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April 25, 2002

To Our Shareholders:

The activities, performance and even strategic direction of many businesses in 2001 can only be
appropriately described in pre-September 11th and\post-September 11th terms. For the insurance industry in
general and our company in partiéular, this is especially true. Prior to September 11th, Arch Capital was con-
tinuing its approach of building an insurance platform that would generate fee-based income and, when mar-
ket conditions were favorable, premium income. During this period, we added to our existing underwriting
platform of a U.S.-based reinsurance company and an excess and sﬁrplus lines carrier by (i) forming a rein-
surance company in Bermuda, (ii) acquiring a widely-licensed insurance carrier, First American Insurance
Company, and (iii) agreeing to acquire an additional excess and surplus lines carrier, Rock River Insurance
Company (which was acquired in early 2002). As we stated in our report to you last year, we intended to
build an underwriting platform so we could participate in the underwriting cycle as it became more favorable

to assume underwriting risk.

The events of September 11th changed many things, including the insurance industry. During 2001,
market conditions had been improving as a result of declining insurance capacity. September 11th (and to a
lesser extent, Enron) so accelerated these already improving conditions that we concluded that we were not
only at a point in the underwriting cycle where we should increase our underwriting activity, but that the
insurance and reinsurance opportunities appeared to be so widespread and compelling, our shareholders
would be best served if we focused our company exclusively on taking advantage of these opportunities. In
particular, we believed that if we paired our underwriting platform with an appropriate level of capitalization
and a strong and proven management team, we would be well-positioned to build a new market leader and

an enduring insurance and reinsurance franchise.

Therefore, in October we launched our underwriting initiative and raised approximately $750 mil-
lion, primarily from Warburg Pincus and Hellman & Friedman, which brought our capital base to slightly over
$1 billion. (We have since raised an additional $180 million in a very well received offering of our shares
which closed in April 2002.) We also hired Paul Ingrey, Dwight Evans and Marc Grandisson, who quickly
built up our reinsurance operations. Today, our reinsurance business is fully established in Hamilton,
Bermuda and Morristown, New‘Jersey. During the January 1, 2002 renewal season, our reinsurance opera-
tions generated approximately $500 million of written premiums, with approximately 300 clients. This busi-
ness is well spread over a number of lines and we think that the performance of our reinsurance group to date

has been extraordinary.




While our reinsurance business was establishing itself as a real presence in the worldwide reinsurance
marketplace, Constantine (Dinos) lordanou, who joined us in January 2002 as the President and CEG of our
U.S. insurance operations, was making tremendous progress in expanding our insurance business. Although
Binos’ group did not formally open for business until April 1, 2002, it had already received a few hundred
submissions for business by that time. To date, our core insurance operations consist of 55 employees and are

poised to participate in a strong and improving marketplace.

We decided to devote our business exclusively to the underwriting opportunities before us because
we believe we are at a point in the underwriting cycle that is rare, and in some ways unprecedented. When
an insurance market turns from weak to strong, it often takes a significant event to trigger the turn following
a prolonged period of inadequate pricing and underreserving. For example, in the mid-1980s, the under-
writing cycle shifted with the emergence of asbestos and environmental claims, which in turn fueled a crisis
in the liability insurance market. A significant decline in equity markets helped turn the insurance market
in the early 1970s. Sometimes a single, catastrophic event can strengthen certain segments of the insurance
market, as in 1965 and 1992, when Hurricanes Betsy and Andrew, respectively, turned around the property

catastrophe market.

The market environment we are now operating in is so attractive because it has resulted from a num-
ber of these events converging at once, which, when taken together, have strengthened a wide range of busi-
ness lines in both insurance and reinsurance. Following years of inadequate pricing and underreserving that
have slowly drained capacity from the industry, asbestos claims have again reemerged, damage awards in our
judicial system have grown dramatically, and equity markets have declined significantly. All of these factors
have contributed to the market turn, but when you add the events of September 11th and Enron, the breadth

of the market opportunity is unique.

In the past, market turns have led to the founding and rapid growth of new companies that have
become market leaders and valuable franchises in a relatively short period of time. The liability crisis in the
mid-1980s led to the formation of ACE and XL, which today are among the premier insurance platforms in
the world. In 1992, Hurricane Andrew spawned Renaissance Re, which is widely regarded as the pre-eminent
property catastrophe company in the world, and Mid-Ocean, which provided significant returns to its
investors before it was purchased in 1998 by XL. Not coincidently, ACE, XL and Mid-Ocean were all companies
founded by‘Bob, and Renaissance Re was launched with the help of Warburg Pincus and Paul Ingrey. As
a result, there is a deep understanding within our company of what is involved in building companies to

capitalize on market turns.




Market turns also provide an opportunity for new entrants into the marketplace to build a company
with lower expense ratios than existing competitors. A lower cost base provides a critical competitive advan-
tage and can allow a company to extend the duration of a strong market and shorten a weak market. Our
insurance and reinsurance subsidiaries are not burdened by obsolete technology and are not obligated to an
outdated and expensive distribution system. We are focusing on lines of business from the start that are talent
intensive but not labor intensive and are building our organization functionally, not territorially, and without
much bricks and mortar. With our Bermuda operations, we conduct business in a favorable regulatory, tax,
financing and business environment, while our operations in the U.S. provide us with access to business

as well as talent that is not available in Bermuda.

We believe that Arch has a number of other advantages that will serve our shareholders well as we
increase our participation in the insurance and reinsurance marketplace. Our platform of insurance compa-
nies, reinsurance companies and pre-existing infrastructure and business has provided us with a significant
head start over other new entrants into the marketplace. This is evidenced by the amount of business we have
written to date as well as the ramp-up of operations that we have already completed. In addition, our $1.2
billion balance sheet, unencumbered by years of inadequate pricing and underreserving, asbestos claims, and
exposure to the events of September 11th and Enron, together with our “A-” (Excellent) rating from A.M. Best,

has helped us to compete effectively even as a new entrant in the market.

We also believe our investor base provides us with important advantages. When we decided to pur-
sue our underwriting initiative, we had our choice of prospective investors. We selected Warburg Pincus and
Hellman & Friedman because they represent ideal investors for the Company: they are smart, they were able
to move very quickly (which was critical, particularly in starting up our reinsurance operations prior to the
January 1 renewal season), and they provide strong validation of our decision to pursue underwriting oppor-
tunities exclusively. What they are not is also important -- that is, in-market investors who will seek to extract
services from the company over time. In addition, through their investments in Renaissance Re and Mid-
Ocean, both Warburg Pincus and Hellman & Friedman, respectively, have successfully navigated market
turns in the past, and have done so in a.shareholder friendly manner. We look forward to their continued

support and guidance as we build our franchise.

The single most important advantage we believe Arch possesses, however, is found in our new man-
agement team. Paul Ingrey, Chairman and Chief Executive Officer of our Bermuda reinsurance subsidiary, was
the founder and former Chairman of F&G Re, one of the most profitable reinsurance companies ever built in

the United States. Dwight Evans, the President of our Bermuda reinsurance subsidiary, served with Paul during




his entire 15 year tenure at F&G Re. Together, Paul and Dwight have 70 years of experience in the insurance
industry. During his 20 years of management experience in the insurance industry, Dinos lordanou, the
President and Chief Executive Officer of our U.S. insurance operations, built successful underwriting opera-
tions at American International Group, Berkshire Hathaway Group and Zurich Financial Services, and we
believe he is particularly well-suited to lead our insurance operations to the forefront of the insurance indus-
try. Our Chief Financial Officer, John Vollaro, has a great blend of insurance and reinsurance experience,
which he obtained during his 25 years of service at W.R. Berkley Corporation, including as its President, Chief
Operating Officer and Chief Financial Officer, as well as President of Signet Star Holdings, Inc., Berkley’s rein-
surance subsidiary. We believe Paul, Dinos, Dwight and John and the personnel they have assembled to date
are an extraordinarily talented group that represents one of the finest management teams in the entire industry.

We are very fortunate that they have decided to join us.

When we commenced the transformation of Arch Capital in early 2000, our stock was trading at
$11.50 per share and we asked for your patience. As we continued our transformation in the beginning of
2001, our stock price was $15.00 per share and again we asked for your patience. Each time, you accom-
modated our request and, as a result, we were able to position our company to seize this rare opportunity
before us. Our stock traded at $25.75 on the last trading day of 2001, which represents a 72% increase dur-
ing 2001 and a 50% annual return over the last two years. We believe the performance of our stock price
provides some validation of our decision to focus our company exclusively on the insurance and reinsurance
business and reflects an expectation that we will succeed in building an enduring and valuable franchise for
our shareholders. We are off to a strong start towards realizing this goal and, in our view, the increase in value
in our shares to date is just a small reward for your patience and support. We are hopeful that the steps we
have taken in late 2001 and early 2002 to complete our transformation will reward you over the long term

for your confidence in our company.

Wfprst

Robert Clements Peter A. Appel

Chairman President and Chief Executive Officer
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CAUTIONARY NOTE REGARDING FORWARD-LOOKING STATEMENTS

The Private Securities Litigation Reform Act of 1995 provides a “safe harbor” for forward-locking
statements. This report includes forward-looking statements which reflect our current views with respect
to future events and financial performance. All statements other than statements of historical fact
included in or incorporated by reference in this report are forward-looking statements. Forward-locking
statements can generally be identified by the use of forward-looking terminology such as “may,” “will,”
“expect,” “intend,” “estimate,” “anticipate,” “believe” or “continue’ or their negative or variations or
similar terminology.

Forward-looking statements involve our current assessment of risks and uncertainties. Actual
events and results may differ materially from those expressed or implied in these statements. Important
factors that could cause actual events or results to differ materially from those indicated in such
statements are discussed below and elsewhere in this report, including, without limitation, the section
entitled “Risk Factors,” and include:

° our management’s ability to successfully implement its business strategy, as described herein;
o acceptance of our products and services and security by brokers and insureds;

o acceptance of our business strategy, security and financial condition by rating agencies and
regulators;

o general economic and market conditions (including as to inflation and foreign currency exchange
rates) and conditions specific to the reinsurance and insurance markets in which we operate;

° competition, including increased competition, on the basis of pricing, capacity, coverage terms or
other factors;

< the integration of businesses we have acquired or may acquire into our existing operations;

° greater than expected loss ratios on business written by us and adverse development on claim
and/or claim expense liabilities related to business written by us;

° acts of terrorism, other hostilities or other unforecasied and unpredictable events;

* losses relating to aviation business and business produced by a certain managing underwriting
agency for which we may be liable to the purchaser of our prior reinsurance business or to
others in connection with the May 5, 2000 asset sale;

e availability to us of reinsurance to manage our gross and net exposures;
° the failure of reinsurers or others to meet their obligations to us;

¢ the timing of claims payments being faster or the receipt of reinsurance recoverables being
slower than anticipated by us;

° changes in the financial environment, including interest rates;

= changes in accounting principles or the application of such principles by accounting firms or
regulators;

° statutory or regulatory, including as to tax policy and matters and insurance regulatory matters
and government provision or back-stopping of insurance (including for acts of terrorism); and

¢ rating agency policies and practices.

ii




In addition to the risks discussed in “Risk Factors,” other general factors could affect our results,
including: (a) developments in the world’s financial and capital markets and our access to such markets;
(b) changes in regulations or tax laws applicable to us, our subsidiaries, brokers or customers; and
(c) the effects of business disruption or economic contraction due to terrorism or other hostilities.

All subsequent written and oral forward-looking statements attributable to us or persons acting on
our behalf are expressly qualified in their entirety by these cautionary statements. The foregoing review
of important factors should not be construed as exhaustive and should be read in conjunction with
other cautionary statements that are included herein or elsewhere. We undertake no obligation to
publicly update or revise any forward-looking statement, whether as a result of new information, future
events or otherwise.
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PART I

ITEM 1. BUSINESS

In this report, unless the context requires otherwise: (a) “ACGL” refers to Arch Capital
Group Ltd., (b) “we,” “us” and “our” refer to ACGL and its subsidiaries, (¢} “Arch Re (Bermuda)”
refers only to our wholly owned Bermuda reinsurance subsidiary, Arch Reinsurance Ltd., and (d) “Arch
Re (US)” refers only to our wholly owned U.S. reinsurance subsidiary, Arch Reinsurance Company.
The term “Arch US operations” refers to the insurance and reinsurance operations conducted in the
United States principally by our subsidiaries First American Insurance Company, Arch Reinsurance
Company, Cross River Insurance Company and Rock River Insurance Company. The term “Arch i
worldwide operations” refers to those operations conducted outside the United States principally by
our subsidiaries Arch Re (Bermuda) and Arch Risk Transfer Services Ltd. We sometimes refer to these
businesses collectively as our “core businesses.” The term “other businesses” refers principally to the
insurance advisory and other businesses conducted principally by our subsidiaries Hales &
Company, Inc. and American Independent Insurance Holding Company. The terms the “Warburg
Pincus funds” and the “Hellman & Friedman funds” refer to the Warburg Pincus LLC private equity
funds and the Hellman & Friedman LLC private equity funds.

OUR COMPANY

We are a Bermuda public limited liability company with $1.0 billion in equity capital and, through
operations in Bermuda and the United States, are positioned to write insurance and reinsurance on a
worldwide basis. While we are positioned to provide a full range of property and casualty insurance and
reinsurance lines, we are focusing on writing specialty lines of insurance and reinsurance profitably and
earning a superior return on equity as we establish an enduring underwriting franchise.

Recent events have provided a significant market opportunity for well capitalized insurance
companies that are not burdened by the uncertainties resulting from prior years’ underwriting losses
and material reinsurance recoverable balances. As a result, we recently launched an underwriting
initiative that included the recruitment of new insurance and reinsurance management teams and an
equity capital infusion of $763.2 million. It is our belief that our existing Bermuda and U.S.-based
underwriting platform, our strong management team and our $1.0 billion in capital that is
unencumbered by significant exposure to pre-2002 risks have enabled us both to establish an immediate
presence in an increasingly attractive insurance marketplace and to actively participate in the January 1,
2002 reinsurance renewal season. Since January 1, 2002, we have entered into approximately 800
reinsurance treaties and other reinsurance arrangements which are expected to provide approximately
$500 million of gross written reinsurance premiums during 2002.

OUR HISTORY

We commenced operations in September 1995 following the completion of the initial public
offering of our predecessor, Risk Capital Holdings Inc. From that time until May 2000, we provided
reinsurance and other forms of capital to insurance companies. On May 5, 2000, we sold our prior
reinsurance book of business to Folksamerica Reinsurance Company in an asset sale, but retained our
surplus and our U.S.-licensed reinsurance platform. On November 8, 2000, following shareholder
approval, we changed our legal domicile to Bermuda in order to benefit from Bermuda’s favorable
business, regulatory, tax and financing environment.

During the period from May 2000 through the announcement of cur underwriting initiative in
QOctober 2001, we built and acquired insurance businesses that enable us to generate both fee-based
revenue (e.g., commissions and advisory and management fees) and risk-based revenue (i.e., insurance
premium). As part of this strategy, we built an underwriting platform that is intended to enable us to




maximize risk-based revenue during periods in the underwriting cycle when we believe it is more
favorable to assume underwriting risk. Recent events have led us to conclude that underwriting
conditions favor dedicating our attention exclusively to building our insurance and reinsurance business.

PRINCIPAL EXECUTIVE OFFICES

Our registered office is located at Clarendon House, 2 Church Street, Hamilton HM 11 Bermuda
(telephone number: (441) 295-1422), and our principal executive offices are located at Wessex House,
45 Reid Street, Hamilton HM 12 Bermuda (telephone number: (441) 296-8240).

RECENT DEVELOPMENTS
The Capital Infusion

On November 20, 2001, investors led by the Warburg Pincus funds and the Hellman & Friedman
funds purchased from us, for $750.0 million in cash, 35,072,795 series A convertible preference shares
and 3,710,959 class A warrants. At the same time, we also entered into a management subscription
agreement whereby certain members of our management (or entities affiliated with them) agreed to
purchase, for an aggregate of $13.2 million, 614,940 preference shares and 65,066 class A warrants. The
purpose of this capital infusion was to provide a significant infusion of capital to launch our new
underwriting initiative to meet current and future demand in the global insurance and reinsurance
markets. On March 7, 2002, certain matters relating to the capital infusion required to be approved by
our shareholders were approved. Regulatory approvals required in connection with the capital infusion
have been obtained in Nebraska, Missouri and Wisconsin, and required regulatory approvals are
pending in Pennsylvania and Florida.

Prior to the closing on November 20, 2001, the Warburg Pincus funds and the Hellman &
Friedman funds assigned portions of their commitments to third parties. At closing, we issued the
following numbers of preference shares and class A warrants for the aggregate dollar amounts

specified:
Aggregate

Preference Shares Class A Warrants  Dollar Amount
Warburg Pincus funds . . . .......... ... ... . ... 18,939,311 2,003,918 $405,000,000
Hellman & Friedman funds. ................... 10,521,839 1,113,289 225,000,000
Trident 11, L.P. and co-investment funds® .. ....... 1,636,729 173,178 35,000,000
Farallon Capital investors . . ................... 1,169,093 123,698 25,000,000

Insurance Private Equity Investors, L.L.C. (affiliated
with GE Asset Management) .. ............... 2,338,186 247,397 50,000,000
Orbital Holdings, Ltd. (affiliated with GE Capital) . . . 467,637 49,479 10,000,000
Management investors . ............c..0.. 0. 614,940 65,066 13,150,000
Total . ... 35,687,735 3,776,025 $763,150,000

(M In a related transaction, upon closing of the capital infusion, 905,397 previously existing class A
warrants held by Marsh & McLennan Risk Capital Holdings, Ltd. were canceled in exchange for
140,380 newly issued common shares, and 1,770,601 class B warrants held by Marsh & McLennan
Risk Capital Holdings were canceled in exchange for a cash payment by us of $7.50 per class B
warrant (approximately $13.3 million in the aggregate). See note (2) under “Security Ownership of
Certain Beneficial Owners and Management” for a description of the terms of the class B
warrants. Marsh & McLennan Risk Capital Holdings’ pre-existing right to have an observer attend
meetings of our board of directors was terminated, and The Trident Partnership, L.P’s pre-existing
right to designate a director for election to our board of directors was terminated. We were




released from our remaining $11.0 million capital commitment to Trident II, L.P. for new
investments.

Subscription Agreement

Set forth below is a summary of the material terms of the subscription agreement entered into
with the investors (other than the management investors) in connection with the capital infusion. You
should read this summary in conjunction with the agreement, which is incorporated herein by
reference. A conformed copy of the subscription agreement is filed herewith as an cxhibit.

Purchase Price. The purchase price for the preference shares and class A warrants paid at closing
was based on the book value of our common shares as of June 30, 2001. The number of preference
shares issued to each investor was equal to the total dollar amount of that investor’s investment divided
by the estimated per share price as determined under the subscription agreement (approximately
$21.384), which was based on an estimate of the book value of our assets at June 30, 2001. The number
of warrants issued to each investor was equal to the Adjusted Warrant Amount times the number of
common shares issuable upon exercise of all outstanding class A warrants (2,531,079) divided by the
number of common shares outstanding as of June 30, 2001 (12,863,079). The “Adjusted Warrant
Amount” was equal to one-half of the quotient of the total dollar amount of that investor’s investment
divided by the difference of the estimated per share price minus $1.50. There would have been an
adjustment to the purchase price if any of the transactions contemplated by the subscription agreement
or the options granted to management concurrently therewith had triggered an anti-dilution adjustment
under our existing class A warrants or class B warrants, but all holders of those warrants waived any
rights to any anti-dilution adjustment with respect to the issuance under the subscription agreements or
the grants to management contemplated thereby. For the ten trading days ended October 23, 2001, the
last trading day prior to the announcement of the signing of the subscription agreements for the capital
infusion and our new underwriting initiative, the average closing price of our common shares on the
Nasdaq National Market was $16.86 per share.

Purchase Price Adjustments. The subscription agreement provides that the estimated per share
price may be adjusted as described below. All determinations to be made by the investors in connection
with the purchase price adjustments will be made by the Warburg Pincus funds and the Hellman &
Friedman funds. These adjustments are the sole remedy for any breach of representations and
warranties of the company under the subscription agreement.

Audit Adjustment. We agreed to engage PricewaterhouseCoopers as independent accountants to
audit our consolidated balance sheet as of June 30, 2001, an independent actuary (to be selected by us
and the Warburg Pincus funds and the Hellman & Friedman funds) to review the reserves for claims
and claims expenses on our balance sheet, and an independent pricing service selected by us and the
Warburg Pincus funds and the Hellman & Friedman funds to determine the estimated fair value of our
investments in marketable securities as of the third business day prior to closing. The independent
pricing service, the public accountants and the independent actuary are referred to below as the
independent advisors.

If the audited per share price is greater than the estimated per share price at closing, each investor
will either pay the difference to us in cash or return the equivalent amount in preference shares. If the
estimated per share price at closing is greater than the audited per share price, we will issue an amount
of preference shares to the investors representing the difference. We currently estimate that we will
issue an additional 875,765 preference shares during the first quarter of 2002 in connection with the
audit of the book value of our assets at June 30, 2001 discussed above.

Adjustment for Trading Price or Change of Control. In the event that on or prior to September 19,
2005, (1) the closing price of our common shares is at least $30.00 per share for at least 20 out of 30
consecutive trading days or (2) a change of control occurs (either case, a “Triggering Event”), we




agreed to issue and deliver to each investor additional preference shares such that the audited per
share price is adjusted downward by $1.50 per preference share. For this purpose “change of control”
means the acquisition by any person or group (within the meaning of section 13(d)(3) of the Exchange
Act) of beneficial ownership of 40% or more by either the voting power of our then outstanding
common shares or the combined voting power of our then outstanding voting securities entitled to vote
generally in the election of directors; provided that if such acquisition results in whole or in part from a
transfer of common shares or other voting securities by Marsh & McLennan Companies, Inc. or any of
its subsidiaries, such acquisition will not constitute a change of control unless such transfer is effected
pursuant to an offer by such acquiror to purchase all of our outstanding common shares.

Final Adjustments. We agreed to make another adjustment at the second anniversary of closing
(or such earlier date as the Warburg Pincus funds and the Hellman & Friedman funds request and the
Transaction Committee (described below under “—Transaction Committee”) agrees) based on an
adjustment basket described below.

The adjustment basket will be equal to:

+ the difference between value realized upon sale and the book value at closing (as adjusted based
on a pre-determined growth rate) of the agreed upon non-core businesses; plus

¢ the difference between the GAAP net book value of all of our insurance balances with respect
to any policy or contract written or having an effective date prior to November 20, 2001 (i.e.,
premiums receivable, unpaid claims and claims expenses recoverable, prepaid reinsurance
premiums, reinsurance balances receivable, deferred policy acquisition costs, claims and claims
expenses, unearned premiums, reinsurance balances payable, and any other insurance balance
attributable to our “core insurance operations,” as defined below) at the time of determination
of the final adjustment and those balances at the closing; minus

* reductions in book value arising from (without duplication of any expenses included in the
calculation of value realized upon sale of the non-core businesses or any expense otherwise
reflected in the determination of the per share price) costs and expenses relating to the
investments and transactions provided for under the subscription agreement, actual losses arising
out of breach of representations under the subscription agreement and certain other costs and
expenses.

Our “core insurance operations” include:

* Arch Re (Bermuda);

* Arch Capital Group (U.S.) Inc,;

* Arch Re (US);

¢ Cross River (including funding for Rock River);

» ART Services (including First American Financial Corporation);

= capital held at ACGL, gross of capital to be invested in unfunded private equity commitments;
and

* $2.5 million in segregated assets and liabilities in “cell” accounts formed by Alternative
Insurance Company Limited and Alternative Re, Ltd.

Non-core businesses are currently defined as American Independent Insurance Holding Company,
Hales & Company Inc., escrow assets under the Folksamerica disposition agreement, all nonpublic
securities held by ACGL, Arch Capital Group (U.S.) Inc. and Arch Re (US) and all commitments to
Trident I, L.P, Distribution Partners and Innovative Coverage Concepts LLC, as and when funded.




The adjustment basket will be calculated by our independent auditors as soon as practicable after
the second anniversary of the closing or such earlier date as the Warburg Pincus funds and the
Hellman & Friedman funds request and ACGL agrees. ACGL and the Warburg Pincus funds and the
Hellman & Friedman funds have the right to make a full review of the adjustment basket
determination. We agreed to cause our subsidiaries to maintain the components necessary to calculate
the adjustment basket under separate ledgers.

If the adjustment basket is less than zero, we agreed to issue additional preference shares tc the
investors based on the decrease in the value of the components of the adjustment basket. If the
adjustment basket is greater than zero, the subscription agreement allows us to use cash in an amount
based on the increase in value of the components of the adjustment basket to repurchase commcn
shares (other than any common shares issued upon conversion of the preference shares or exercise of
the class A warrants).

In addition, if the adjustment basket is less than zero and in the event that a Triggering Event
occurs, we agreed to issue additional preference shares to the investors as a further adjustment.

Finally, on the fourth anniversary of the closing, there will be a calculation of a further adjustment
basket based on (1) liabilities in excess of the Folksamerica escrow assets owed to Folksamerica under
the Asset Purchase Agreement, dated as of January 10, 2000, between ACGL, Arch Re (US),
Folksamerica Holding Company, Inc. and Folksamerica Reinsurance Company and (2) specified tax and
ERISA matters under the subscription agreement. As described under the heading “Management’s
Discussion and Analysis of Financial Condition and Results of Operation—General—May 2000 Sale of
Our Prior Reinsurance Operations,” in February 2002, we reached a definitive settlement agreement
with Folksamerica pursuant to which we will satisfy all of our obligations under the escrow agreement
for an amount equal to approximately $17.0 million of the escrowed assets, plus accrued interest on
such amount.

Restrictions on Transfer of Securities. The investors agreed not to transfer, in one transaction, or a
series of transactions, to a single person or group, common shares or securities convertible into
common shares representing in excess of either 51% of the votes then entitled to be cast in the
election of directors, or 51% of the then outstanding common shares {taking into account common
shares issuable upon conversion of the preference shares) without giving all shareholders the right to
participate in such transaction on the same or substantially the same terms as the investors.

The shareholders agreement between us and the holders of preference shares alsc contains
restrictions on the transfer of preference shares, which terminates upon consumation of any registered
public offering of our common shares generating net proceeds to us in excess of $25.0 million.

Dispositions; Pending Acquisition. We agreed to sell, prior to the time of the audit adjustment
described above, the portion of our investment portfolio specified in a schedule to the agreement,
consisting of specified publicly traded noninvestment grade debt securities and certain equity securities.

Information. The investors agreed to give us information regarding their ownership of our
company, ownership information concerning each of them and other related information in connection
with preparing disclosure in filings under the United States Securities Act of 1933 (the “Securities
Act”) or the Exchange Act on issues arising under the Internal Revenue Code, including the rules
applicable to “controlled foreign corporations.”

Indemnification; Insurance. We and the investors agreed to maintain all rights to indemnification
in favor of our directors, officers, employees and agents or any of our subsidiaries with respect to their
activities prior to the closing (except that with respect to the Transaction Committee this covenant will
cover activities after the closing) (as provided for in our organizational documents in effect on
October 24, 2001) in full force and effect for a period of not less than six years from the closing. The
investors agreed not to cause us to take any action inconsistent with this agreement.




We and the investors also agreed that we will indemnify each of our present and former directors
or officers against liabilities arising before the closing (including the transactions contemplated by the
subscription agreement) and, with respect to the Transaction Committee, also after the closing. We and
the investors agreed that we will maintain our current level of directors’ and officers’ liability insurance
coverage for a period of at least six years after the closing.

Certain Tax Matters. With respect to each taxable year during which any of the Warburg Pincus
funds or the Hellman & Friedman funds owns our shares, we agreed to use reasonable best efforts to
cause us and each of our subsidiaries:

° not to constitute a “passive foreign investment company” within the meaning of Section 1297 of
the Code;

* not to satisfy the gross income requirement set forth in Section 542(a) of the Code;
* not to satisfy the gross income requirement set forth in Section 552(a) of the Code; and

* not to have any related person insurance income within the meaning of Section 953(c)(2) of the
Code.

In the event that we or any of our subsidiaries constitute a personal holding company, a foreign
personal holding company, a controlled foreign corporation, a foreign investment company or a passive
foreign investment company for U.S. federal income tax purposes with respect to any taxable year, we
agreed to provide each of the Warburg Pincus funds or the Hellman & Friedman funds with any
information it requests to satisfy its legitimate tax, accounting or other reporting requirements.

Right t0 Exchange into Subsidiary Shares. We agreed to form a new, wholly owned subsidiary to
hold Arch Re (Bermuda) as well as all of the “core insurance operations” other than Arch Re (US).

In the event that:

* we fail to obtain the regulatory approvals required in connection with the investment before
May 20, 2002 or

* the adjustments described above under “~—Purchase Price Adjustments—Final Adjustment” are
less than zero and their absolute value exceeds $250.0 million,

the Warburg Pincus funds, the Hellman & Friedman funds and the other holders of our preference
shares will have the option to exchange their preference shares and class A warrants, in whole or in
part (but not for less than $150.0 million liquidation preference of preference shares), for preference
shares and warrants of our newly formed subsidiary bearing identical rights and privileges, including the
right to convert into, or be exercised for, common shares of our newly formed subsidiary, but not
including voting limitations to the extent such limitations are not required pending the remaining
regulatory approvals required in connection with the capital infusion.

Investors’ Costs and Expenses. We agreed to reimburse the Warburg Pincus funds and the
Hellman & Friedman funds for their costs and expenses, and the GE investors for up to $50,000 of
their costs and expenses, in connection with the investment and the related transactions.

Transaction Committee. Until the date of the final determination of the adjustment basket at the
fourth anniversary of closing, approval of the following actions by the Transaction Committee (as
defined below) is deemed to be approval by the entire board of directors:

* an amendment, modification or waiver of rights by ACGL under the subscription agreement, the
certificate of designation for the preference shares, the class A warrants or the shareholders
agreement;

* the enforcement of obligations of the investors under the above agreements; or




o approval of actions relating to the disposition of non-core assets.

‘““Iransaction Committee” means a committee of the board of directors consisting of persons who
either (a) were members of our board of directors on October 22, 2001 and/or (b) were designated as
members of the Transaction Committee by a person who was a member of our board of directors on
October 22, 2001. The Transaction Committee currently consists of Robert Clements, Peter A. Appel,
James J. Meenaghan and Robert F. Works.

Shareholders Agreement

On November 20, 2001 upon consummation of the capital infusion, we entered into a shareholders
agreement with the investors. Set forth below is a summary of the material terms of the sharcholders
agreement. You should read this summary in conjunction with the agreement. A conformed copy of the
shareholders agreement is filed herewith as an exhibit.

Board Representation. Following the closing, the Warburg Pincus funds exercised their right to
designate one director to our board and the Hellman & Friedman funds exercised their right to
designate one director to our board. Kewsong Lee is serving as the designee for the Warburg Pincus
funds and John L. Bunce, Jr. is serving as the designee for the Hellman & Friedman funds. Once the
remaining regulatory approvals required in connection with the capital infusion have been obtained, we
will increase the size of our board to up to 17 members and the Warburg Pincus funds will have the
right to designate or nominate five additional directors and the Hellman & Friedman funds will have
the right to designate or nominate two additional directors. Continued representation on our board of
directors by these shareholders is based on the respective retained percentages of their equity securities
in according to the following schedules:

Warburg Pincus funds Hellman & Friedman funds
Percentage Mimimum Number of Percentage Minimum Number of
of Original Directors Te Be of QOriginal Directors To Be
Investment Held Nominated Investment Held Nominated
=275% 6 =60% 3
60%=x <75% 5 35%< x <60% 2
45% < x <60% 4 20% < X <35% 1
30%< %X <45% 3
20% < %X <30% 2
10% =< x <20% 1

Committees of the Board. As long as at least one representative of the Warburg Pincus funds is on
the board, each board committee will include at least one representative of the Warburg Pincus funds,
and as long as at least one representative of the Hellman & Friedman funds is on the board, each
board committee will include at least one representative of the Hellman & Friedman funds. The
foregoing is subject to any Nasdaq Stock Market or SEC restrictions applicable to the audit committee.

Investor Protection Matters. Prior to the receipt of the remaining regulatory approvals in
connection with the capital infusion certain matters require approval by at least one director
representing the Warburg Pincus funds (if the Warburg Pincus funds hold at least 25% of their original
investment in ACGL) and one director representing the Hellman & Friedman funds (if the Hellman &
Friedman funds hold at least 50% of their original investment in us). Such matters include, among
other things, subject to exceptions set forth in the subscription agreements:

° any amendment to our organizational documents or the subscription agreement;
° any change to our capital structure or the terms of our outstanding securities;

o the declaration of any dividend or other distribution on, or repurchase of, our securities;




° the issuance of any securities or the grant of any preemptive or anti-dilutive rights to any holder
of our securities, or the grant of registration rights with respect to any of our securities;

° any amendment to any grants made under our Long Term Incentive Plan for New Employees;
¢ the incurrence of ahy material indebtedness;

* our entering into any interested party transactions;

° the acquisition of any material assets;

* the acquisition of equity interests in any other person;

* any change in our independent auditors or any material change in any method of financial
accounting or accounting practice (other than changes required under U.S. generally accepted
accounting principles);

* any sale of materia