembourg, generally subject to the laws of Luxenmg. Because the principal activity of Harper Hiodgis
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owning subsidiaries not domiciled in Luxembourgypta Holding is not required to be licensed by Lmkeurg
authorities.

Competition

Enstar competes in international markets with ddimesd international reinsurance companies to iaeGund
manage reinsurance companies in run-off. The aitigmisnd management of reinsurance companiesnitofilis
highly competitive. Some of these competitors hgnemter financial resources than Enstar, have bperating for
longer than Enstar and have established long-tedrcantinuing business relationships throughoutréesurance
industry, which can be a significant competitiveaatage. As such, Enstar may not be able to conspeessfully
in the future for suitable acquisition candidatesum-off portfolio management engagements.

Employees

As of December 31, 2006, Enstar had approximat@¥yeimployees, 4 of whom were executive officers. Al
non-Bermudian employees who operate out of EnsBatsmuda office are subject to approval of any ieguwork
permits. None of Enstar’s employees are coverecbbigctive bargaining agreements, and its managebeieves
that its relationship with its employees is exaglle

Available Information

Enstar maintains a website with the address wwwaemr®up.com The information contained on Enstar’s
website is not included as a part of, or incorpeidly reference into, this filing. Enstar makesilaizée free of
charge (other than an investor’'s own Internet accharges) on or through its website its annuainteqn
Form 10-K, quarterly reports on Form 10-Q, curmeports on Form 8-K, and all amendments to thgsertg, as
soon as reasonably practicable after the materikictronically filed with or otherwise furnish&edthe Securities
and Exchange Commission. Enstar’s annual reporBoom 10-K, quarterly reports on Form 10-Q, curmepmorts
on Form 8-K, and amendments to those reports aoeaafailable on the Securities and Exchange Coroniss
website at http://www.sec.goun addition, copies of Enstar’s corporate govangaguidelines, codes of business
conduct and ethics and the governing chartersaudit and compensation committees of its BoaRirectors
are available free of charge on its website.

ITEM 1A. RISK FACTORS

You should carefully consider these risks alondpwie other information included in this documémtjuding
the matters addressed under “ltem 7. Managemengsudsion and Analysis of Financial Condition ares&ts of
Operations — Cautionary Note Regarding Forward-LiogkStatements”, as well as risks included elsewheour
documents filed with the SEC, before investingpna our securities. We may amend, supplemenddtathe rist
factors described below from time to time in futtgports filed with the SE(

Risks Relating to Our Business

If we are unable to implement our business strategjiour business and financial condition may be adsely
affected.

Enstar’s future results of operations will depemdignificant part on the extent to which we caplement our
business strategies successfully, including ouitalbd realize the anticipated growth opporturstiexpanded
market visibility and increased access to cap@al: business strategies after the merger includéragng to
operate our portfolio of run-off insurance and seirance companies and related management engageaentell
as pursuing additional acquisitions and manageemgagements in the run-off segment of the insurande
reinsurance market. We may not be able to implemenstrategies fully or realize the anticipatesuits of our
strategies as a result of significant businessy@tic and competitive uncertainties, many of whach beyond our
control.
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The effects of emerging claims and coverage isswmsresult in increased provisions for loss researe
reduced profitability in our insurance and reinsweasubsidiaries. Such adverse business issuealswgeduce the
level of incentive-based fees generated by ourwdting operations. Adverse global economic condgiosuch as
rising interest rates and volatile foreign exchareges, may cause widespread failure of our insgramd
reinsurance subsidiaries’ reinsurers’ ability tisfg their obligations, as well as failure of coampes to meet their
obligations under debt instruments held by our slidnses. If the run-off industry becomes moreaattive to
investors, competition for run-off acquisitions andnagement and consultancy engagements may ie@ads
therefore, reduce our ability to continue to makafifable acquisitions or expand our consultancgragions. If we
are unable to successfully implement our busineategiies, we may not be able to achieve futurevgran our
earnings and our financial condition may suffer,aagla result, holders of our ordinary shares reagive lower
returns.

Our inability to successfully manage our portfoliof insurance and reinsurance companies in run-offan
adversely impact our ability to grow our businesscamay result in losses.

We were founded to acquire and manage companiepatfdlios of insurance and reinsurance in run-Ofiir
run-off business differs from the business of tiadal insurance and reinsurance underwriting &t thur insurance
and reinsurance companies in run-off no longer omde new policies and are subject to the risk thair stated
provisions for losses and loss adjustment expeiitaat be sufficient to cover future losses and twost of run-off.
Because our companies in raff-no longer collect underwriting premiums, ouustes of capital to cover losses
limited to our stated reserves, reinsurance coecaagl retained earnings. As of December 31, 2006gm@ss
reserves for losses and loss adjustment experadedd1.21 billion, and our reinsurance receivatdéded
$408.1 million.

In order for us to achieve positive operating resswie must first price acquisitions on favoralglerts relative
to the risks posed by the acquired portfolio arehtiuccessfully manage the acquired portfolios.i@ability to
price acquisitions on favorable terms, efficientignage claims, collect from reinsurers and comtnoloff expense:
could result in us having to cover losses sustaimeter assumed policies with retained earningschviviould
materially and adversely impact our ability to growr business and may result in losses.

Our inability to successfully manage the compangesd portfolios for which we have been engaged abied-
party manager may adversely impact our financiaktdts and our ability to win future management
engagements.

In addition to acquiring insurance and reinsurazw@panies in run-off, we have entered into several
management agreements with third parties to mathegieportfolios or companies in run-off. The terofghese
management engagements typically include incemp@yenents to us based on our ability to successfudipage the
run-off of these companies or portfolios. We maylmable to accomplish our objectives for theggagements as
a result of unforeseen circumstances such as tigghl@f time for claims to develop, the extent toiet losses may
exceed reserves, changes in the law that may seqoirerage of additional claims and losses, oditytd commute
reinsurance policies on favorable terms and odityabd manage run-off expenses. If we are not sastul in
meeting our objectives for these management engaggsimve may not receive incentive payments under o
management agreements, which could adversely ingpaidinancial results, and we may not win future
engagements to provide these management servibed) would slow the growth of our business. Coriisglfees
generated from management agreements amounte® @ $8lion, $22.0 million and $23.7 million for ¢hyears
ended December 31, 2006, December 31, 2005 andribece31, 2004, respectively.

If our insurance and reinsurance subsidiaries’ logeserves are inadequate to cover their actual éssour
insurance and reinsurance subsidiaries’ net incoraad capital and surplus would be reduced.

Our insurance and reinsurance subsidiaries areéreglio maintain reserves to cover their estimatéchate
liability for losses and loss adjustment expensedbth reported and unreported claims incurreés€heserves are
only estimates of what our subsidiaries think tlement and administration of claims will cosséd on facts and
circumstances known to the subsidiaries. Our coratiut activity and claims settlement and developnrerecent
years has resulted in net reductions in provisfontoss and loss adjustment expenses of $31.%om;
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$96.0 million and $13.7 million for the years end@ecember 31, 2006, December 31, 2005 and Dece®dber
2004, respectively. Although this recent experieindicates that our loss reserves have been maredtiequate to
meet our liabilities, because of the uncertairitied surround estimating loss reserves and lossexgnt expenses,
our insurance and reinsurance subsidiaries carmogétiain that ultimate losses will not exceedehestimates of
losses and loss adjustment expenses. If the salis&lireserves are insufficient to cover theiuattosses and loss
adjustment expenses, the subsidiaries would haaagment their reserves and incur a charge to ¢aeings.
These charges could be material and would reduceaiincome and capital and surplus.

The difficulty in estimating the subsidiaries’ reges is increased because the subsidiaries’ Isgeswes include
reserves for potential asbestos and environmeatalifies. At December 31, 2006 our insurance aidsurance
companies recorded gross asbestos and environniesgakserves of $666.1 million, or 54.8% of thtaltgross
loss reserves. Net asbestos and environmentaldessves at December 31, 2006 amounted to $350i6mor
40.2% of total net loss reserves. Asbestos and@mwiental liabilities are especially hard to estigrfar many
reasons, including the long waiting periods betwexgrosure and manifestation of any bodily injurypowperty
damage, the difficulty in identifying the sourcetbé& asbestos or environmental contamination, fepgrting delay
and the difficulty in properly allocating liabilitior the asbestos or environmental damage. Devdlogse law and
adequate claim history do not always exist for stlahms, especially because significant uncerta@xigts about th
outcome of coverage litigation and whether pastrckxperience will be representative of future mlaxperience.
In view of the changes in the legal and tort enwinent that affect the development of such claifms uncertainties
inherent in valuing asbestos and environmentaidaire not likely to be resolved in the near fututéimate value
for such claims cannot be estimated using tradilioeserving techniques and there are significanéttainties in
estimating the amount of our subsidiaries’ potémisses for these claims. Our subsidiaries havenaale any
changes in reserve estimates that might ariseesudt of any proposed U.S. federal legislatioated to asbestos.
Our reserves for A&E liabilities decreased durif2 and 2005 by $13.7 million and $172.3 milliospectively
on a gross basis ($33.4 million and $100.6 milbona net basis). The reductions arose from suadessf
commutations, policy buybacks, generally favoraiiéem settlements and actuarial analysis of remagifiabilities
during each year. During 2006, our reserves for Ai&Rilities and increased by $10.1 million grossl alecreased
by $55.1 million net. The increase to gross researese from adverse incurred development and rEeltaaalysis
of remaining liabilities from one particular Enstasurance subsidiary amounting to $104.7 milliesslclaim
settlements of $73.2 million. The entity in questlEenefits from substantial reinsurance protecotibich largely
eliminates the gross adverse development on aasét.bAs such, A&E reserves for Enstar as a wheteehsed by
$55.1 million on a net basis primarily due to swssfel commutations, policy buybacks, generally fabte claim
settlements and actuarial analysis of remainindialeilities.To further understand this risk, sé&eserves for
Unpaid Losses and Loss Adjustment Expense” beginoimpage 8.

Our insurance and reinsurance subsidiaries’ reinsgns may not satisfy their obligations to our insuree and
reinsurance subsidiaries.

Our insurance and reinsurance subsidiaries arectuoj credit risk with respect to their reinsureesause the
transfer of risk to a reinsurer does not relievesubsidiaries of their liability to the insured. addition, reinsurers
may be unwilling to pay our subsidiaries even thotlgey are able to do so. As at December 31, 20@&)alances
receivable from reinsurers amounted to $408.1 oniJlof which $244.2 million was associated withrayke
reinsurer with a Standard & Poor’s credit ratingdef The failure of one or more of our subsidiariesnsurers to
honor their obligations in a timely fashion mayeaff our cash flows, reduce our net income or cagge incur a
significant loss. Disputes with our reinsurers naigo result in unforeseen expenses relating tmtiton or
arbitration proceedings.

The value of our insurance and reinsurance subsid&s’ investment portfolios and the investment imoe that
our insurance and reinsurance subsidiaries receivem these portfolios may decline as a result of ket
fluctuations and economic conditions.

The fair market value of the fixed-income secusititassified as available-for-sale in our subsidgr
investment portfolios, amounting to $279.1 mill@nDecember 31, 2006, and the investment inconme fhese
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assets fluctuate depending on general economicnankiet conditions. For example, the fair marketieadf our
subsidiaries’ fixed-income securities generallyr@ases or decreases in an inverse relationshipfiwittuations in
interest rates. The fair market value of our subsies’ fixed-income securities can also decreasa esult of any
downturn in the business cycle that causes thetaedlity of those securities to deteriorate. He¢ investment
income that our subsidiaries realize from investimé@nfixed income securities will generally incsesor decrease
with interest rates. The changes in the marketevafiour subsidiaries’ securities that are clasgifis
available-for-sale are reflected in our financtatements. Permanent impairments in the value o$dlsidiaries’
fixed income securities are also reflected in dnericial statements. As a result, a decline invige of the
securities in our subsidiaries’ portfolio may reduwr net income or cause us to incur a loss.

Fluctuations in the reinsurance industry may causeir operating results to fluctuate.

The reinsurance industry historically has beenexsthip significant fluctuations and uncertaintieactors that
affect the industry in general may also cause perating results to fluctuate. The industry’s paddility may be
affected significantly by:

« fluctuations in interest rates, inflationary pregsuand other changes in the investment environmamth
affect returns on invested capital and may affeetultimate payout of loss amounts and the costs of
administering books of reinsurance busin

« volatile and unpredictable developments, which mawersely affect the recoverability of reinsurafroen
our reinsurers

« changes in reserves resulting from different tygfedaims that may arise and the development atjad
interpretations relating to the scope of insU’ liability; and

« the overall level of economic activity and the catifive environment in the industr

The effects of emerging claim and coverage issueoar business are uncertain.

As industry practices and legal, judicial, sociadl ather environmental conditions change, unexpleabel
unintended issues related to claims and coverageemarge. These issues may adversely affect trguadg of ou
provision for losses and loss adjustment expengeither extending coverage beyond the intent sdiiance
policies and reinsurance contracts envisionedeatithe they were written, or by increasing the namtdr size of
claims. In some instances, these changes may ootrteeapparent until some time after we have acdyuire
companies or portfolios of insurance or reinsurasargracts that are affected by the changes. Asutr the full
extent of liability under these insurance or remasiee contracts may not be known for many yeaes aftontract
has been issued. To further understand this resk;'Reserves for Unpaid Losses and Loss AdjustiBepénse”
beginning on page 8.

Insurance laws and regulations restrict our ability operate, and any failure to comply with thesevs and
regulations may have a material adverse effect am business.

We are subject to extensive regulation under imsigdaws of a number of jurisdictions. These lavnit ithe
amount of dividends that can be paid to us by esmriance and reinsurance subsidiaries, prescribensy
standards that they must meet and maintain, impEstactions on the amount and type of investmérasthey can
hold to meet solvency requirements and require tteemaintain reserves. Failure to comply with thieses may
subject our subsidiaries to fines and penaltiesrastlict them from conducting business. The apfibn of these
laws may affect our liquidity and ability to payitiends on our ordinary shares and may restricability to
expand our business operations through acquisit®nSecember 31, 2006, the required statutorytehpnd
surplus of our Bermuda, U.K. and European insuramekreinsurance companies amounted to $75.0 millio
compared to the actual statutory capital and sarpfi$360.1 million. As at December 31, 2006, $448iflion of our
total investments of $747.5 million were not adifitesfor statutory solvency purposes.

35




Table of Contents

If we fail to comply with applicable insurance lavand regulations, we may be subject to disciplinaction,
damages, penalties or restrictions that may haveaterial adverse effect on our business.

We cannot assure you that our subsidiaries hagaromaintain all required licenses and approvathatrtheir
businesses fully comply with the laws and regutaito which they are subject, or the relevant iasce regulatory
authority’s interpretation of those laws and regulationsddition, some regulatory authorities have reldibeoad
discretion to grant, renew or revoke licenses gmi@vals. If our subsidiaries do not have the rsitpilicenses and
approvals or do not comply with applicable regutat@quirements, the insurance regulatory autlesrithay
preclude or suspend our subsidiaries from carrgingome or all of their activities, or impose mangtpenalties on
them. These types of actions may have a matenarad effect on our business and may precludeous finaking
future acquisitions or obtaining future engagemémt®anage companies and portfolios in run-off.

We have made, and expect to continue to make, sgigtacquisitions of insurance and reinsurance coampes
in run-off, and these activities may not be finaradly beneficial to us or our shareholders.

We have pursued and, as part of our strategy, Weaovitinue to pursue growth through acquisitions
and/or strategic investments in insurance and ueamee companies in run-off. We have made seveclisitions
and investments and we expect to continue to magie acquisitions and investments. We cannot baicettiat any
of these acquisitions or investments will be finalg advantageous for us or our shareholders.

The negotiation of potential acquisitions or stgaténvestments, as well as the integration of equaed
business or portfolio, could result in a substduwtigersion of management resources. Acquisitionddinvolve
numerous additional risks such as potential loBses unanticipated litigation or levels of claings) inability to
generate sufficient revenue to offset acquisitiosts and financial exposures in the event thaséflers of the
entities we acquire are unable or unwilling to nteetr indemnification, reinsurance and other adtiigns to us.

Our ability to manage our growth through acquisii@r strategic investments will depend, in partpar
success in addressing these risks. Any failureshp effectively implement our acquisition or ségit investment
strategies could have a material adverse effecuoiusiness, financial condition or results ofragiens.

Future acquisitions may expose us to operationalks such as cash flow shortages, challenges toucr
appropriate levels of personnel, financial exposar® foreign currencies, additional integration ctssand
management time and effort.

We may in the future make additional strategic &itjons, either of other companies or selectedfplos of
insurance or reinsurance in run-off. Any futurewsijions may expose us to operational challengésrisks,
including:

« funding cash flow shortages that may occur if ap¢ited revenues are not realized or are delayeéethghby
general economic or market conditions or unforesetennal difficulties;

« funding cash flow shortages that may occur if esgsrare greater than anticipat

« the value of assets being lower than expectednoingihing because of credit defaults or changésterest
rates, or liabilities assumed being greater thaoeeted

* integrating financial and operational reportingteyss, including assurance of compliance with Sactio4
of the Sarban«-Oxley Act of 2002

* establishing satisfactory budgetary and other fif@rcontrols;

« funding increased capital needs and overhead egpf

 obtaining management personnel required for exmhogerations; an

« the assets and liabilities we may acquire may bgestito foreign currency exchange rate fluctuat

Our failure to manage successfully these operdticmalenges and risks could have a material adveifect ol
our business, financial condition or results ofragiens.
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Exit and finality opportunities provided by solvesthemes of arrangement may not continue to be ke,
which may result in the diversion of our resources settle policyholder claims for a substantiallgriger run-
off period and increase the associated costs of-nfhof our insurance and reinsurance subsidiaries.

With respect to our U.K. and Bermudian insuranag @mnsurance subsidiaries, we are able to putsategies
to achieve complete finality and conclude the rifreba company by promoting solvent schemes drsgement.
Solvent schemes of arrangement have been a papakars of achieving financial certainty and finalftyr
insurance and reinsurance companies incorporatethoaged in the U.K. and Bermuda, by making a one-ull
and final settlement of an insurance and reins@waompany'’s liabilities to policyholders. A solvestheme of
arrangement is an arrangement between a companjsamdditors or any class of them. For a solweheme of
arrangement to become binding on the creditorseetimg of each class of creditors must be calléith, the
permission of the local court, to consider andhdéfught fit, approve the solvent scheme arrangenidre requisite
statutory majority of creditors of not less thaah value and 50% in number of those creditoraallyt attending
the meeting, either in person or by proxy, musevntfavor of a solvent scheme of arrangement. Gimesolvent
scheme of arrangement has been approved by tlhosyamajority of voting creditors of the companyequires th
sanction of the local court.

In July 2005, the case of British Aviation Insurar@ompany, or BAIC, was the first solvent scheme of
arrangement to fail to be sanctioned by the Engdigh Court, following opposition by certain creatis. The
primary reason for the failure of the BAIC arrangarhwas the failure to adequately provide for défe classes of
creditors to vote separately on the arrangementastthought at the time that the BAIC judgment rsigyal the
decline of solvent schemes of arrangement. Howesirgce BAIC thirteen solvent schemes of arrangerhané
been sanctioned, such that the prevailing viewas the BAIC judgment was very fact-specific to tase in
guestion, and solvent schemes generally shouldntanto be promoted and sanctioned as a viable srfean
achieving finality for our insurance and reinsurasabsidiaries. Following the BAIC judgment, inswa and
reinsurance companies must now take more careaftirdy a solvent scheme of arrangement to fit ihmistances
of the company including the determination of thprapriate classes of creditors. Should a solveimtse of
arrangement promoted by an insurance or reinsurautzgdiary of Enstar fail to receive the requisipproval by
creditors or sanction by the court, we will haveun off these liabilities until expiry, which magsult in the
diversion of our resources to settle policyholdamgs for a substantially longer run-off period andrease the
associated costs of run-off, resulting potentiaila material adverse effect on our financial ctodiand results of
operations.

We are dependent on our executive officers, direstand other key personnel and the loss of anyhudge
individuals could adversely affect our business.

Our success substantially depends on our abilitttact and retain qualified employees and uperathility of
our senior management and other key employeesgleiment our business strategy. We believe thaether only
limited number of available qualified personnethe business in which we compete. We rely substifyntipon the
services of Dominic F. Silvester, our Chief ExeeatDfficer, Paul J. O’'Shea and Nicholas A. Pac&ar,Executive
Vice Presidents, Richard J. Harris, our Chief FaiainOfficer, John J. Oros, our Executive Chairmeamg our
subsidiariesexecutive officers and directors to identify ansh@mmmate the acquisition of insurance and reinsa
companies and portfolios in run-off on favorablerte and to implement our run-off strategy. Each of
Messrs. Silvester, O’'Shea, Packer and Oros hamplogment agreement with us. In addition to senasgur
Executive Chairman, Mr. Oros is a managing direofal.C. Flowers & Co. LLC, an investment firm sjadizing in
privately negotiated equity and equity-related stagents in the financial services industry. Mr. ©splits his time
commitment between Enstar and J.C. Flowers & C& Llith the expectation that Mr. Oros will spend
approximately 50% of his working time with Ensthowever, there is no minimum work commitment sethfin
our employment agreement with Mr. Oros. J. Chriseg-lowers, one of our directors, and one of atgdst
shareholders, is a Managing Director of J.C. Flew&Co. LLC. We believe that our relationships wiih. Oros
and Mr. Flowers and their affiliates provide ushwatccess to additional acquisition and investmppbdunities, as
well as sources of co-investment for acquisitiopapunities that we do not have the resources tsuwmmate on
our own. The loss of the services of any of our agement or other key personnel, or the loss oféneices of or
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our relationships with any of our directors, inchglin particular Mr. Oros and Mr. Flowers, or thaffiliates could
have a material adverse effect on our business.

Further, if we were to lose any of our key emplasygeBermuda, we would likely hire non-Bermudians t
replace them. Under Bermuda law, non-Bermudiarse(dhan spouses of Bermudians, holders of pernhanen
resident’s certificates or holders of a workingdest's certificate) may not engage in any gaimfttupation in
Bermuda without an appropriate governmental worknite Work permits may be granted or extended gy th
Bermuda government upon showing that, after prppbétic advertisement in most cases, no Bermudiasgouse
of a Bermudian, holder of a permanent resident'sfaate or holders of a working residestertificate) is availab
who meets the minimum standard requirements foattvertised position. The Bermuda government’scgdimits
the duration of work permits to six years, withtaar exemptions for key employees and job categavieere there
is a worldwide shortage of qualified employees.

Conflicts of interest might prevent us from pursugrdesirable investment and business opportunities.

Our directors and executive officers may have osfmgrinterests or other involvement with entitieattcould
compete against us, either in the pursuit of adipristargets or in general business operationso€asion, we
have also participated in transactions in which @nmore of our directors or executive officers laadnterest. In
particular, we have invested, and expect to cortiounvest, in or with entities that are affiliatef or otherwise
related to Mr. Oros and/or Mr. Flowers. The intésexd our directors and executive officers in streimsactions or
such entities may result in a conflict of interiestthose directors and officers. The independesnivers of our
board of directors review any material transactionslving a conflict of interest, and the boarddifectors will
take other actions as may be deemed appropriatechy in particular circumstances, such as formispexial
committee of independent directors or engaginglitparty financial advisers to evaluate such tramsas. We may
not be able pursue to all advantageous transadtiansve would otherwise pursue in the absencecohélict
should our board of directors be unable to detegrthiat any such transaction is on terms as fave@blve could
otherwise obtain in the absence of a conflict.

We may require additional capital in the future thanay not be available or may only be available on
unfavorable terms.

Our future capital requirements depend on manyfagcincluding our ability to manage the run-offowir
assumed policies and to establish reserves aslsu#ficient to cover losses. We may need to radhtional funds
through financings in the future. Any equity or t&bancing, if available at all, may be on terrhattare not
favorable to us. In the case of equity financirdifsition to our shareholders could result, andany case, such
securities may have rights, preferences and pgegehat are senior to those of our already oudstgrsecurities. If
we cannot obtain adequate capital, our businesslitseof operations and financial condition coudddulversely
affected.

We are a holding company, and we are dependentt@nability of our subsidiaries to distribute funds us.

We are a holding company and conduct substantdlilyf our operations through subsidiaries. Ouryonl
significant assets are the capital stock of ousglidries. As a holding company, we are dependemtistributions
of funds from our subsidiaries to pay dividendsid@acquisitions or fulfill financial obligations the normal course
of our business. Our subsidiaries may not genersficient cash from operations to enable us toerdikidend
payments, acquire additional companies or insuranceinsurance portfolios or fulfill other finaatiobligations.
The ability of our insurance and reinsurance suasas to make distributions to us is limited bykgable
insurance laws and regulations, and the abilitgllof our subsidiaries to make distributions tanay be restricted
by, among other things, other applicable laws agailations.

Fluctuations in currency exchange rates may causeto experience losses.

We maintain a portion of our investments, insurdratglities and insurance assets denominated ireagies
other than U.S. dollars. Consequently, we and obsigliaries may experience foreign exchange losses.
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We publish our consolidated financial statementd.i8. dollars. Therefore, fluctuations in excharages used
to convert other currencies, particularly otherdp@an currencies including the Euro and Britishnahinto
U.S. dollars will impact our reported consolidafedncial condition, results of operations and cteWs from year
to year.

Risks Relating to Ownership of Our Ordinary Shares
Our stock price may experience volatility, theretgusing a potential loss of value to our investors.

The market price for our ordinary shares may flatdtsubstantially due to, among other things, elleviing
factors:

e announcements with respect to an acquisition arstment
« changes in the value of our ass

 our quarterly operating resul

« changes in general conditions in the econc

« the financial markets; ar

« adverse press or news announcemt

A few significant shareholders may influence or cwal the direction of our business. If the ownerghbf our
ordinary shares continues to be highly concentratédmay limit your ability and the ability of othe
shareholders to influence significant corporate dsions.

The interests of Trident and Messrs. Flowers, Stk Packer and O’Shea may not be fully alignet ywour
interests, and this may lead to a strategy thabtisn your best interest. Trident beneficially @iapproximately
17.6% of the outstanding Enstar ordinary shares Messrs. Flowers, Silvester, Packer an8l@a beneficially ow
approximately 10.4%, 18.9%, 6.0% and 6.0%, respelgti of the outstanding Enstar ordinary shareth@lgh they
do not act as a group, Trident and each of MeBtwsiers, Silvester, Packer and O’Shea exercisefgignt
influence over matters requiring shareholder apgpitodthough they do not act as a group, the cotmagsd holding
of Trident and Messrs. Flowers, Silvester, Packed O’Shea may delay or deter possible changesnimat of
Enstar, which may reduce the market price of Ermtéinary shares. For further information on aspeétour bye-
laws that may discourage changes of control ofd&nste “— Some aspects of our corporate structane
discourage third-party takeovers and other trafmasor prevent the removal of our board of diresend
management” below.

Some aspects of our corporate structure may disem# thirdparty takeovers and other transactions or prev
the removal of our board of directors and managenhen

Some provisions of our bye-laws have the effeehaking more difficult or discouraging unsolicitexkeover
bids from third parties or preventing the removabar current board of directors and managemenpahticular, ou
bye-laws make it difficult for any U.S. shareholdeDirect Foreign Shareholder Group (a sharehaddegroup of
commonly controlled shareholders of Enstar thanatdJ.S. persons) to own or control ordinary shdhat
constitute 9.5% or more of the voting power ofadlbur ordinary shares. The votes conferred by shelnes will be
reduced by whatever amount is necessary so tleataafy such reduction the votes conferred by shates will
constitute 9.5% of the total voting power of allimary shares entitled to vote generally. The prinpaurpose of thi
restriction is to reduce the likelihood that welwié deemed a “controlled foreign corporation” witthe meaning
of the Code, for U.S. federal tax purposes. Howebés limit may also have the effect of deterrjgchases of
large blocks of our ordinary shares or proposabsctiuire us, even if some or a majority of our shalders might
deem these purchases or acquisition proposalsitotheir best interests. In addition, our bye-lagwsvide for a
classified board, whose members may be removedibghareholders only for cause by a majority vatel contair
restrictions on the ability of shareholders to noaté persons to serve as directors, submit resokito a
shareholder vote and request special general ngsetin

39




Table of Contents

These bydaw provisions make it more difficult to acquirentml! of us by means of a tender offer, open me
purchase, proxy contest or otherwise. These pmvwsare designed to encourage persons seekinquaoecontrol
of us to negotiate with our directors, which weidad would generally best serve the interests oksbareholders.
However, these provisions may have the effect @¢aliraging a prospective acquirer from making deewffer or
otherwise attempting to obtain control of us. ldigidn, these bye-law provisions may prevent thmaeal of our
current board of directors and management. Tosxttenethese provisions discourage takeover attertipgy may
deprive shareholders of opportunities to realiked&er premiums for their shares or may depresmtriet price
of the shares.

Because we are incorporated in Bermuda, it may lificult for shareholders to serve process or enfer
judgments against us or our directors and officers.

We are a Bermuda company. In addition, certairuofafficers and directors reside in countries aéghe
United States. All or a substantial portion of assets and the assets of these officers and dset® or may be
located outside the United States. Investors mag Hificulty effecting service of process withimet United States
on our directors and officers who reside outsidelinited States or recovering against us or thesetdrs and
officers on judgments of U.S. courts based on tiadiilities provisions of the U.S. federal secistlaws even
though we have appointed an agent in the UnitetSta receive service of process.

Further, no claim may be brought in Bermuda agaiesir our directors and officers in the first arste for
violation of U.S. federal securities laws becaumsé laws have no extraterritorial jurisdiction @nBermuda law
and do not have force of law in Bermuda. A Bermoolart may, however, impose civil liability, includj the
possibility of monetary damages, on us or our dinscand officers if the facts alleged in a comui@ionstitute or
give rise to a cause of action under Bermuda law.

We have been advised by Conyers Dill & PearmanpBeumuda counsel, that there is doubt as to whéfieer
courts of Bermuda would enforce judgments of Udsirts obtained in actions against us or our dirsciad
officers, as well as our independent auditors, ipegdd upon the civil liability provisions of the &l federal
securities laws or original actions brought in Bada against us or these persons predicated sqlely U.S. feder:
securities laws. Further, we have been adviseddnyé€rs Dill & Pearman that there is no treaty ifieefbetween
the United States and Bermuda providing for th@msment of judgments of U.S. courts, and therggeoends
upon which Bermuda courts may not enforce judgmeht$.S. courts.

Some remedies available under the laws of U.Sdididions, including some remedies available uicker
U.S. federal securities laws, may not be alloweBeénmuda courts as contrary to that jurisdictiquiblic policy.
Because judgments of U.S. courts are not autoniigtiaforceable in Bermuda, it may be difficult fpou to
recover against us based upon such judgments.

Shareholders who own our ordinary shares may havermdifficulty in protecting their interests than
shareholders of a U.S. corporation.

The Bermuda Companies Act, or the Companies Acigiwaipplies to us, differs in certain material =g
from laws generally applicable to U.S. corporatians their shareholders. As a result of theserdiffees,
shareholders who own our shares may have moreutffiprotecting their interests than shareholaére own
shares of a U.S. corporation. For example, classrecand derivative actions are generally notlabée to
shareholders under Bermuda law. Under Bermuda fedhoar second amended and restated bye-laws, only
shareholders holding 5% or more of our outstandiinary shares or numbering 100 or more are edtith
propose a resolution at an Enstar general meeting.

We do not intend to pay cash dividends on our o@lip shares.

We do not intend to pay a cash dividend on oumangi shares. Rather, we intend to use any retaastdngs
to fund the development and growth of our businEssn time to time, our board of directors will iew our
alternatives with respect to our earnings and seekaximize value for our shareholders. In the ieituve may
decide to commence a dividend program for the Iieakbur shareholders. Any future determinationpay
dividends will be at the discretion of our boarddafctors and will be limited by our position ak@ding company
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that lacks direct operations, significant regulgtiastrictions, the results of operations of oursdiaries, our
financial condition, cash requirements and prospant other factors that our board of directorsrderelevant. As
a result, capital appreciation, if any, on our nady shares may be your sole source of gain fofateseeable
future. In addition, there are regulatory and ottwnstraints that could prevent us from payingdéwvids in any
event.

Our board of directors may decline to register amsfer of our ordinary shares under certain circurtaces.

Our board of directors may decline to registelaasfer of ordinary shares under certain circumssnc
including if it has reason to believe that any menminimis adverse tax, regulatory or legal consegas to us, any
of our subsidiaries or any of our shareholders powour as a result of such transfer. Further, oerlaws provide us
with the option to repurchase, or to assign tara tharty the right to purchase, the minimum numifeshares
necessary to eliminate any such non-de minimisradv@x, regulatory or legal consequence. In amdibur board
of directors may decline to approve or registaaasfer of shares unless all applicable conseutBpezations,
permissions or approvals of any governmental badygency in Bermuda, the United States or any athplicable
jurisdiction required to be obtained prior to sw@nsfer shall have been obtained. The proposedftreor of any
shares will be deemed to own those shares forelivdvoting and reporting purposes until a transfesuch shares
has been registered on our shareholders register.

Conyers Dill & Pearman has advised us that whigepttecise form of the restrictions on transfer ar@d in
our bye-laws is untested, as a matter of genenatipte, restrictions on transfers are enforcealnlder Bermuda law
and are not uncommon,.

These restrictions on transfer may also have tieetedf delaying, deferring or preventing a chamgeontrol.

Risks Relating to Taxation

We might incur unexpected U.S. or U.K. tax liabié if companies in our group that are incorporateditside
of those jurisdictions are determined to be carrgion a trade or business there.

We and a number of our subsidiaries are compaaressid under the laws of Bermuda or other jurisditdi
that do not impose income taxes; it is our conteiuh that these companies will not incur subsgdiicome tax
liabilities from their operations. Because the a@piens of these companies generally involve, ateelo, the
insurance or reinsurance of risks that arise ihdrigax jurisdictions, such as the United Statether
United Kingdom, it is possible that the taxing aurities in those jurisdictions may assert thatabtivities of one or
more of these companies creates a sufficient niexilnat jurisdiction to subject the company to inmtax there.
There are uncertainties in how the relevant rupgdyato insurance businesses, and in our eligybftt favorable
treatment under applicable tax treaties. Accorginigis possible that we could incur substantia¢xpected tax
liabilities.

U.S. persons who own our ordinary shares might bex@subject to adverse U.S. tax consequences asutref
“related party insurance income,” or RPII, if anyof our non-U.S. insurance company subsidiaries.

If the RPII rules of the Code were to apply toai).S. person who owns our ordinary shares directly
indirectly through foreign entities on the last ddythe taxable year would be required to includecome for
U.S. federal income tax purposes the shareholgen'sata share of our non-U.S. subsidiaries’ R@ltfie entire
taxable year, determined as if that RPII were itisted proportionately to the U.S. shareholdetbait date
regardless whether any actual distribution is madeaddition, any RPII that is includible in thecome of a
U.S. tax-exempt organization would generally batted as unrelated business taxable income. Althauggand our
subsidiaries intend to generally operate in a masoas to qualify for certain exceptions to thdIRHes, there can
be no assurance that these exceptions will beadtailAccordingly, there can be no assurance ttfat Rersons wh
own our ordinary shares will not be required tcomuze gross income inclusions attributable to RPII
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In addition, the RPII rules provide that if a shasiler who is a U.S. Person disposes of sharegarean
insurance company that has RPII and in which Uegssdhs collectively own 25% or more of the shasay,gain
from the disposition will generally be treated asdend income to the extent of the shareholderas of the
corporation’s undistributed earnings and profitst tivere accumulated during the period that theettwdder owned
the shares (whether or not those earnings andpeog attributable to RPII). Such a shareholdarldvalso be
required to comply with certain reporting requirense regardless of the amount of shares ownedégtiareholde
These rules should not apply to dispositions ofardinary shares because we will not be directlyagged in the
insurance business. The RPII rules, however, hatbeen interpreted by the courts or the IRS, agdlations
interpreting the RPII rules exist only in propogedn. Accordingly, there is no assurance that aews as to the
inapplicability of these rules to a dispositionoofr ordinary shares will be accepted by the IRS oourt.

U.S. persons who own our ordinary shares would bibject to adverse tax consequences if we or onenore
of our non-U.S. subsidiaries were considered a “pag foreign investment company,” or PFIC, for
U.S. federal income tax purposes.

We believe that we and our non-U.S. subsidiari¢isnet be PFICs for U.S. federal income purposedtie
current year. Moreover, we do not expect to conductactivities in a manner that will cause usmy af our
non-U.S. subsidiaries to become a PFIC in the éutdowever, there can be no assurance that thevilRSot
challenge this position or that a court will nostin such challenge. Accordingly, it is possilblattwe or one or
more of our non-U.S. subsidiaries might be deemBI& by the IRS or a court for the current yeaamy future
year. If we or one or more of onon-U.S. subsidiariesere a PFIC, it could have material adverse taxseguence
for an investor that is subject to U.S. federabime taxation, including subjecting the investoa teubstantial
acceleration and/or increase in tax liability. Tdhare currently no regulations regarding the appba of the PFIC
provisions of the Code to an insurance companshe@pplication of those provisions to insuranceganies
remains unclear in certain respects.

We may become subject to taxes in Bermuda after 6ha28, 2016.

The Bermuda Minister of Finance, under the Exempbedertakings Tax Protection Act 1966, as amendgd,
Bermuda, has given us and each of our Bermudadiakies an assurance that if any legislation is&thin
Bermuda that would impose tax computed on profit@ome, or computed on any capital asset, gain or
appreciation, or any tax in the nature of estaty duinheritance tax, then the imposition of aogtstax will not be
applicable to us or our Bermuda subsidiaries orcdrgur or their respective operations, sharesedelves or other
obligations until March 28, 2016. Given the limitédration of the Minister of Finance’s assurance,cannot be
certain that we will not be subject to any Bermtadaafter March 28, 2016. In the event that we bezsubject to
any Bermuda tax after such date, it could have miahadverse effect on our financial conditiom aasults of
operations.

ITEM 1B. UNRESOLVED STAFF COMMENTS
Not applicable
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ITEM 2. PROPERTIES

Enstar leases office space in the locations s#t fmlow. Enstar believes that this office spacuf§icient for
the conduct of its business.

Square Lease

Entity Location Feet Expiration
Castlewood Limitec Hamilton, Bermud: 8,25(C  August 7, 200¢
Castlewood (EU) Limite: Guildford, Englanc 11,49¢  March 31, 200°
River Thames Insurance Compe London, Englant 6,32¢  March 24, 201!
Castlewood Limitec Dublin, Ireland 67C  March 31, 200°
Castlewood (US) Inc Tampa, FL 8,85¢  October 31, 200
Castlewood (US) Inc New York, NY 37¢  October 30, 201
Castlewood (US) Inc Warwick, RI 3,00C March 31, 201:

Enstar, though various of its subsidiaries, owesftilowing properties: 1) two apartments in Guildf,
England; 2) a building in Norwich, U.K. and 3) geaatment in New York, NY. The lease on the offipase for
Castlewood (EU) Limited expires on March 31, 208d the Company has secured new office space irdfaudl,
U.K. with a lease commencement date of July 1, 2003 intended that the current office lease Wwédlrenewed on
month to month basis until June 2007.

ITEM 3. LEGAL PROCEEDINGS

Enstar is, from time to time, involved in varioegél proceedings in the ordinary course of busjriaskiding
litigation regarding claims. Enstar does not badi#hvat the resolution of any currently pending lggaceedings,
either individually or taken as a whole, will haaenaterial adverse effect on its business, reefiltperations or
financial condition. Nevertheless, Enstar cannstiesyou that lawsuits, arbitrations or other &itign will not have
a material adverse effect on its business, findcoiadition or results of operations. Enstar apttes that, similar 1
the rest of the insurance and reinsurance industwll continue to be subject to litigation antbiération
proceedings in the ordinary course of businesydireg litigation generally related to the scopecofrerage with
respect to A&E claims. There can be no assurarateatiy such future litigation will not have a mékadverse
effect on Enstar’s business, financial conditiomesults of operations.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDER
Not applicable

PART Il

ITEM 5. MARKET FOR THE REGISTRANTS COMMON EQUITY, RELATED STOCKHOLDER MATTER:
AND ISSUER PURCHASES OF EQUITY SECURITIE!

On January 31, 2007, Enstar completed the mergénedvierger, of CWMS Subsidiary Corp., a Georgia
corporation and wholly-owned subsidiary of EnstarCWMS, with and into The Enstar Group Inc., a (G&o
corporation, or EGI. As a result of the Merger, E@hamed Enstar USA, Inc., is now a whalyned subsidiary ¢
Enstar. Enstar’s ordinary shares trade on the NpGdlabal Select Market under the ticker symbol ES8#for to
the completion of the Merger, EGI’'s common stoekded on the Nasdaq Global Select Market undeiickert
symbol ESGR.

Enstar is a holding company and has no direct ¢ipasa The ability of Enstar to pay dividends astdbutions
depends almost exclusively on the ability of itbsidiaries to pay dividends to Enstar. Under applie law, our
subsidiaries may not declare or pay a dividenHédfe¢ are reasonable grounds for believing that éineyor would
after the payment be, unable to pay their lialetitas they become due, or the realizable valuseafassets would
thereby be less than the aggregate of their ltasiland their issued share capital and share preraccounts.
Additional restrictions apply to our insurance aashsurance subsidiaries. Enstar does not

43




Table of Contents

intend to pay a dividend on its ordinary sharesh&a Enstar intends to reinvest any earnings b#aokhe
company. For a further description of the reswitsi on the ability of our subsidiaries to pay dands, see “Risk
Factors — Risks Relating to Ownership of Enstaritny Shares — We do not intend to pay cash divddeim our
ordinary shares” and “Business — Regulation” bemjigron pages 40 and 24, respectively.

In April 2006, Enstar’s board of directors declagedividend of $3,356 per share to holders of IEss€A
Shares, $490.75 per share to holders of its CleSkdBes and $811.22 per share to holders of iss@aShares,
which dividends were paid on April 26, 2006. Also4pril 2006, Enstar’s board of directors approteel
redemption of all of Enstar’s outstanding Classhar8s for $22.4 million. All of Enstar’'s Class A&#bs, Class B
Shares and Class C Shares were converted intcapydshares immediately prior to completion of therlyer.

Enstar paid no dividends during the fiscal yearsghbDecember 31, 2005.
At March 12, 2007, there were approximately 2,56klérs of record of Enstar’'s common stock.
On January 30, 2007, EGI paid a one-time $3.0Gpare cash dividend to the holders of its commockst

Because Enstar’s ordinary shares did not commeadag until after the Merger, the following tabédflects
the range of high and low selling prices of EGldsranon stock by quarter for the years ended DeceBihe2006
and 2005, as reflected in the Nasdaq Trade andeCRionmary Reports:

EGI Common Stock

High Low

2006

First Quarte! $ 89.7¢ $64.2¢
Second Quarte $ 92.1¢ $76.3¢
Third Quartel $104.9¢ $84.2¢
Fourth Quarte $ 99.0:  $88.0:
2005

First Quartel $ 64.97 $56.1-
Second Quarte $ 67.88  $49.0:
Third Quartel $ 69.9¢ $63.4(
Fourth Quarte $ 72.8¢  $60.1¢
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Because Enstar’s ordinary shares did not commeadang until after the Merger, the graph beloweet$ the
cumulative shareholder return on EGI's common stamkpared to the cumulative shareholder returhef t
NASDAQ Composite Index (the Nasdaq index for U@npanies used in prior years was discontinued @6}
and EGI’s peer group index, or the Peer Group Inttexhe periods indicated. The graph reflectsitivestment of
$100.00 on December 31, 2001 (assuming the reimeggtof dividends) in EGI common stock, the NASDAQ
Composite Index, and the Peer Group Index. The Bemup Index consists of Annuity and Life Re Holghn
Berkshire Hathaway Inc. (Class A), ESG Re Ltd.,ieseRe Group Ltd., IPC Holdings Ltd., Max Re Cabiitd.,
Odyssey Re Holdings Corp., PXRE Group Ltd., RemaissRe Holdings Ltd. and Transatlantic Holdings,,In
which are publicly traded companies selected by, B&they were identified by Bloomberg L.P. in 2@33
comparable to EGI based on certain similaritiethéir principal lines of business with EGIFeinsurance operatiol

CUMULATIVE TOTAL RETURN
Based upon an initial investment of 5100 on December 31, 2001
with dividends reinvested

5450
5400 -
sas0 | /
5300 -
5250 -
5200 -
§160 J——
$100 oo m e morIrIITERNATATSTEE T D -
850 4 -
&0 - . . . .
Dec-01 Dhgaz-02 Dec-03 Diec-04 Diec-05 Dhgaz-06
The Enstar Group, In¢c. =— =— = NASDAQ Composite Index = = = = « Peer Group Index (10 Stocks)
SOURCE: GEORGESON ING.
Dec-01 Dec-02 Dec-03 Dec-04 Dec-05 Dec-06
The Enstar Group, Inc. $10C $12¢ $197 $265 $27¢ $40z
NASDAQ Composite Index $10C $ 72 $107 $117 $121 $137
Peer Group Index (10 Stocks $10C $ 95 $112 $117 $117 $142
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ITEM 6. SELECTED FINANCIAL DATA

The following selected historical financial infortiean of Enstar for each of the past five fiscal igelaas been
derived from Enstar’s audited historical finan@tdtements. This information is only a summary stmauld be read
in conjunction with management’s discussion andyaiof results of operations and financial coiaditof Enstar
and the audited consolidated financial statemamsates thereto of Enstar included elsewhereignathnual repot

Since its inception, Enstar has made several atiqas which impact the comparability of the infaation
reflected in the Enstar Summary Historical FinahDiata. See “Business — Acquisitions to Date” bagig on
page 6 for information about Enstar’s acquisitions.

Year Ended December 31
2006 2005 2004 2003 2002
(in thousands of U.S. dollars

Summary Consolidated Statements of Earning

Data:
Consulting fee! $ 33,906 $ 22,006 $ 23,70¢ $ 24,74¢ $ 20,627
Net investment income and net realized (los

gains 48,00: 29,50¢ 10,50z 7,072 8,921
Net reduction in loss and loss adjustment exp

liabilities 31,92° 96,001 13,70¢ 24,04« 48,75¢
Total other expense (49,839 (57,299 (35,160) (21,787) (27,777)
Minority interest (13,209 (9,700 (3,099 (5,11 0
Share of income of partly owned compar 51¢ 192 6,881 1,62: 10,07¢
Net earnings from continuing operatic 51,30¢ 80,71( 16,53¢ 30,59: 60,61¢
Extraordinary gaii—

Negative goodwill (net of minority interes 31,03¢ 0 21,75¢ 0 0
Net earning: $ 82,34¢ $ 80,71( $ 38,29 $ 3059: $ 60,61¢

Per Share Data(2):
Earnings per share before extraordinary gain —

basic $2,756.7. $4,397.8¢ $ 914.4¢ $1,699.5( $3,367.7:
Extraordinary gain per sha— basic 1,667.6. — 1,203.4. — —
Earnings per shar— basic $4,424.3! $4,397.8¢ $2,117.9. $1,699.5( $3,367.7.

Year Ended December 31

2006 2005 2004 2003 2002
Earnings per share before extraordinary gains —

diluted $2,720.7¢ $4,304.3( $ 906.1:! $1,699.5¢ $3,367.7:
Extraordinary gain per sha— diluted 1,645.8! —  1,192.4 —
Earnings per ordinary sha— diluted $4,366.6: $4,304.3( $2,098.5: $1,699.5( $3,367.7.
Weighted average shares outstan— basic 18,61 18,35: 18,08: 18,00( 18,00(
Weighted average shares outstan— diluted 18,85¢ 18,75: 18,24¢ 18,00( 18,00(
Cash dividends paid per sh: $1,552.6° $ — $ 645.8: $4,483.4. % —
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Year Ended December 31,
2006 2005 2004 2003 2002
(in thousands of U.S. dollars’

Summary Balance Sheet Data:

Cash and cash equivalel $ 513,66! $ 345,32¢ $ 350,45¢ $127,22¢ $ 85,91¢
Total investment 747,52¢ 539,56¢ 591,63! 268,41 258,42¢
Reinsurance recoverat 408,14. 250,22¢ 341,62 175,09: 122,93
Total asset 1,774,25. 1,199,96. 1,347,85. 632,34 514,59
Reserves for losses and loss adjustment expr  1,214,41! 806,55¢ 1,047,31 381,53 284,40¢
Total shareholder equi 318,61( 260,90t 177,33t 147,61¢ 167,47:
Book Value per Share:

Basic 17,118.5.  14,189.7 9,721.4. 8,200.8¢ 9,304.01

Diluted 16,895.2.  13,921.6 9,461.0!  8,200.8¢ 9,304.01

(1) Earnings per share is a measure based on netgaudiinded by weighted average ordinary shares
outstanding. Basic earnings per share is definggtasarnings available to ordinary shareholderisied by
the weighted average number of ordinary sharesamding for the period, giving no effect to dilugiv
securities. Diluted earnings per share is defireeded earnings available to ordinary shareholdierdet by
the weighted average number of shares and shainsatqis outstanding calculated using the treastogk
method for all potentially dilutive securities. Whthe effect of dilutive securities would be antistive, these
securities are excluded from the calculation aftéidl earnings per shal

(2) Basic book value per share is defined as totakstwdders’ equity available to ordinary shareholdabvaded
by the number of ordinary shares outstanding #seatnd of the period, giving no effect to dilutsecurities.
Diluted book value per share is defined as totaftafolders’ equity available to ordinary sharehaabvided
by the number of ordinary shares and ordinary sequévalents outstanding at the end of the pedatulate:
using the treasury stock method for all potentidilytive securities. When the effect of dilutivecsirities
would be an-dilutive, these securities are excluded from tHeutation of diluted book value per sha

ITEM 7. MANAGEMENT’S DISCUSSION AND ANALAYIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS

Cautionary Statement Regarding Forward-Looking Staements

This annual report and the documents incorporaye@ference contain statements that constitutenvdod-
looking statements” within the meaning of Sectidft 2f the Exchange Act with respect to our finahc@adition,
results of operations, business strategies, operafficiencies, competitive positions, growth ogpaities, plans
and objectives of our management, as well as thketsafor our ordinary shares and the insurancer@imngurance
sectors in general. Statements that include wards as “estimate,” “project,” “plan,” “intend,” “gect,”
“anticipate,” “believe,” “would,” “should,” “could, “seek,” and similar statements of a future omfard-looking
nature identify forward-looking statements for ppsps of the federal securities laws or otherwidefofward-
looking statements are necessarily estimates aratafions, and not statements of historical faftecting the best
judgment of our management and involve a numbeisk$ and uncertainties that could cause actualteet® differ
materially from those suggested by the forward-loglstatements. These forward-looking statemerualgh
therefore, be considered in light of various impottfactors, including those set forth in and ipooated by
reference in this annual report.

”ou ”ou ”ou

Factors that could cause actual results to diffatemially from those suggested by the forward-lagki
statements include:

« risks associated with implementing our businesgesgies and initiative:
« the adequacy of our loss reserves and the neatjustauch reserves as claims develop over |
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« risks relating to the availability and collectilyliof our reinsurance

« tax, regulatory or legal restrictions or limitat®applicable to us or the insurance and reinsurbosimess
generally;

* increased competitive pressures, including theaafegion and increased globalization of reinsusanc
providers;

« emerging claim and coverage isstL
« lengthy and unpredictable litigation affecting asseent of losseand/orcoverage issue
* loss of key personne

« changes in our plans, strategies, objectives, ¢apens or intentions, which may happen at any titne
managemer's discretion

 operational risks, including system or human fait)

* risks that we may require additional capital in filneire which may not be available or may be awddlanly
on unfavorable term:

« the risk that ongoing or future industry regulatdgvelopments will disrupt our business, or mandatnge
in industry practices in ways that increase outs;atecrease our revenues or require us to alpectsof the
way we do busines

« changes in Bermuda law or regulation or the palitstability of Bermuda

» changes in regulations or tax laws applicable torusur subsidiaries, or the risk that we or onewf
non-U.S. subsidiaries become subject to significansignificantly increased, income taxes in the
United States or elsewhel

* losses due to foreign currency exchange rate fhiictos;
« changes in accounting policies or practices;

« changes in economic conditions, including interasts, inflation, currency exchange rates, equiykets
and credit conditions which could affect our inwesht portfolio.

The factors listed above should not be construeskasustive. Certain of these factors are descrihadore
detail in “Item 1A. Risk Factors” above. We undéwtano obligation to release publicly the resultany future
revisions we may make to forward-looking statementeflect events or circumstances after the theteeof or to
reflect the occurrence of unanticipated events.

The following discussion and analysis of Enstainaficial condition and results of operations shdaddead in
conjunction with Enstar’s consolidated financiatstments and the related notes included elsewhénésiannual
report. Some of the information contained in thi&dssion and analysis or included elsewhere sahnual report,
including information with respect to Enstar’s pdeaand strategy for its business, includes forwaoking
statements that involve risks, uncertainties asdragtions. Enstar’s actual results and the timingvents could
differ materially from those anticipated by theseafard-looking statements as a result of many factacluding
those discussed under “Risk Factors,” “Forward-lingiStatements” and elsewhere in this annual report

Business Overview

Enstar Group Limited (formerly Castlewood Holdirngmited), or Enstar, was formed in August 2001 unde
the laws of Bermuda to acquire and manage insurand&einsurance companies in run-off, and to pi@vi
management, consulting and other services to thgamce and reinsurance industry. On January 3T, Enhstar
completed the merger, or the Merger, of CWMS SuasjdCorp., a Georgia corporation and wholly-owned
subsidiary of Enstar, or CWMS, with and into Thestam Group Inc., a Georgia corporation, or EGl aAgsult of
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the Merger, EGI, renamed Enstar USA, Inc., is nomhally-owned subsidiary of Enstar. Prior to therlykr, EGI
owned an approximately 32% economic and 50% vatitegest in Enstar.

In addition, immediately prior to the closing oktMerger, Enstar completed a recapitalization pamsto
which it: 1) exchanged all of its previously ownaastanding shares for new ordinary shares of Ensta
2) designated its initial Board of Directors imneeiy following the Merger; 3) repurchased cer@iits shares
held by Trident Il, L.P. and its affiliates; 4) magayments totaling $5,076,000 to certain of iescexive officers
and employees, which payments are intended to g¢iedhie recipients with a cash incentive to remath ®nstar
following the Merger; and 5) purchased, throughwitolly-owned subsidiary, Castlewood Limited, tteuses of
B.H. Acquisition Ltd., a Bermuda company, held loyadfiliate of Trident Il, L.P.

Since its formation, Enstar, through its subsidisrhas completed several acquisitions of insurande
reinsurance companies and is now administeringetbasinesses in run-off. Enstar derives its natiegs from the
ownership and management of these companies plyngrsettling insurance and reinsurance claimsweéhe
recorded loss reserves and from returns on théofiorbf investments retained to pay future claitmsaddition,
Enstar has formed other businesses that providageanent and consultancy services, claims inspeséprices
and reinsurance collection services to Enstariaiis and third-party clients for both fixed andeess-based fees.

In the primary (or direct) insurance business,itiserer assumes risk of loss from persons or orgdions that
are directly subject to the given risks. Such risksy relate to property, casualty, life, accidéeialth, financial or
other perils that may arise from an insurable everthe reinsurance business, the reinsurer agogademnify an
insurance or reinsurance company, referred toeasdtiing company, against all or a portion of tiseiiance risks
arising under the policies the ceding company hidtsen or reinsured. When an insurer or reinsut@éps writing
new insurance business, either entirely or witpeesto a particular line of business, the insusnsurer, or the
line of discontinued business is in run-off.

In recent years, the insurance industry has expegik significant consolidation. As a result of thimsolidatiol
and other factors, the remaining participants @ittdustry often have portfolios of business thateither
inconsistent with their core competency or progaeessive exposure to a particular risk or segmofetite market
(e.g., property/casualty, asbestos, environmedit@ctor and officer liability, etc.). These nonreo
and/or discontinued portfolios are often associatitd potentially large exposures and lengthy tipeeiods before
resolution of the last remaining insured claimsilésg in significant uncertainty to the insurerreinsurer covering
those risks. These factors can distract managemigwne, up the cost of capital and surplus for tisurer or
reinsurer, and negatively impact the insurer'saimsurer’s credit rating, which makes the dispo$ahe unwanted
company or portfolio an attractive option. Alterinaty, the insurer may wish to maintain the busies its balance
sheet, yet not divert significant management atiartb the run-off of the portfolio. The insurerminsurer, in
either case, is likely to engage a third partyhsag Enstar, that specializes in run-off manageteoeptrchase the
company, or to manage the company or portfoliaimoff.

In the sale of a run-off company, a purchaser, siscBnstar, typically pays a discount to the bamke of the
company based on the risks assumed and the relative to the seller of no longer having to mangecompany
in run-off. Such a transaction can be beneficidhtoseller because it receives an up-front payfieerihe company,
eliminates the need for its management to devoteattantion to the disposed company and removesskéehat the
established reserves related to the run-off businesy prove to be inadequate. The seller is alkotalyedeploy its
management and financial resources to its corabsses.

Alternatively, if the insurer or reinsurer hireshird party, such as Enstar, to manage its rurbo$iness, the
insurer or reinsurer will, unlike in a sale of thasiness, receive little or no cash up front. ladtehe management
arrangement may provide that the insurer or rearswill share in the profits, if any, derived frahe run-off with
certain incentive payments allocated to the rumwdhager. By hiring a ruaff manager, the insurer or reinsurer
outsource the management of the run-off businesggerienced and capable individuals, while allgnis own
management team to focus on the insurer’s or regn'sucore businesses. Enstar’s desired approattataging
run-off business is to align its interests with thierests of the owners through both fixed managgrfees and
certain incentive payments. Under certain managéareangements to which Enstar is a party, it sabeives a
fixed management fee and does not receive incepiyements.

49




Table of Contents

Following the purchase of a run-off company oréhgagement to manage a run-off company or portédlio
business, it is incumbent on the new owner or mantgconduct the run-off in a disciplined and pssional
manner in order to efficiently discharge liabilgiassociated with the business while preservingr@dmizing its
assets. Enstar’'s approach to managing its acqo@egbanies in run-off as well as run-off companiepartfolios of
businesses on behalf of third-party clients inctudegotiating with third-party insureds and reiesisrto commute
their insurance or reinsurance agreement (sometadk=i policy buy-backs) for an agreed upon upHffgayment
by Enstar, or the third-party client, and to maificently manage payment of insurance and reinscgaclaims.
Enstar attempts to commute policies with directifegls or reinsureds in order to eliminate uncetganer the
amount of future claims. Enstar also attempts, wlagpropriate, to negotiate favorable commutatiitis
reinsurers by securing the receipt of a lump-suttheseent from the reinsurer in complete satisfactdthe
reinsurer’s liability in respect of any future cfes. Enstar, or third-party client, is then fullgpensible for any
claims in the future. Enstar typically invests mreds from reinsurance commutations with the expientéhat such
investments will produce income, which, togethethwtine principal, will be sufficient to satisfy fue obligations
with respect to the acquired company or portfolio.

With respect to its U.K. and Bermuda insurance r@nusurance subsidiaries, Enstar is able to pusBategies
to achieve complete finality and conclude the rifreba company by promoting solvent schemes dcirsgement.
Solvent schemes of arrangement, or a Solvent Schwame been a popular means of achieving finaceidhinty
and finality, for insurance and reinsurance comgaimicorporated or managed in the U.K. and Bernmydaaking
a one-time full and final settlement of an insueaad reinsurance company’s liabilities to poliddess. Such a
Solvent Scheme is an arrangement between a congpahiys creditors or any class of them. For a Sul%heme
to become binding on the creditors, a meeting ohedass of creditors must be called, with the pesion of the
local court, to consider and, if thought fit, appedhe Solvent Scheme. The requisite statutory ritajof creditors
of not less than 75% in value and 50% in numbehage creditors actually attending the meetingpegiin person ¢
by proxy, must vote in favor of a Solvent Schemec®a Solvent Scheme has been approved by théosyatu
majority of voting creditors of the company it rés the sanction of the local court. While a Sotvécheme
provides an alternative exit strategy for run-affnpanies it is not Enstar’s strategy to make swecfuiaitions with
this strategy solely in mind. Enstar’s preferregrapch is to generate earnings from the disciplenedi professional
management of acquired run-off companies and thasider exit strategies, including a Solvent Schemieen the
majority of the run-off is complete. To understaisks associated with this strategy, see “Risk étact— Risks
Relating to our Business — Exit and finality oppmities provided by solvent schemes of arrangemeyt not
continue to be available which may result in theréased length of time and associated cost runfaffir insurance
and reinsurance subsidiaries beginning on page 37.”

Enstar manages its business through two operatigjigents: reinsurance and consulting.

Enstar’s reinsurance segment comprises the opesadiad financial results of its insurance and rg#sce
subsidiaries. The financial results of this segnpeimharily consist of investment income less neluaions in loss
and loss adjustment expense liabilities, direceesps (including certain premises costs and priofeslsees) and
management fees paid to Enstar’s consulting segment

Enstar’s consulting segment comprises the opeatiod financial results of those subsidiaries wiiaivide
management and consulting services, forensic claispgections services and reinsurance collectiorcs to thirc
party clients. This segment also provides managées@wices to the reinsurance segment in returméomagement
fees. The financial results of this segment prilpadnsist of fee income less overhead expensepisan of staff
costs, information technology costs, certain presisosts, travel costs and certain professional fee

As of December 31, 2006, Enstar had $1,774.3 miltibtotal assets and $318.6 million of sharehadequity
Enstar operates its business internationally tHidtgyinsurance and reinsurance subsidiaries arabitsulting
subsidiaries in the United Kingdom, the United &aand Bermuda.
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Financial Statement Overview
Consulting Fee Income

Enstar generates consulting fees based on a cotiopird fixed and success-based fee arrangements.
Consulting income will vary from period to periodpending on the timing of completion of successtdse
arrangements. Success-based fees are recordedavpets related to overall project completion afipability
goals are achieved. Enstar’s consulting segmeiildition to providing services to third partielsoaprovides
management services to Enstar’s reinsurance sedrasetl on agreed terms set out in management agmeem
between the parties. The fees charged by the dorgskegment to the reinsurance segment are eliedragainst
the cost incurred by the reinsurance segment osodiolation.

Net Investment Income and Net Realized Gains/(kpsse

Enstar’s net investment income is principally ded\from interest earned on cash and investmergstdsfy
investment management fees paid. Enstar’s investpogtfolio currently consists of the following:)(@ bond
portfolio and short-term investments that are dfiggsas held-to-maturitand carried at amortized cost; (2) cash
cash equivalents; (3) other investments that arewatted for on the equity basis; (4) fixed and sftem
investments that are classified as trading andamged at fair value; and (5) mutual funds, whosderlying assets
consist of investments having maturities of gretitan six and less than twelve months when purchakat are
held as available-for-sale securities and areexhat fair value.

Enstar’s current investment strategy seeks to preggincipal and maintain liquidity while trying maximize
investment return through a high-quality, diveesifiportfolio. The volatility of claims and the effehey have on
the amount of cash and investment balances, asaw#fle level of interest rates and other marlaofa, affect the
return Enstar generates on its investment portfégit is Enstar’s current investment policy tddhits bond
portfolio to maturity, and not to trade or havetsportfolio available-for-sale, realized gains @sdes are not
expected to be generated on a regular basis. Hoyweken Enstar makes a new acquisition it will pftestructure
the acquired investment portfolio, which may geteerme-time realized gains or losses.

The majority of cash and all of the investment beés are held within Enstar’s reinsurance segment.

Net Reduction in Loss and Loss Adjustment Expeabdities

Enstar’s insurance-related earnings are primadhgrised of reductions, or potentially increasésiet loss
and loss adjustment expense liabilities. Thesditials are comprised of:

 outstanding loss or case reserves, or OLR, whiglesent management’s best estimate of the likely
settlement amount for known claims, less the porti@t can be recovered from reinsur

* reserves for losses incurred but not reportedBbIR reserves, which are reserves established biyaEfos
claims that are not yet reported but can reasortablyxpected to have occurred based on industry
information, management’s experience and actuavialuation, less the portion that can be recovired
reinsurers; an

« reserves for future loss adjustment expense ltadslivhich represent management’s best estimateof
future costs of managing the -off of claims liabilities.

Net loss and loss adjustment expense liabilities@viewed by Enstar's management each quartebynd
independent actuaries annually. Reserves reflenagement’s best estimate of the remaining unpaitiopoof
these liabilities. Prior period estimates of nasland loss adjustment expense liabilities maygdhas Enstar’s
management considers the combined impact of contimga policy buy-backs, settlement of losses anied
reserves and the trend of incurred loss develope@npared to prior forecasts.

Commutations provide an opportunity for Enstarxib exposures to entire policies with insureds sgidsured
at a discount to the previously estimated ultiniateility. Enstar’s internal and external actuaréisninate all prior
historical loss development that relates to comohetgosures and apply their actuarial
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methodologies to the remaining aggregate exposur@sevised historical loss development informatmreassess
estimates of ultimate liabilities.

Policy buy-backs provide an opportunity for Engtasettle individual policies and losses usuallg discount
to carried advised loss reserves. As part of Eisstautine claims settlement operations, claimg séttle at either
below or above the carried advised loss reserve.ifipact of policy buy-backs and the routine setéat of claims
updates historical loss development informatiowlhich actuarial methodologies are applied oftenltes in
revised estimates of ultimate liabilities. Enstat$uarial methodologies include industry benchrimarkvhich,
under certain methodologies (discussed further ufideCritical Accounting Policies” below), compartse trend
of Enstar’s loss development to that of the indusko the extent that the trend of Enstar’s losgettgpment
compared to the industry changes in any periallikely to have an impact on the estimate of wtienliabilities.
Additionally, consolidated net reductions, or pdilly increases, in loss and loss adjustment ex@diabilities
include reductions, or potentially increases, mphovisions for future losses and loss adjustragpénses related
the current period’s run-off activity. Net reduct®in net loss and loss adjustment expense ligisilitre reported as
negative expenses by Enstar in its reinsurance esgigfihe unallocated loss adjustment expenseshyatioke
reinsurance segment comprise management feesopiid tonsulting segment and are eliminated onddiotaion.
The consulting segment costs in providing run-efiiices are classified as salaries and generahdmdhistrative
expenses. For more information on how the reseaxesalculated, see “— Critical Accounting Policied_oss anc
Loss Adjustment Expenses” below.

As Enstar’s reinsurance subsidiaries are in runisfipremium income is insignificant, consistingnmarily of
adjustment premiums triggered by loss payments.

Salaries and Benefits

Enstar is a service-based company and, as sucloyesalaries and benefits are its largest expésdar
has experienced significant increases in its sland benefits expenses as it has grown its apesaand it
expects that trend to continue if it is able tocassfully expand its operations.

In August 2004, Enstar implemented an employeetgdpaised compensation plan. The plan allowed fer th
award of Enstar’s Class D non-voting ordinary shaoecertain employees up to a maximum of 7.5%nsftét’'s
total issued share capital. On September 15, 2b@&ar’'s board of directors and shareholders addpe Enstar
Group Limited 2006 Equity Incentive Plan (the “Eguincentive Plan”). No incentive awards have baemarded
under the Equity Incentive Plan, and 1,200,000ragi shares are reserved for future awards undegdity
Incentive Plan.

On September 15, 2006, Enstar’s board of dire@ndsshareholders adopted the Enstar Group Limited
2006-2010 Annual Incentive Compensation Plan (ential Incentive Plan”), which will be administerby a
Compensation Committee appointed by Enstar’s bofdirectors (the “Plan Committee”). No awards hheen
granted under the Annual Incentive Plan.

The Annual Incentive Plan provides for the annwahgof bonus compensation (each, a “bonus awa”),
certain of officers and employees of Enstar andutssidiaries, including Enstar’s senior executiffecers. Bonus
awards for each calendar year from 2006 througi® 24ll be determined based on Enstar’s consolidatgdafter-
tax profits. The Plan Committee shall determineahm®unt of bonus awards in any calendar year, based
percentage of Enstar’s consolidated net after-taftp. The percentage will be 15% unless the Rlammittee
exercises its discretion to change the percentadater than 30 days after Enstar’s year-end. Tae €ommittee
will determine, in its sole discretion, the amoahbonus awards payable to each participant.

Bonus awards are payable in cash, ordinary sha@sambination of both. Ordinary shares issued in
connection with a bonus award will be issued pumstmthe terms and subject to the conditions efEquity
Incentive Plan and the number of shares issuedwitletermined based on the fair market valuedihary shares
for the thirty calendar days preceding the grardrdfnary shares as a bonus award.

With the exception of the expense relating to tinayal Incentive Plan, which is allocated to both th
reinsurance and consulting segments, the costsaehaloyees of Enstar are accounted for as pati@tonsulting
segment.
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General and Administrative Expenses

General and administrative expenses include rahtamt-related costs, professional fees (legaksiment,
audit and actuarial) and travel expenses. Enst&apparations in multiple jurisdictions and its eoyaes travel
frequently in connection with the search for acijjais opportunities and in the general managemétiiebusiness.
As a result of the Merger, Enstar anticipates iases in personnel and, therefore, increases iredeigeneral and
administrative expenses as well as additional peimal fees associated with becoming subjectorting
regulations under the Securities Exchange Act 8418s amended. While certain general and adnatiistr
expenses, such as rent and related costs and gicofekfees, are incurred directly by the reinsoeasegment, the
remaining general and administrative expensesareried by the consulting segment. To the extattshch costs
incurred by the consulting segment relate to theagament of the reinsurance segment, they areesmbby the
consulting segment through the management feegethao the reinsurance segment.

Foreign Exchange Gain/(Loss)

Enstar’s reporting and functional currency is W@&llars. Through its subsidiaries, however, Enstdds a
variety of foreign (non-U.S.) currency assets aablilities, the principal exposures being Euros Bnitish pounds.
At each balance sheet date, recorded balancearthdenominated in a currency other than U.S. dollee adjusted
to reflect the current exchange rate. Revenue apense items are translated into U.S. dollars etaae rates of
exchange for the period. The resulting exchangesgai losses are included in Enstar’s net incometdt seeks to
manage its exposure to foreign currency exchandedmydly matching foreign currency assets agaorsidn
currency liabilities.

Income Tax/(Recovery)

Under current Bermuda law, Enstar and its Bermased subsidiaries are not required to pay taxBslimud:
on either income or capital gains. These compdrage received an undertaking from the Bermuda gowent tha
in the event of income or capital gains taxes béamapsed, they will be exempted from such taxed tire year
2016. Enstar’s non-Bermuda subsidiaries recordnmectaxes based on their graduated statutory mraesf tax
benefits arising from tax loss carryforwards.

Minority Interest

The acquisitions of Hillcot Re Limited (formerly &dre Insurance Company (UK) Limited) in March 2008
of Brampton Insurance Company Limited (formerly imsurance Company of Europe Limited) in March 00
were effected through Hillcot Holdings Limited, ldillcot, a Bermuda-based company in which Enstar&&0.1%
economic interest. The results of operations olcblilare included in Enstar’s consolidated statemefhoperations
with the remaining 49.9% economic interest in tgutts of Hillcot reflected as a minority interest.

Share of Income of Partly-Owned Companies

Enstar includes in its net income its proportiorsdtare in the equity of earnings by companies iithvh holds
a significant influence. Such investments are edrdn the equity basis whereby the investmenttisliy recorded
at cost and adjusted to reflect Enstar’s shareebéarnings.

Negative Goodwill

Negative goodwill represents the excess of thevdire of businesses acquired by Enstar over teeatsuch
businesses. In accordance with FAS 141 “Businessh@wtions,"this amount is recognized upon the acquisitio
the businesses as an extraordinary gain. The dhieg of the reinsurance assets and liabilitiesieed| are derived
from probability-weighted ranges of the associatagjected cash flows, based on actuarially preperfedmation
and Enstar’'s management run-off strategy. Any ammemd to the fair values resulting from changeaiichs
information or strategy will be recognized whenytloecur. For more information on how the goodvsll i
determined, see “— Critical Accounting Policies —ed@will” below.
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Critical Accounting Policies

Certain amounts in Enstar’s consolidated finanstialements require the use of best estimates anthasions
to determine reported values. These amounts cdiimdately be materially different than what has theeovided fo
in Enstar’s consolidated financial statements. &nsbnsiders the assessment of loss reservesiasdreance
recoverable to be the values requiring the mogtrigttly subjective and complex estimates. In agidjtihe
assessment of the possible impairment of goodmibblives certain estimates and assumptions. As sieh,
accounting policies for these amounts are of @lifimportance to Enstar’s consolidated financiatesnents.

Loss and Loss Adjustment Expenses

The following table provides a breakdown of grasssland loss adjustment expense reserves by type of
exposure as of December 31, 2006 and 2005:

2006 2005
OLR IBNR Total OLR IBNR Total
(in thousands of U.S. Dollars) (in thousands of U.S. Dollars)
Asbestos $158,86: $389,14! $ 548,00: $149,02: $297,80° $446,83(
Environmenta 43,95] 74,11¢ 118,07. 43,47 87,77 131,24¢
All Other 312,91 161,85! 474,76¢ 110,77¢ 67,62¢ 178,40!
Total 515,73: 625,11 1,140,84. 303,27¢ 453,20¢ 756,48
ULAE 73,57¢ 50,07t
Total $1,214,41! $806,55¢

Note: The “All Other” exposure category consistaahix of casualty, property, marine, aviation atiter
miscellaneous exposures, which are generally laiigetin nature.

The following table provides a breakdown of losd &ss adjustment expense reserves (net of reimsgira
balances recoverable) by type of exposure as oémber 31, 2006 and 2005:

2006 2005
(in thousands of
U.S. dollars)
Asbestos $306,90¢ $325,92(
Environmenta 43,05¢ 58,037
Other 522,29¢ 209,20:
Total $872,25¢  $593,16(

As of December 31, 2006, the IBNR reserves (netiosurance balances receivable) accounted for
$359.4 million, or 41.2%, of Enstar’s total losseeves. The reserve for IBNR (net of reinsurandarize
receivable) accounted for $326.3 million, or 55.@¥dEnstar’s total loss reserves at December 30520

Annual Loss and Loss Adjustment Reviews

Because a significant amount of time can lapse d&tvthe assumption of risk, the occurrence of adesnt,
the reporting of the event to an insurance or tgarsce company and the ultimate payment of thenctai the loss
event, the liability for unpaid losses and lossiatipent expenses is based largely upon estimatstarks
management must use considerable judgment in duegs of developing these estimates. The liatidityinpaid
losses and loss adjustment expenses for propetitgasualty business includes amounts determined lfves
reports on individual cases and amounts for IBN$inges. Such reserves are estimated by manageassa bpon
loss reports received from ceding companies, sapghted by Enstar’s own estimates of losses for wh@ceding
company loss reports have yet been received.
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In establishing reserves, management also conditpendent actuarial estimates of ultimate logSestar’s
actuaries employ generally accepted actuarial ndetlogies to estimate ultimate losses and loss tdprg
expenses. A loss reserve study is prepared byd@pémdent actuary annually in order to provide tamthl insight
into the reasonableness of Enstar’s reserves $sefand loss adjustment expenses.

As of December 31, 2006, 2002 was the most recntin which policies were underwritten by any ostars
insurance and reinsurance subsidiaries. As sulobf, Bhstar’s unpaid claims liabilities are consil#to have a
long-tail claims payout. Loss reserves primarillate to casualty exposures, including latent claiofisvhich
approximately 58.4% relate to asbestos and envieomsh exposures.

Within the annual loss reserve studies produceBristars external actuaries, exposures for each subsidia
separated into homogeneous reserving categorigésdqrurpose of estimating IBNR. Each reservinggaity
contains either direct insurance or assumed reamsgrreserves and groups relatively similar typesks and
exposures (for example asbestos, environmentalattgsproperty) and lines of business written ggample
marine, aviation, non-marine). Based on the exmosharacteristics and the nature of available fda&taach
individual reserving category, a number of methodas are applied. Recorded reserves for eachagtage
selected from the indications produced by the varimethodologies after consideration of exposuagatteristics,
data limitations and strengths and weaknessescbf mathod applied. This approach to estimating IBMR been
consistently adopted in the annual loss resendiestfor each period presented.

The ranges of gross loss and loss adjustment egpessrves implied by the various methodologied bge
each of Enstar’s insurance subsidiaries as of DbeeBil, 2006 are:

Low Selectec High
Asbestos $358,52: $ 548,000 $ 560,65¢
Environmenta 49,09¢ 118,07: 144,22(
All Other 431,79" 474,76¢ 499,24
ULAE 73,57¢ 73,57" 73,57¢
Total $912,98¢ $1,214,41' $1,277,69

Latent Claims. Enstar’s loss reserves are largely related toathsexposures including latent exposures
primarily relating to asbestos and environmentglosxre, or A&E. In establishing the reserves fquaid claims,
management considers facts currently known anduhent state of the law and coverage litigatioabilities are
recognized for known claims (including the costadated litigation) when sufficient information hasen develope
to indicate the involvement of a specific insurapoécy, and management can reasonably estimaliabitity. In
addition, reserves are established to cover logsldement related to both known and unassertethslai

The estimation of unpaid claim liabilities is sutijéo a high degree of uncertainty for a numbereakons.
First, unpaid claim liabilities for property andstalty exposures in general are impacted by changhs legal
environment, jury awards, medical cost trends amteeal inflation. Moreover, for latent exposurepanticular,
developed case law and adequate claim history texigt. There is significant coverage litigati@tated to these
exposures, which creates further uncertainty irefitenation of the liabilities. As such, for thegpes of exposures,
it is especially unclear whether past claim expmgewill be representative of future claim expecrlltimate
values for such claims cannot be estimated usisgrveng techniques that extrapolate losses totamaitk basis
using loss development factors, and the uncerégrstiirrounding the estimation of unpaid claim liabs are not
likely to be resolved in the near future. There bamo assurance that the reserves establishedgdbgrvill be
adequate or will not be adversely affected by teetbpment of other latent exposures.

Enstar’s asbestos claims are primarily productslitg claims submitted by a variety of insuredsavperated
in different parts of the asbestos distributionich®/hile most such claims arise from asbestosmgi@ind primary
asbestos manufacturers, it has also been recaiiairgs from tertiary defendants such as smallerufeanturers and
the industry has seen an emerging trend of nongatedtlaims arising from premises exposures. Urpileelucts
claims, primary policies generally do not contagiyegate policy limits for premises claims, which,
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accordingly, remain at the primary layer and, thraggly impact excess insurance policies. As ths nejority of
Enstar’s policies are excess policies, this tremsllad only a marginal effect on our asbestos expsshus far.

Asbestos reform efforts have been underway at thetfiederal and state level to address the cossempuk of
asbestos claims to the American economy. Whilestigesignificant opposition to proposals for a fediérust fund
that would replace the tort system for asbestamsland the prospect for passage of such federall leforms
appears remote at present, several states, inglidixas and Florida, have passed reforms basemedital
criteria” requiring certain levels of medically donented injury before a lawsuit can be filed, resglin a drop of
yearon-year case filings in those states adoptingrferm measure.

Asbestos claims fall into two general categoriggaired and unimpaired bodily injury claims. Prdper
damage claims represent only a small fraction bést®s claims. Impaired claims primarily includdividuals
suffering from mesothelioma or a cancer such ag tancer. Unimpaired claims include asbestosiglaosk whose
lung regions contain pleural plaques. Unimpairedhet are not life threatening and do not causegdmto one’s
ability to function or to one’s lifestyle.

Unlike traditional property and casualty insurdvatteither have large numbers of individual claarising fromr
personal lines such as auto, or small numbersghf Yélue claims as in medical malpractice insurdimes, Enstas
primary exposures arise from asbestos and envirotaheaims that do not follow a consistent pattéfor instance
Enstar may encounter a small insured with one larggronmental claim due to significant groundwater
contamination, while a Fortune 500 company may subomerous claims for relatively small values. ldaver,
there is no set pattern for the life of an enviremtal or asbestos claim. Some of these claims esfwe within
two years whereas others have remained unresabvetbarly two decades. Therefore, Enstar’'s operching
claims data do not follow any identifiable or disuble pattern.

Furthermore, because of the reinsurance natuteeaflaims Enstar manages, it focuses on the aetat the
(re)insured level rather than at the individualrokilevel. The counterparties with whom Enstardgly interacts
are generally insurers or large industrial concams not individual claimants. Claims do not follawy consistent
pattern. They arise from many insureds or locatemd in a broad range of circumstances. An insoray present
one large claim or hundreds or thousands of snaiths. Plaintiffs’ counsel frequently aggregateusands of
claims within one lawsuit. The deductibles to whathims are subject vary from policy to policy arehr to year.
Often claims data is only available to reinsuretgh as Enstar, on an aggregated basis. AccordiBgstar has not
found claim count information or average reserveams to be reliable indicators of exposure foréserve
estimation process or for management of its liabdi Enstar has found data accumulation and claiarsagement
more effective and meaningful at the (re)insureglleather than at the underlying claim level. Asls we have
designed our reserving methodologies to be indegr@naf claim count information. As the level of espres to a
(re)insured can vary substantially, Enstar focusethe aggregate exposures and pursues commutatidrnsolicy
buy-backs with the larger (re)insureds.

Enstar employs approximately thirty-one full tirguévalent employees, including three U.S. attorneys
actuaries, and experienced clailvemdlers to directly administer its asbestos amit@mmental liabilities. Enstar h
established a provision for future expenses ofGb43llion, which reflects the total anticipated to& administer
these claims to expiration.

Enstar’s future asbestos loss development mayfheirced by many factors including:

» Onset of future asbes-related iliness in individuals exposed to asbest@s the past 50 or more yee
« Future viability of the practice of resolving astuesliability for defendant companies through baitcy.
< Enactment of tort reforms establishing stricter moaccriteria for asbestos awart

« Attempts to resolve aU.S-relatedasbestos litigation through federal legislati

The influence of each of these factors is not gagihntifiable and Enstarhistorical asbestos loss developn
is of limited value in determining future asbedtmss development using traditional actuarial reisgrtechniques.
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Significant trends affecting insurer liabilitiescareserves in recent years had little effect orirenmental
claims, except for claims arising out of damagesatural resources. New Jersey has pioneered ¢hefumtural
resources damages to advance further pursuit diftrom potentially responsible parties, or PRPgedent
successful action against Exxon Mobil has incredisedikelinood that the use of natural resourcaages will
expand within New Jersey and perhaps other sfaltese actions target primary policies and will ljkeave less
effect on excess carriers because damages, whedenlyare typically spread across many PRPs andsanany
policy years. As such, claims do not generally hezxcess insurance layers.

Enstar’s future environmental loss development aiag be influenced by other factors including:

» Existence of currently undiscovered polluted siigible for clean-up under the Comprehensive
Environmental Response, Compensation, and Liaaly(CERCLA) and related legislatio

« Costs imposed due to joint and several liabilityat all PRPs are capable of paying their st
» Success of legal challenges to certain policy tesuth as th*“absolut” pollution exclusion

 Potential future reforms and amendments to CERQlafticularly as the resources of Superfund — the
funding vehicle, established as part of CERCLApitovide financing for cleanup of polluted sites whao
PRP can be identifie— become exhauste

The influence of each of these factors is not gagifntifiable and, as with asbestos-related exessiEnstar’'s
historical environmental loss development is ofitéd value in determining future environmental ldeselopment
using traditional actuarial reserving techniques.

Finally, the issue of lead paint liability repreten potential emerging trend in latent claim agtithat could
potentially lead to future reserve adjustmentseAft series of successful defense efforts by dafaridad pigment
manufacturers in lead paint litigation, last ye&tede Island court ruled in favor of the governtriera nuisance
claim against the defendant manufacturers. Althabhghdamages portion of the case has yet to beetkdhe
plaintiff could receive a significant award. Funthéhere are similar pending claims in severakjidtions including
California and Ohio. As insureds have met poligyn®and conditions to establish coverage for leadtpublic
nuisance claims as opposed to traditional bodjlyrynand property damage claims there is the piaticfatr
significant impact to excess insurers should pignprevail in successive nuisance claims pendingther
jurisdictions.

Enstars independent, external actuaries use industryhiimearking methodologies to estimate appropriate |
reserves for Enstar's A&E exposures. These methoglbased on comparisons of Enstar’s loss experiem@&E
exposures relative to industry loss experience && &xposures. Estimates of IBNR are derived sepbrébdr each
relevant Enstar subsidiary and, for some subs&lageparately for distinct portfolios of exposuree discussion
that follows describes, in greater detail, the aiynactuarial methodologies used by Enstar’s indéest actuaries
to estimate IBNR for A&E exposures.

In addition to the specific considerations for eawthod described below, many general factors @msidered
in the application of the methods and the integifen of results for each portfolio of exposurele3e factors
include the mix of product types (e.g. primary irsce versus reinsurance of primary versus reinseraf
reinsurance), the average attachment point of egear(e.g. first-dollar primary versus umbrellarguémary
versus high-excess), payment and reporting lagsactko the international domicile of Enstar suiasids, payment
and reporting pattern acceleration due to largectegnle” settlements (e.g. policy buy-backs androamations)
pursued by Enstar, lists of individual risks renrainand general trends within the legal and toviremments.

1. Paid Survival Ratio Method.In this method, Enstar's expected annual avepagenent amount is
multiplied by an expected future number of paymesars to get an indicated reserve. Enstar’s hcgibcialendar
year payments are examined to determine an expidtee annual average payment amount. This ariel
multiplied by an expected number of future paymesars to estimate a reserve. Trends in calendampgganent
activity are considered when selecting an expeftitenle annual average payment amount. Acceptedstndu
benchmarks are used in determining an expected ewaffuture payment years. Each year, annual patswata
is updated, trends in payments are re-evaluatedamges to benchmark future payment years arewed. This
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method has advantages of ease of application amglisity of assumptions. A potential disadvantaféhe method
is that results could be misleading for portfolidigh excess exposures where significant payraetitity has not
yet begun

2. Paid Market Share MethodIn this method, Enstar’s estimated market staepplied to the industry
estimated unpaid losses. The ratio of Enstar'fitsil calendar year payments to industry histbigedendar year
payments is examined to estimate Enstar’'s markaeskhis ratio is then applied to the estimatmafistry unpaid
losses. Each year, calendar year payment datalégeg (for both Enstar and industry), estimatdadistry unpaid
losses are reviewed and the selection of Enstatiismated market share is revisited. This methodasdvantage
that trends in calendar-year market share candmeporated into the selection of company sharewfaining
market payments. A potential disadvantage of trethad is that it is particularly sensitive to asgtions regarding
the time-lag between industry payments and Enstampnts.

3. Reserve-to-Paid MethodIn this method, the ratio of estimated induségarves to industry
paid-to-date losses is multiplied by Enstar’'s padtate losses to estimate Enstar’s reserves. f@pesnsiderations
in the application of this method include the coatghess of Enstar’s paid-to-date loss informatioa potential
acceleration or deceleration in Enstar’'s paymaedatjve to the industry) due to Enstar’s claimadiag practices,
and the impact of large individual settlements.lEgear, paid-to-date loss information is updated ifioth Enstar
and the industry) and updates to industry estimagserves are reviewed. This method has the adyaofaelying
purely on paid loss data and so is not influengedubjectivity of case reserve loss estimates. @&l
disadvantage is that the application to Enstarfgiars which do not have complete inception-to-dadid loss
history could produce misleading results.

4. IBNR:Case Ratio MethodlIn this method, the ratio of estimated indusBNR reserves to industry case
reserves is multiplied by Enstar’'s case reservestimate Enstar IBNR reserves. Specific consideratin the
application of this method include the presencpaiicies reserved at policy limits, changes in alldndustry case
reserve adequacy and recent loss reporting hiftotgnstar. Each year, Enstar case reserves asagdndustry
reserves are updated and the applicability ofridastry IBNR:case ratio is reviewed. This methos the advantay
that it incorporates the most recent estimatesmafuants needed to settle open cases included iardwase
reserves. A potential disadvantage is that resoltéd be misleading where Enstar case reserve adgdliffers
significantly from overall industry case reservequacy.

5. Ultimate-to-Incurred Method.In this method, the ratio of estimated industtimate losses to industry
incurred-to-date losses is applied to Enstar irsmi#o-date losses to estimate Enstar’s IBNR reseSgecific
considerations in the application of this methazude the completeness of Enstar’s incurred-to-teste
information, the potential acceleration or decdlerain Enstar’s incurred losses (relative to theustry) due to
Enstar’s claims handling practices and the impétarge individual settlements. Each year incunedfate loss
information is updated (for both Enstar and theustdy) and updates to industry estimated ultimaseds are
reviewed. This method has the advantage thatarpurates both paid and case reserve informati@ndjecting
ultimate losses. A potential disadvantage is thatiits could be misleading where cumulative pasd kiata is
incomplete or where Enstar case reserve adequieysdiignificantly from overall industry case reseadequacy.

Under the Paid Survival Ratio Method, the Paid Ma&hare Method and the Reserve-to-Paid Methodirste
determine the estimated total reserve and thenati¢ialel reported outstanding case reserves to atiaa estimated
IBNR reserve. The IBNR:Case Ratio Method first deiees an estimated IBNR reserve which is then @édd¢he
advised outstanding case reserves to arrive astanaged total loss reserve. The Ultimate-to-Inedrvethod first
determines an estimate of the ultimate losses fmaimband then deducts paid-to-date losses toeaatian estimated
total loss reserve and then deducts outstandiregreagrves to arrive at the estimated IBNR reserve.

Within the annual loss reserve studies produceBristars external actuaries, exposures for each subsidia
separated into homogeneous reserving categorigésdqrurpose of estimating IBNR. Each reservinggaity
contains either direct insurance or assumed reamsgrreserves and groups relatively similar typesks and
exposures (for example asbestos, environmentalattgsproperty) and lines of business written ggample
marine, aviation, non-marine). Based on the exposharacteristics and the nature of available fdataach
individual reserving category, a number of methodas are applied. Recorded reserves for eachagtage
selected from the indications produced by the varimethodologies after consideration of exposure
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characteristics, data limitations, and strengtltsvaeaknesses of each method applied. This apptoadtimating
IBNR has been consistently adopted in the annsalileserve studies for each period presented.

As of December 31, 2006, Enstar has thirteen separsurance and/or reinsurance subsidiaries wiessgves
are categorized into approximately 215 reservegoaies in total, including 21 distinct asbestosremg categories
and 24 distinct environmental reserving categories.

The five methodologies discussed above are apfireglach of the 21 asbestos reserving categorig¢geach of
the 24 environmental reserving categories. As mroon in actuarial practice, no one methodologwidusively or
consistently relied upon when selecting a recordsdrve. Consistent reliance on a single methogldlmgelect a
recorded reserve would be inappropriate in lighthefdynamic nature of both the asbestos and envieatal
liabilities in general, and the actual Enstar expegortfolios in particular.

In selecting a recorded reserve, management caagtuerange of results produced by the methodbthen
strengths and weaknesses of the methods in relatide data available and the specific charatiesisf the
portfolio under consideration. Trends in both Endgta and industry data are also considered inetberve
selection process. Recent trends or changes irelnéant tort and legal environments are also damed when
assessing methodology results and selecting ampipate recorded reserve amount for each portfolio.

The following key assumptions were used to estimateestos and Environmental reserves at December 31
2006:

1. $65 billion Ultimate Industry Asbestos lossesthis level of industry-wide losses and its congaan to
industry-wide paid, incurred and outstanding casenves is the base benchmarking assumption applfaid
Market Share, Reserve-to-Paid, IBNR: Case Ratiotl@dJltimate-to-Incurred asbestos reserving
methodologies.

2. $35 billion Ultimate Industry Environmental losses this level of industry-wide losses and its
comparison to industry-wide paid, incurred and @unding case reserves is the base benchmarkinmpten
applied to Paid Market Share, Reserve-to-Paid, IBSi&se Ratio and the Ultimate-to-Incurred environtake
reserving methodologies.

3. Loss reporting lag— Enstar’s subsidiaries assumed a mix of insuramcereinsurance exposures
generally through the London Market. As the avddabdustry benchmark loss information, as suppligeur
independent consulting actuaries, is compiled lgriyjem U.S. direct insurance company experiengesté’s
loss reporting is expected to lag relative to aldé industry benchmark information. This time-lesgd by
each of Enstar’s insurance subsidiaries variesdmtvirom 2 to 5 years depending on the relativeahix
domicile, percentages of product mix of insuramegsurance and retrocessional reinsurance, primary
insurance, excess insurance, reinsurance of daedtreinsurance of reinsurance within any givgrosure
category. Exposure portfolios written from a norsldomicile are assumed to have a greater timéikay
portfolios written from a U.S. domicile. Portfoliegth a larger proportion of reinsurance expos@a@sassume
to have a greater time-lag than portfolios witlaér proportion of insurance exposures.

The assumptions above as to Ultimate Industry Askseend Environmental losses have not changed tihem
immediately preceding period. For certain Asbe&t@&nvironmental portfolios, assumptions as to thprapriate
loss reporting lag have changed from the immedigtetceding period. For Enstar as a whole, theameeselected
lag for Asbestos has increased from 2 years taBsyand the average selected lag for Environméeagincreased
from 2 years to 2.5 years. The changes arise laggeh result of the level of loss reporting dutting year in certain
of Enstar’s insurance companies relative to lopsnténg trends within the industry. The changethtlag
assumptions had the effect of increasing grossvesédy $81.1 million and increasing net reserye$@4 million.

The following tables provide a summary of the intpafcchanges in industry ultimate losses, fromdakected
$65 billion for asbestos and $35 billion for envingental, and changes in the time-lag, from thecsadeaverages of
3 years for asbestos and 2.5 years for environrhimtthe company behind industry development thistassumed
relates to the company’s insurance and reinsuremganies. Please note that the table below deratest
sensitivity to changes to key assumptions usindghotitlogies selected for determining loss and
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ALAE at December 31, 2006 and differs from the ¢atrh page 55 which demonstrates the range of o@gsom
produced by the various methodologies.

Asbestos Gros

Sensitivity to Industry Asbestos Ultimate Loss Assmption Loss Reserves
Asbesto— $65 billion (selected $ 548,00«
Asbestos<— $60 billion 481,43
Environmental Gross

Sensitivity to Industry Environmental Ultimate Loss Assumption Loss Reserve:

Environmenta— $35 billion (selected $ 118,07.
Environmenta— $40 billion 155,54«
Environmenta— $30 billion 80,60(

Asbestos Environmental

Sensitivity to Time-Lag Assumption* Loss Reserve Loss Reserve:
Selected average of 3 years asbestos, 2.5 yedreramental $ 548,000 $ 118,07:
Increase all portfolio lags by six mont 594,87 121,51«
Decrease all portfolio lags by six mon 508,01¢ 112,17-

* using $65 billion/$35 billion Asbestos/Environmdritedustry Ultimate Loss assumptio

Industry publications indicate that the range ¢ifnate industry asbestos losses is estimated betveeen
$55 billion and $65 billion. Based on managemeexgerience of substantial loss development on Enstzestos
exposure portfolios, Enstar has selected the uvpmpeof the range as the basis for its asbestosdessving.
Although the industry publications suggest a low efthe range of industry ultimate losses of $Bioh, Enstar
considers that unlikely and believes that it is en@asonable to assume that the lower end ofghggerof ultimate
losses could be $60 billion.

Guidance from industry publications is more vaiiedespect of estimates of ultimate industry enwin@ntal
losses. Consistent with an industry published edgnEnstar believes the reasonable range foratkimmdustry
environmental losses is between $30 billion andl§iion. Enstar has selected the midpoint of tlaisge as the
basis for its environmental loss reserving baseddwice supplied by its independent consulting aots. Another
industry publication, released prior to the onéecelipon by Enstar, indicates that ultimate industrvironmental
losses could be $56 billion. However, based onowur loss experience, including successful settléraetivity by
the company, the decline in new claims notifieddoent years and improvements in environmental
clean-up technology, Enstar does not believe tra$66 billion estimate would be a reasonable Hasiss
reserving for environmental losses.

Management’s current estimate of the time lag ithlates to its insurance and reinsurance subsggiari
compared to the industry is considered reasonabdm ghe analysis performed by its internal anegmdl actuaries
to date.

Over time, additional information regarding suclp@sure characteristics may be developed for angngiv
portfolio. This additional information could causeshift in the lag assumed.

Non-Latent Claims. Non-latent claims are less significant to Endtath in terms of reserves held and in terms
of risk of significant reserve deficiency. For niatent loss exposure, a range of traditional lassetbpment
extrapolation techniques is applied. Incremental pad incurred loss development methodologiesrarenost
commonly used methods. Traditional cumulative @aid incurred loss development methods are usedewher
inception-to-date, cumulative paid and reportediired loss development history is available.

These methods assume that cohorts, or groupsssdddrom similar exposures will increase over fima
predictable manner. Historical paid and incurrestldevelopment experience is examined for eaidigidant years
to make inferences about how later accident ydasses will develop. Where company-specific logsrmation is
not available or not reliable, industry loss depehent information published by industry sourceshsag the
Reinsurance Association of America is considerdus€ methods calculate an estimate of ultimatesossd then
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deduct paid-to-date losses to arrive at an estihtatal loss reserve. Outstanding losses are thdnaded from
estimated total loss reserves to calculate thenagtid IBNR reserve. Management does not expecgelsan
underlying reserving assumptions to have a matienjphct on net loss and loss adjustment expensevessas they
are primarily sensitive to changes due to loss ldgveent.

Quarterly Reserve Reviewdn addition to an in-depth annual review, Ensiap performs quarterly reserve
reviews. This is done by examining quarterly paid acurred loss development to determine whether i
consistent with reserves established during thegolieg annual reserve review. Loss developmemviewed
separately for each major exposure type (e.g. tshesnvironmental, etc.), for each relevant Erstiésidiary, and
for large “wholesale” commutation settlements vergoutine” paid and advised losses. This procesmdertaken
to determine whether loss development experiendegla quarter warrants any change to held reserves

Loss development is examined separately by expdgpecbecause different exposures develop diffgrenver
time. For example, the expected reporting and pagblosses for a given amount of asbestos researede
expected to take place over a different time frame in a different quarterly pattern from the sam®unt of
environmental reserves.

In addition, loss development is examined separédeleach relevant Enstar subsidiary. While thesmo
significant exposures for most Enstar subsidiaareslatent asbestos and environmental exposuesg, dine differin
profiles to the exposure across Enstar’s subseia@ompanies can differ in their exposure prafile to the mix of
insurance versus reinsurance, the mix of primargugeexcess insurance, the underwriting yearsrticjpation and
other criteria. These differing profiles lead téfelient expectations for quarterly and annual iesgelopment by
company.

Enstar’s quarterly paid and incurred loss develagrseoften driven by large, “wholesale” settlengent such
as commutations and policy buy-backswhich settle many individual claims in a singlensaction. This allows fi
monitoring of the potential profitability of largeettlements which, in turn, can provide informatatout the
adequacy of reserves on remaining exposures wiaeh hot yet been settled. For example, if it werenfl that
large settlements were consistently leading toelavegative, or favorable, incurred losses upotesedint, it might
be an indication that reserves on remaining ex@ssare redundant. Conversely, if it were found lguate
settlements were consistently leading to largetppesior adverse, incurred losses upon settlenitemight be an
indication — particularly if the size of the lossesre increasing —that certain loss reserves on remaining expo
are deficient. Moreover, removing the loss develeptmesulting from large settlements allows foeaew of loss
development related only to those contracts whichain exposed to losses. Were this not donepitssible that
savings on large wholesale settlements could mgskisant underlying development on remaining expes.

Once the data has been analyzed as described awmwedepth review is performed on classes of sy
with significant loss development. Discussionstegkel with appropriate personnel, including indivadlaompany
managers, claims handlers and attorneys, to hetterstand the causes. If it is determined thagldgment differs
significantly from expectations, reserves wouldadgisted.

Quarterly loss development is expected to be faintatic for the types of exposure insured andsigied by
Enstar. Several quarters of low incurred loss dguakent can be followed by spikes of relatively &angcurred
losses. This is characteristic of latent claims aifer insurance losses which are reported anédeiiany years
after the inception of the policy. Given the higdgdee of statistical uncertainty, and potentiahtitity, it would be
unusual to adjust reserves on the basis of oneyenr several, quarters of loss development actigysuch, unless
the incurred loss activity in any one quarter is@¢h significance that management is able to dfyahe impact on
the ultimate liability for loss and loss adjustmerpenses, reductions or increases in loss anddygstment
expense liabilities are carried out in the fourtlader based on the annual reserve review descaibedk.

As described above, Enstar’'s management regulewigws and updates reserve estimates using the most
current information available and employing variagsuarial methods. Adjustments resulting from gfesnn
Enstar’s estimates are recorded in the period wheh adjustments are determined. The ultimatditialbor loss
and loss adjustment expenses is likely to diffemfithe original estimate due to a number of faciorsnarily
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consisting of the overall claims activity occurridgring any period, including the completion of conotations of
assumed liabilities and ceded reinsurance recedgapblicy buy-backs and general incurred claintiviac

Reinsurance Balances Receivable

Enstar’s acquired reinsurance subsidiaries, poi@ctuisition by Enstar, used retrocessional ageatsrto
reduce their exposure to the risk of insurancerairurance they assumed. Loss reserves represgingross
losses, and reinsurance receivable representspattid recoveries of a portion of those unpaiddsss well as
amounts receivable from reinsurers with respectdims that have already been paid. While reinstean
arrangements are designed to limit losses andrtoipeecovery of a portion of direct unpaid lossesnsurance
does not relieve Enstar of its liabilities to msureds or reinsureds. Therefore, Enstar evalaatgsnonitors
concentration of credit risk among its reinsurersluding companies that are insolvent, in affier facing financia
difficulties. Provisions are made for amounts cdaeed potentially uncollectible.

Goodwill

Enstar follows FAS No. 142 “Goodwill and Other Inggble Assets” which requires that recorded gooldvel
assessed for impairment on at least an annual. haglstermining goodwill, Enstar must determine thir value of
the assets of an acquired company. The determmatitair value necessarily involves many assunmstic¢-air
values of reinsurance assets and liabilities aequarre derived from probability-weighted rangethefassociated
projected cash flows, based on actuarially preparfedmation and Enstar’'s management affstrategy. Fair vall
adjustments are based on the estimated timingssfdad loss adjustment expense payments and anexsguerest
rate, and are amortized over the estimated payarigq) as adjusted for accelerations on commuta@ttements,
using the constant yield method options. Interat®s used to determine the fair value of grossriesasrves are
based upon risk free rates applicable to the aeadlagation of the loss reserves. Interest rated tesdetermine the
fair value of reinsurance receivables are incre&sedflect the credit risk associated with theserers from who
the receivables are, or will become, due. If treuagptions made in initially valuing the assets ggasignificantly
in the future, Enstar may be required to recordaiimpent charges which could have a material impadts
financial condition and results of operations.

FAS No. 141 “Business Combinations” also requiheg hegative goodwill be recorded in earnings. Byiri
2004 and 2006, Castlewood took negative goodwiill #@arnings upon the completion of the acquisitiboertain
companies and presented it as an extraordinary gain

New Accounting Pronouncements

In July 2006, the FASB issued FASB Interpretatian B8 (“FIN 48”), Accounting for Uncertainty in Inme
Taxes. FIN 48 prescribes detailed guidance fofittancial statement recognition, measurement asclasure of
uncertain tax positions recognized in an enterfgriéeancial statements in accordance with FASB
Statement No. 109, “Accounting for Income Taxesak positions must meet a more-likely-than-not rexdtan
threshold at the effective date to be recognizexhupe adoption of FIN 48 and in subsequent peribtié 48 will
be effective for fiscal years beginning after Debeml5, 2006 and the provisions of FIN 48 will Ippled to all ta:
positions upon initial adoption of the Interpretati The cumulative effect of applying the provisaf this
Interpretation will be reported as an adjustmenh#&opening balance of retained earnings forfteeal year. We
are currently evaluating the potential impact df B8 on its financial statements when adopted.

In September 2006, the FASB issued FAS No. 15% \Ridue Measurement (“FAS 157”). This Statement
provides guidance for using fair value to measgsets and liabilities. Under this standard, théndefn of fair
value focuses on the price that would be receigeskll the asset or paid to transfer the liab{lg exit price), not
the price that would be paid to acquire the assegaeived to assume the liability (an entry pri¢edS 157 clarifies
that fair value is a market-based measuremengmentityspecific measurement, and sets out a fair valuaiuley
with the highest priority being quoted prices itivae markets and the lowest priority to unobsereatdta. Further,
FAS 157 requires tabular disclosures of the faineaneasurements by level within the fair valuedrehy.

FAS 157 is effective for fiscal years beginningeaflovember 15, 2007, and interim periods withiosth
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fiscal years. Early adoption is permitted as oftikginning of a fiscal year. We are currently eatihg the potential
impact of FAS 157 on its financial statements wadaopted.

In February 2007, the FASB issued FAS No. 159 “Fa& Value Option for Financial Assets and Finahcia
Liabilities — Including an amendment of FASB StaehNo. 115" (“FAS 159”). FAS 159 permits entities
choose to measure many financial instruments aridicether items at fair value. The objectivedsmprove
financial reporting by providing entities with tb@portunity to mitigate volatility in reported eargs caused by
measuring related assets and liabilities diffegewithout having to apply complex hedge accounpnyisions.
This statement is expected to expand the userofdhie measurement, which is consistent with th8E's long-
term measurement objectives for accounting fonfama instruments. The fair value option establishél permit
all entities to choose to measure eligible itenfaiatvalue at a specified election dates. An grftall record
unrealized gains and losses on items for whicHahevalue option has been elected through netrirem the
statement of operations at each subsequent repaidite. This statement is effective as of the beggqof an
entity’s first fiscal year that begins after Novesnld5, 2007. We are currently evaluating the p@éimhpact of
FAS 159 on its financial statements when adopted.

Results of Operations

The following table sets forth Enstar’s selectedsmidated statement of operations data for eatheoperiods

indicated.
Year Ended December 31
2006 2005 2004
(in thousands of U.S. dollars’

Consulting fee: $ 33,90¢ $ 22,006 $23,70:
Net investment incom 48,09¢ 28,23¢ 11,10:
Net realized (losses) gai (98) 1,26¢ (600)
TOTAL INCOME 81,90¢ 51,51( 34,20¢
Net reduction in loss and loss adjustment expaabdilies (31,927 (96,007 (13,7096
Salaries and benefi 40,12 40,82 26,29(
General and administrative expen 18,87¢ 10,96: 10,67
Interest expens 1,98¢ 0 0
Foreign exchange (gain) lo (10,837 4,602 (3,73))
TOTAL EXPENSES 18,22¢ (39,627  19,53(
Net earnings before minority intere 63,68( 91,13: 14,67¢
Share of net earnings of pa-owned companie 51¢ 192 6,881
Income tax expens 31¢ (9149 (1,929
Minority interest (13,209 (9,700 (3,099
Net earnings before extraordinary g 51,30¢ 80,71( 16,53¢
Extraordinary gai— Negative goodwill (net of minority interes 31,03¢ 0 21,75¢
NET EARNINGS $82,34¢ $80,71( $ 38,29¢

Comparison of Year Ended December 31, 2006 and 2005

Enstar reported consolidated net earnings of afipately $82.3 million for the year ended DecemhkrZ006
compared to approximately $80.7 million in 200%llmied as part of net earnings for 2006 is an extiiaary gain
of $31.0 million relating to negative goodwill, ngtminority interest. As a result, net earningfobe extraordinary
gain for 2006 were approximately $51.3 million cargd to $80.7 million in 2005. The decrease wasgriy a
result of a lower net reduction in loss and logsistchent expense liabilities and higher generaladinistrative
expenses offset by higher consulting fee incomagstment income and increased foreign exchange.gain
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Consulting Fees:

Year Ended December 31,

2006 2005 Variance

(in thousands of U.S. dollars
Consulting $54,54¢ $38,04¢ $16,50(
Reinsuranct (20,639 (16,040 $(4,599)
Total $33,90¢ $22,00¢6 $11,90:

Enstar earned consulting fees of approximately®%88llion and $22.0 million for the years ended
December 31, 2006 and 2005, respectively. Inclii¢dese amounts were approximately $1.3 milliondnsulting
fees charged to wholly-owned subsidiaries of B.ldguéisition, a partly-owned equity affiliate, in bha2006 and
2005. The increase in consulting fees is due piiyniar the increase of approximately $8.9 millianmanagement
and incentive-based fees earned by Enstar’s UtSidiaries along with increased incentive-based f@nerated by
Enstar's Bermuda management company.

Internal management fees of $20.6 million and $16llon were paid in 2006 and 2005, respectivély,
Enstar’s reinsurance companies to its consultimgpamies. The increase in fees paid by the reinsaraagment
was due primarily to the fees paid by reinsurararaganies that were acquired in 2006.

Net Investment Income and Net Realized Gains/(kpsse

Year Ended December 31,

Net Investment Income Net Realized Gains/(Losses)

2006 2005 Variance 2006 2005 Variance

(in thousands of U.S. dollars (in thousands of U.S. dollars’

Consulting $122¢ $ 57¢ $ 64¢ $— $ — $ —
Reinsuranct 46,87 27,66( 19,21« (98 1,266 (1,366
Total $48,09¢ $28,23¢ $19,86: $(98) $1,26¢  $(1,36€)

Net investment income for the year ended DecembgP@06 increased by $19.9 million to $48.1 million
compared to $28.2 million for the year ended Decem®i, 2005. The increase was attributable tortbeease in
prevailing interest rates during the year alondnait increase in average cash and investment lealdiraen
$913.5 million to $1,093.2 million for the yearsdexd December 31, 2005 and 2006, respectivelyjmgléd cash
and investment portfolios of reinsurance compaadgiired in the year.

The average return on the cash and fixed matuiitiesstments for the year ended December 31, 2@GG6 w
4.40%, as compared to the average return of 3.28%é year ended December 31, 2005. The increageld was
primarily the result of increasing U.S. interedesa— the U.S. federal funds rate has increased @5% on
January 1, 2005 to 4.25% on December 31, 2005@B®5% on December 31, 2006. The average Staddard
Poor’s credit rating of Enstar’s fixed income intreents at December 31, 2006 was AAA.

Net realized (losses)/gains for the year ended bee 31, 2006 and 2005 were $(0.1) million and $dilBon,
respectively. Based on Ens&current investment strategy, Enstar does nototxpst realized gains and losses t
significant in the foreseeable future.

Net Reduction in Loss and Loss Adjustment Expeabdities:

Net reduction in loss and loss adjustment expaabdifies for the year ended December 31, 2006 was
$31.9 million and was attributable to a reductiorestimates of net ultimate losses of $21.4 millreduction in
estimates of loss adjustment expense liabilitie®l&f. 1 million, to reflect 2006 run-off activity oypared to a
reduction of $10.5 million in 2005 (the larger retian relating to companies acquired during 20@Ggduction in
aggregate provisions for bad debt of $6.3 milliompared to $20.2 million in 2005, resulting frone tollection of
certain reinsurance receivables against which ledd provisions had been provided in earlier peripdstially
offset by the amortization, over the estimated phyperiod, of fair value adjustments relating tonpanies acquire
amounting to $10.9 million compared to $7.9 milliar2005, the increased charge reflecting amoitinat
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relating to companies acquired during 2006. Thectdn in estimates of net ultimate losses of $2dilion
comprised of net adverse incurred loss developwieb37.9 million offset by reductions in estimatddBNR
reserves of $59.3 million, of which an increasestimates of ultimate losses of $3.4 million relgtto one of
Enstar’s insurance entities was offset by redustiarestimates of net ultimate losses of $24.8onilin Enstar’s
remaining insurance and reinsurance entities.

The adverse incurred loss development of $37.9anjliwhereby advised case and LAE reserves of
$37.4 million were settled for net paid losses 7.8 million, comprised adverse incurred loss dewelent of
$59.2 million relating to one of Enstar’s insuramoenpanies partially offset by favorable incurregd development
of $21.3 million relating to Enstar’s remaining imance and reinsurance companies.

The adverse incurred loss development of $59.2amillelating to one of Enstar’s insurance companias
comprised of net paid loss settlements of $81.8aniless reductions in case and LAE reserves @f Baillion anc
resulted from the settlement of case and LAE reseabove carried levels and from new loss advaasially
offset by approximately 10 commutations of assuanedi ceded exposures below carried reserves |&vaisarial
analysis of the remaining unsettled loss liabgitiesulted in an increase in the estimate of IBOHR reserves of
$35.0 million after consideration of the $59.2 ioifl adverse incurred loss development during ttee,yend the
application of the actuarial methodologies to ldatg pertaining to the remaining non-commuted exygss Other
factors contributing to the increase include thaldsshment of a reserve to cover potential exposoitead paint
claims, a significant increase in asbestos reseplated to the entity’s single largest cedanidfeing a detailed
review of the underlying exposures), and a chandbé assumed asbestos and environmental losdingptimelag
as discussed further below. Of the 10 commutatimnspleted for this entity, two were among its tep tedant
and/or reinsurance exposures. The remaining 8 efeaesmaller size, consistent with Enstar’s appnaafdargeting
significant numbers of cedant and reinsurer retatigps as well as targeting significant individoatlant and
reinsurer relationships. The entity in questiom denefits from substantial stop loss reinsuramogeption whereby
the adverse loss development of $59.2 million vaagdly offset by a recoverable from a single Afedateinsurer.
The increase in estimated net ultimate losses df ®8lion was retained by Enstar.

The favorable incurred loss development of $21 [ani relating to Enstar’s remaining insurance and
reinsurance companies, whereby net advised casevessof $15.3 million were settled for net paigsloecoveries
of $6.0 million, arose from approximately 35 comatigns of assumed and ceded exposures at lessdakarand
LAE reserves, where receipts from ceded commutsitixceeded settlements of assumed exposures,&and th
settlement of non-commuted losses in the year belowied reserves. Enstar adopts a disciplinedoagiy, through
claims adjusting and the inspection of underlyinigyholder records, to the review and settlemdmtam-
commuted claims such that settlements may ofteachieved below the level of the originally advisesks.

The net reduction in the estimate of IBNR loss msd adjustment expense liabilities relating totans
remaining insurance and reinsurance companiegfauding the net $55.8 million reduction in IBN&serves
relating to the entity referred to above) amounte#i3.5 million. This net reduction is comprisedaofincrease of
$19.8 million resulting from (i) a change in assuiops as to the appropriate loss reporting timeféaigAsbestos
related exposures from 2 to 3 years and for enkertal exposures from 2 to 2.5 years which resurfteah
increase in net IBNR reserves of $6.4 million, &éi)da reduction in ceded IBNR recoverables of #1i3illion
resulting from the commutation of ceded reinsurgrogections. The increase in IBNR of $19.8 millisroffset by
a reduction of $23.3 million resulting from the &pation Enstar’s reserving methodologies to (g§ teduced
historical incurred loss development informatiolatieg to remaining exposures after the 35 comnuriaf and
(i) reduced case and LAE reserves in the aggregate

Of the 35 commutations completed during 2006 ferrgmaining Enstar reinsurance and insurance caegan
ten were among their top ten cedant and/or reinsaraxposures. The remaining twenty-five were srhaller size,
consistent with Enstar’s approach of targetingificant numbers of cedant and reinsurer relatigoshis well as
targeting significant individual cedant and reirsuelationships.
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The following table shows the components of the emoent in net reduction in loss and loss adjustragpens
liabilities for the years ended December 31, 20 2005.

Year Ended
December 31,
2006 2005
(in thousands of
U.S. dollars)
Net Losses Pai $(75,297)  $(69,00)
Net Change in Case and LAE Reser 43,64 95,15¢
Net Change in IBNF 63,57¢ 69,85¢
Net Reduction in Loss and Loss Adjustment Expe $31,92° $ 96,00

Net change in case and LAE reserves comprises diwemment during the year in specific case resealsliiies
as a result of claims settlements or changes atit@sEnstar by its policyholders and attorneyss ldsanges in case
reserves recoverable advised by Enstar to itsuens as a result of the settlement or movemeassfimed claims.
Net change in IBNR represents the change in E's actuarial estimates of losses incurred but epbrted.

The table below provides a reconciliation of thgibaing and ending reserves for losses and losstudgnt
expenses for the years ended December 31, 2008003 Losses incurred and paid are reflected netio$urance
recoverables.

Year Ended December 3

2006 2005
(in thousands of
U.S. dollars)
Net Reserves for Losses and Loss Adjustment Expediaauary . $593,16( $736,66(
Incurred related to prior yea (31,929 (96,007
Paids related to prior yea (75,299 (69,007
Effect of exchange rate movemt 24,85¢ 3,652
Acquired on acquisition of subsidiari 361,46: 17,86
Net Reserves for Losses and Loss Adjustment Expebszember 3 $872,25¢  $593,16(

Salaries and Benefits:

Year Ended December 31

2006 2005 Variance

(in thousands of U.S. dollars)
Consulting $28,25¢ $26,86: $(1,39))
Reinsuranct 11,86¢ 13,957 2,091
Total $40,12: $40,82: $ 70C

Salaries and benefits, which include expensesmgl& Enstar's Annual Incentive Compensation Paogand
employee share plans, were $40.1 million and $40l&n for the years ended December 31, 2006 &52
respectively. On May 23, 2006, Enstar entered antoerger agreement and a recapitalization agreemhbith
agreements provided for the cancellation of théhgm-existing incentive compensation plan, or@ie Incentive
Plan, which plan was replaced with the Annual ItisenPlan. As a result of the execution of theseaments, the
accounting treatment for share based awards uhdédid Incentive Plan changed from book value itovidue. As
a result of this modification, Enstar recognizeditidnal stock-based compensation of $15.6 millioming the
quarter ended June 30, 2006. The total stock-bam@mgensation expense recognized in the year ended
December 31, 2006, including the $15.6 million nmmed previously, was $22.3 million as compared to
$3.8 million for the year ended December 31, 2@@5a result of the cancellation of the Old Inceat®ian,
$21.2 million of prior years unpaid bonus accruabweversed during the quarter ended June 30, ZD@6expense
associated with the
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new annual incentive compensation plan was $14llfmfor the year ended December 31, 2006 as coatp® an
expense of $14.2 million relating to the prior pfanthe year ended December 31, 2005.
Enstar expects that staff costs will increase metééy in 2007 as it continues to grow and add sBdhus
accrual expenses will be variable and dependetti@overall profit of Enstar.
General and Administrative Expenses:

Year Ended December 31

2006 2005 Variance

(in thousands of U.S. dollars)
Consulting $12,75.  $ 9,24¢  $(3,505)
Reinsuranct 6,127 1,71€  $(4,41)
Total $18,87¢ $10,96:  $(7,916)

General and administrative expenses attributabilee@onsulting segment increased by $3.5 milliorindy the
year ended December 31, 2006, as compared to #negded December 31, 2005. This increase wasrtuargy
to increases in rent and rent related costs dae tacrease in office space along with an incréageofessional fee
and travel relating to due diligence work on patdracquisition opportunities. Enstar expects tiexteral and
administrative expenses attributable to the comguegment will continue to increase in 2007 augrbwth in its
U.S. operations, due diligence work on potentiglugitions, continued growth in staff resources additional
costs associated with its reporting obligationa asiblic company.

General and administrative expenses attributablee@einsurance segment increased by $4.4 milising the
year ended December 31, 2006, as compared to #neepded December 31, 2005. Of the increased fmydtse
year, $3.8 million relate to general and administeaexpenses incurred in relation to companiesized by Ensta
in 2006 and, of the $3.8 million, $2.5 million redgo non-recurring costs associated with new aitipms along
with expenses incurred in arranging loan facilitidth a London based bank. Enstar does not expsignéicant
level of costs in the reinsurance segment as therityaof co