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AUDITORS’ REPORT TO THE SHAREHOLDERS

We have audited the accompanying consolidated balance sheet of Imagine Group Holdings Limited as of
December 31, 2003 and the related consolidated statements of income, changes in shareholders’ equity and
cash flows for the year then ended. These financial statements are the responsibility of the Company’s
management. Our responsibility is to express an opinion on these financial statements based on our audit.

We conducted our audit in accordance with International Standards on Auditing. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, these consolidated financial statements present fairly, in all material respects, the financial
position of the company as of December 31, 2003 and the results of its operations and its cash flows for the
year then ended in accordance with International Financial Reporting Standards.
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Chartered Accountants
Bridgetown, Barbados
March 9, 2004
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IMAGINE GROUP HOLDINGS LIMITED

Consolidated Statement of Income

For the year ended December 31, 2003 with comparative figures for 2002

(Expressed in United States Dollars)

Revenues:

Premium written
Ceded premium

Net written premium
Change in unearned premiums

Net earned premium
Net investment income
Net realized investment gains

Other income

Total revenues

Expenses:

Claims and claims adjustment expenses incurred

Policy acquisition costs
Operating expenses

Total expenses
Income before income taxes
Income tax (expense)/recovery

Net income for the year

Notes 2003 2002
$ 609,921,843 135,171,073
(16,095,539) (1.979,396)

593,826,304 133,191,677
7 (119.619.478) (14,202,167)
474,206,826 118,989,510

4 49,899,101 26,717,125
4 3,596,027 11,355,409
10,386,849 11,379,739

538,088,803 168,441,783

6 399,149,785 93,229,505
75,376,708 31,552,307

11 23,007,941 15,907,794
497,534,434 140,689,606

40,554,369 27,752,177

15 (5.561,509) 501,610
$__ 34992860 $ _ 28,253,787

See accompanying notes to consolidated financial statements




IMAGINE GROUP HOLDINGS LIMITED

Consolidated Statement of Changes in Shareholders’ Equity

For the year ended December 31, 2003 with comparative figures for 2002

(Expressed in United States Dollars)

Share Capital

Balance at beginning of the year

Par value of shares issued during the year
Additional paid in capital during the year

Balance at end of the year

Unrealized Investment Gains/(Losses)

Balance at beginning of the year
Change in unrealized investment gains

Balance at end of the year

Cumulative Translation Adjustment

Balance at beginning of year
Change in cumulative translation adjustment

Balance at end of the year

Retained Earnings

Balance at beginning of the year
Net income for the year
Dividends

Balance at end of the year

Total Shareholders’ Equity at the end of the year

See accompanying notes to consolidated financial statements

2003

$ 298,038,991
330,000
32,670,000

$ 331,038,991

$ 10,422,425
341,619

$ _ 10,764,044

$ 463,960
602,974

$ 1,066,934

$ 41,969,602
34,992,860

(33,000,000)
$ _ 43,962,462

$ _386.832,431

2002

$ 198,038,991
1,000,000
99,000,000

$ 298,038,991

$  (876,915)
11,299,340

$ _ 10,422,425

$ -
463,960

$ 463,960

$ 13,715,815
28,253,787

$ _ 41,969,602

$ 350,894,978




IMAGINE GROUP HOLDINGS LIMITED

Consolidated Statement of Cash Flows

For the year ended December 31, 2003 with comparative figures for 2002

(Expressed in United States Dollars)

Cash flows from operating activities

Income before taxes

Adjustments to reconcile net income to net cash

provided by operating activities:

Accretion on fixed maturities
Net realized investment gains
Amortization of goodwill on purchase of Australian subsidiary
Unrealized investment gain on trading asset
Accrued investment income
Funds held by ceding companies
Premiums receivable
Deferred policy acquisition costs
Prepaid reinsurance premiums
Reinsurance deposits
Other assets
Claims and claims adjustment expenses
Ceded premium payable
Unearned premiums
Deposit liabilities
Reinsurance balances payable
Accounts payable and other liabilities
Minority interests
Taxes (paid)/recovered

Cash provided by operating activities
Cash flows from investing activities
Acquisition of subsidiaries, net of cash acquired
Net purchase of structured insurance assets
Purchase of fixed maturities and short-term investments
Proceeds on sale of fixed maturities and short-term investments
Cash used in investing activities
Cash flows from financing activities
Issuance of preferred shares
Dividends paid
Net proceeds from loan
Cash provided by financing activities
Net (decrease) increase in cash and cash equivalents

Cash and cash equivalents at beginning of the year

Cash and cash equivalents at end of the year

Represented by:
Cash
Short-term investments

See accompanying notes to consolidated financial statements

2003

$ 40,554,369

319,926
(3,596,027)
54,293
(12,947,174)
(732,767)
(128,046,094)
(134,594,876)
(6,603,529)
(14,823,794)
4,000,000
661,388
212,771,369
(1,174,607)
120,718,836
67,620,650
(47,601,396)
6,052,968
29,923
(2.312,432)

100,351,026

3,016,552
(28,010,272)
(1,985,742,166)

1,867,128,200

(143,607,686)
33,000,000

(33,000,000)
179,000

179,000
(43,077,660)
234,754,507
$ _ 191,676,847

$ 66,985,800
124,691,047

$ __ 191,676,847

2002

$ 27,752,177

1,165,368
(11,355,409)

375,507
(3,341,639)
(49,248,150)

(4,000,000)
(2,248,993)
18,346,189
1,174,607
14,202,167
(22,257,483)
74,039,903
5,034,632
2,810,283

52,449,159

(7,423,188)
(755,217,336)
695,535,937

(67,104,587)

100,000,000
100,000,000

85,344,572
149,409,935

$ _ 234,754,507

$ 76,563,088
158,191,419

$ __234,754,507




IMAGINE GROUP HOLDINGS LIMITED

Notes to Consolidated Financial Statements

December 31, 2003

1. General and Background

Imagine Group Holdings Limited (the “Company” or “IGHL”) is a holding company formed under
the laws of Bermuda. The Company was incorporated on December 10, 1998. At
December 31, 2003, there were 77 employees (2002 — 33). The Consolidated Financial
Statements were authorized for issue by the directors on March 9, 2004.

The Company provides structured insurance and reinsurance capital to the global insurance
marketplace. The Company offers these services through its direct and indirect subsidiaries as

follows:
%
Company Formerly Known as Interest Domicile
Imagine Insurance Company Limited - 100% Barbados
Pillar Insurance Company (Bermuda) Limited Imagine Insurance Limited 100% Bermuda
Imagine International Reinsurance Limited - 100% Ireland
Imagine Insurance A/S Vision Insurance A/S 100% Denmark
Imagine Reinsurance S. A. Fortress Reinsurance S. A. 100% Luxembourg
Imagine U. S. Holdings Limited Enterprise Reinsurance 100% Delaware
Holdings Corporation
Imagine Reinsurance SCC Vision Reinsurance Limited 100% Barbados
Perspective Financial Products Limited Enterprise Financial Products 100% Bermuda
Limited
Perspective Capital Markets ApS Enterprise Capital Markets ApS 100% Denmark
Imagine Advisors, Inc. Enterprise Advisors, Inc. 100% Connecticut
Imagine Advisors GmbH Enterprise Advisors GmbH 100% Switzerland
Perspective Asset Management Wentworth Capital Management 100% Barbados
(Barbados) Limited (Barbados) Limited
Imagine Reinsurance U. S. Limited Vision Reinsurance U. S. Limited 100% Barbados
Affiliated Chemical Insurance Limited - 100% Bermuda
Pillar Insurance Company Limited - 100% Gibraltar
Imagine Group (Australia) Pty. Centre Solutions (Australia) Pty. 100% Australia
Limited Limited
Imagine Corporate Capital Limited Greenfield Underwriting Il Limited 93.33% U.K
GMA Imagine Limited - 66.67% U. K.
Imagine Underwriting Limited Greenwich Management Agency 66.67% U. K.
Limited
Imagine Management Services Greenwich Services Limited 66.67% U. K.
Limited
2, Significant accounting policies

The accompanying Consolidated Financial Statements are prepared in accordance with
International Financial Reporting Standards (IFRS) adopted by the International Accounting
Standards Board (IASB). They are prepared on the historical cost basis as modified by the
accounting for investments and structured insurance assets as detailed in note 2(b).

The accounting policies applied by the Company are consistent with those used in the previous
year.




IMAGINE GROUP HOLDINGS LIMITED

Notes to Consolidated Financial Statements

December 31, 2003

b)

Significant accounting policies (Continued)

The preparation of Consolidated Financial Statements in accordance with IFRS requires
management to make estimates and assumptions that affect the reported amounts of assets and

liabilities and the disclosure of contingent assets and liabilities at the date of the financial
statements and the reported amounts of revenue and expenses during the reporting period.
Actual results could differ from those estimates. Significant accounting policies are as follows:

Principles of consolidation

The Consolidated Financial Statements include IGHL and all of its subsidiaries that are controlled,
directly or indirectly, by IGHL. A listing of the Company’s significant subsidiaries is included in
Note 1.

Companies acquired are consolidated from the date on which control over the net assets and
operations of the acquiree is effectively transferred to the Company. The financial effects of the
acquisitions on March 31, November 19 and 24, 2003, are described in Note 3. All intercompany
balances and transactions including unrealized intercompany profits have been eliminated.

Investments and structured insurance assets

The Company classified its investments in the following categories: trading, originated loans and
available-for-sale. The classification is dependent on the purpose for which the investments were
acquired. Management determines the classification of its investments at the time of the
purchase and re-evaluates such designation on a regular basis.

i) Fixed maturities and short-term investments

Investments in fixed maturities are classified as available-for-sale. Available-for-sale investments
are initially recorded at cost, including transaction costs and are subsequently recorded at fair
value based on published market prices. Unrealized gains and losses arising from changes in fair
value are included in shareholders’ equity. Realized gains and losses arising from the sale of
these investments, which are determined by specific identification, are included in net income and
include adjustments for declines in value that are considered other than temporary.

Short-term investments, which have a maturity of one year or less at the date of acquisition, are
carried at amortized cost, which approximates fair value.

i) Structured insurance assets

Structured insurance assets consist of alternative assets sourced from insurance or insurance
related business and at December 31, 2003 included both purchased insurance claims and
commission finance arrangements.

In purchasing structured insurance assets, the Company does not act as an insurer and does not
assume any obligation to pay claims or to cover their inherent litigation or arbitration exposures.
The Company receives the assignment of the right to pursue recovery of the value of the
remaining insurance claims or reinsurance recoveries. The Company does take on the credit risk
of the insurance carriers who have the ultimate payment obligation for each asset type as well as
the actuarial risks (mortality, morbidity, lapse, etc.) affecting the timing of those payments. The
majority of these insurance carriers are investment grade and the assets have short repayment
durations.




IMAGINE GROUP HOLDINGS LIMITED

Notes to Consolidated Financial Statements

December 31, 2003

c)

d)

Significant accounting policies (Continued)

Purchased insurance claims are recorded at cost. Revenue is recognized by applying the
effective interest method to the cash flows which are expected to be received over the term to
maturity of the claims.

Investments entitling the Company to the right to collect commissions under commission finance
arrangements are classified as originated loans and are carried at amortized cost using the
effective yield method. Where these arrangements entitle the Company to profit sharing after the
repayment of the underlying loan, these rights which fluctuate based on the anticipation of the
likely level and timing of future profits, are considered to be embedded derivatives and are split
from the host contracts where their risks and characteristics are not closely related to those of the
host contracts and the host contracts are not carried at fair value with unrealized gains and losses
reported in income. Embedded derivatives are accounted for as trading investments which are
initially recognized in the balance sheet at cost, including transaction costs, and subsequently re-
measured at their fair value based on discounted cash flow models.

The commissions due to the Company under this arrangement have actuarial and credit risks.
The Company takes on the credit risk of the insurance carriers who have the ultimate payment
obligation for each asset type. The majority of these insurance carriers are single “A” investment
grade and the assets have short repayment durations of between one and five years. In addition,
the Company takes on actuarial risk in the form of the uncertain timing and future payment of the
commissions; these can be interrupted or terminated if any of the following events occur: (i) the
policy is cancelled by the insured or annual premiums are not paid (“lapse risk”); (ii) the insured
becomes sick and makes a claim under the insurance policy (“morbidity risk”); or (iii) the insured
dies and the policy expires (“mortality risk”).

These actuarial risks are modeled using data drawn from current Society of Actuaries Long Term
Care Studies, as well as data from other public and non-public sources, and are used to project
the future commission payments the Company can expect to receive from a portfolio of long term
care policies. The purchase price paid is based on discounting these cash flows using a U.S.
Treasury yield curve on the purchase date adjusted for a credit margin reflecting the insurance
carriers’ credit risk of making these estimated commission payments over time.

Cash and cash equivalents

In its presentation of the consolidated statement of cash flows, the Company considers all short-
term investments with an original maturity of three months or less to be cash equivalents.

Claims and claims adjustment expenses

The liability for claims and claims adjustment expenses represents the estimates of the ultimate
cost of all claims incurred but not paid through to the balance sheet date. It is based on individual
case estimates received from ceding companies and a provision is also included for claims and
claims adjustment expenses related to incurred but not reported (“IBNR”) items, including
expected development on reported claims. The IBNR provision is established by a qualified
actuary. Inherent in the estimate of ultimate claims are expected trends in frequency, claim
severity, timing of claim payments, interest yields and other factors that could vary significantly as
claims are settled.




IMAGINE GROUP HOLDINGS LIMITED

Notes to Consolidated Financial Statements

December 31, 2003

e)

9)

Significant accounting policies (Continued)

Accordingly, ultimate claims could differ, perhaps substantially, from the best estimate recorded in
the consolidated financial statements. These estimates are continually reviewed and, as
adjustments become necessary, such adjustments are reflected in current operations. The
liability for claims and claims adjustment expenses is shown on a discounted basis for four (2002
— three) of the contracts which estimates the present value of funds required to pay claims at
future dates assuming appropriate interest rates and payment profiles. These reserves are
discounted at rates between 0.91% and 5.52% (2002 — 5.0% and 5.89%) based on estimated loss
payout patterns. The reserves are discounted where management believes that the timing and
amount of claims payments and the amount of the liability are reliably determinable and where
anticipated future investment income is an integral variable when pricing a particular contract.
However, such liability is necessarily based on estimates and the ultimate liability may exceed the
Company’s estimates.

Premiums and acquisition costs

Premiums are recognized as revenue ratably over the periods of the related insurance and
reinsurance contracts. Unearned premium reserves are established to cover the remainder of the
contract period. Acquisition costs are deferred and amortized over the period in which the related
premiums are earned. Deferred policy acquisition costs are limited to their estimated realizable
value based on the related unearned premiums, anticipated claims and claims expenses and
anticipated investment income.

Deposit accounting

Reinsurance contracts assumed are reported using deposit accounting if the contracts do not
result in a reasonable possibility that the reinsurer may realize a significant loss from the
insurance risk assumed and do not provide for the transfer of significant insurance risk to the
Company. For these contracts, the Company originally records deposit liabilities for the amount of
assets received. Thereafter, these liabilities are reviewed by a qualified actuary and adjusted
accordingly. Underwriting income recognized on these contracts is included within other income
in the Consolidated Statement of Income.

Income taxes

Income tax on the profit or loss for the year comprises current and deferred tax. Income tax is
recognized in the Consolidated Statement of Income except to the extent that it relates to items
recognized directly to equity, in which case it is recognized in equity.

Current tax is the expected tax payable on the taxable income for the year, using tax rates
enacted or substantially enacted at the balance sheet date, and any adjustment to tax payable in
respect of previous years.

Deferred tax is provided using the balance sheet liability method, providing for temporary
differences between the carrying amounts of assets and liabilities for financial reporting purposes
and the amounts used for taxation purposes.




IMAGINE GROUP HOLDINGS LIMITED

Notes to Consolidated Financial Statements

December 31, 2003

h)

Significant accounting policies (Continued)

The following temporary differences are not provided for: goodwill not deductible for tax purposes,
the initial recognition of assets or liabilities that affect neither accounting nor taxable profit, and
differences relating to investments in subsidiaries to the extent that they will probably not reverse
in the foreseeable future. The amount of deferred tax provided is based on the expected manner
of realization or settlement of the carrying amount of assets and liabilities, using tax rates enacted
or substantially enacted at the balance sheet date.

A deferred tax asset is recognized only to the extent that it is probable that future taxable profits
will be available against which the asset can be utilized. Deferred tax assets are reduced to the
extent that it is no longer probable that the related tax benefit will be realized. Deferred tax assets
are included within other assets in the Consolidated Balance Sheet.

Financial instruments

Fair value disclosures with respect to certain financial instruments are separately included herein
where appropriate.

The carrying values of other financial instruments, including cash, accrued investment income,
funds held by ceding companies, premiums receivable, purchased insurance claims, reinsurance
deposits, ceded premium payable, deposit liabilities, reinsurance balances payable, loan payable
and accounts payable and other liabilities approximate their fair value due to their short-term
nature.

The estimates of fair values presented herein are subjective in nature and are not necessarily
indicative of the amounts that the Company would actually realize in a current market exchange.
Any differences would not be expected to be material. Certain instruments such as deferred
policy acquisition costs, prepaid reinsurance premiums and deferred income taxes, the liability for
claims and claims adjustment expenses and the liability for unearned premiums are excluded
from fair value disclosure. Thus the total fair value amounts cannot be aggregated to determine
the underlying fair value of the Company.

Credit risk is the risk that a counterparty will be unable to pay amounts in full when due. The
maximum exposure to credit risk is represented by the carrying amount of each financial asset in
the Consolidated Balance Sheet, including cash and investments, funds withheld by ceding
companies and premiums receivable. Management monitors the exposure to credit risk on an
ongoing basis and credit evaluations are performed for all potential and existing cedants.

Cash and short-term investments are placed with high credit quality financial institutions and the
credit risk associated with fixed maturities and structured insurance assets is disclosed in notes 4
and 5. Premiums receivable are reported net of any provision for impairment and funds withheld
assets are carefully monitored with reference to the credit quality of the cedant. As at
December 31, 2003 and December 31, 2002 there were no outstanding losses recoverable from
retrocessionaires.

Interest rate risk is the exposure to the effects of fluctuations in the prevailing levels of market
interest rates on the Company’s financial position and cash flows. The Company’s exposure to
interest rate risk is disclosed in notes 4, 5, 6, 8 and 12.

10



IMAGINE GROUP HOLDINGS LIMITED

Notes to Consolidated Financial Statements

December 31, 2003

J)

k)

)

Significant accounting policies (Continued)

Employee benefits

i)  Defined contribution pension plans

Obligations for contributions to defined contribution pension plans are recognized as an expense
in the Consolidated Statement of Income as incurred.

ii) Long-Term Incentive Plan

The Company has adopted a Long Term Incentive Plan (the "LTIP") which is outlined in note 11.
The LTIP awards vest over a four-year period. The increase in the vested portion only of the LTIP
will be included in operating expenses of the Company in the year incurred.

Foreign currency
i) Foreign currency transactions

In the individual subsidiary companies, transactions in foreign currencies are recorded at the
exchange rate at the date of the transaction. Foreign currency monetary assets and liabilities are
translated at the exchange rate in effect at the balance sheet date. Resulting exchange
differences are recognized in the Consolidated Statement of Income for the year. Non-monetary
assets and liabilities denominated in foreign currency are recorded at the exchange rate at the
date of transaction.

ii) Financial statements of foreign operations

The Company’s foreign operations are not considered an integral part of its operations.
Accordingly, the assets and liabilities of foreign operations, including goodwill and fair value
adjustment arising on consolidation, are translated at foreign exchange rates ruling at the balance
sheet date. The revenues and expenses of foreign operations are ftranslated at rates
approximating the foreign exchange rates ruling at the dates of transactions. Foreign exchange
differences arising on translation are recognized directly in shareholders’ equity.

Gooawill

Goodwill represents the excess of the cost of acquisition over the fair value of the Company’s
share of the net identifiable assets of the acquired subsidiary at the date of acquisition.

Goodwill is amortized using the straight line method over its estimated useful life.
Impairment

The carrying amounts of the Company’s assets, other than deferred tax assets, are reviewed at
each balance sheet date to determine whether there is any indication of impairment. If any such
indication exists, the asset’s recoverable amount is estimated. For intangible assets that are not
yet available for use, the recoverable amount is estimated at each balance sheet date. An
impairment loss is recognized whenever the carrying amount of an asset or its cash-generating
unit exceeds its recoverable amount. Impairment losses are recognized in the Consolidated
Statement of Income.

11



IMAGINE GROUP HOLDINGS LIMITED

Notes to Consolidated Financial Statements

December 31, 2003

Significant accounting policies (Continued)
i) Calculation of recoverable amount

The recoverable amount of the Company’s receivables is calculated as the present value of
expected future cash flows, discounted at the original effective interest rate inherent in the asset.
Receivables with a short duration are not discounted.

The recoverable amount of other assets is the greater of their net selling price and value in use. In
assessing value in use, the estimated future cash flows are discounted to their present value
using a pre-tax discount rate that reflects current market assessments of the time value of money
and the risks specific to the asset. For an asset that does not generate largely independent cash
inflows, the recoverable amount is determined for the cash-generating unit to which the asset
belongs.

ii)  Reversals of impairment

An impairment loss in respect of a receivable is reversed if the subsequent increase in
recoverable amount can be related objectively to an event occurring after the impairment loss was
recognized.

In respect of other assets, an impairment loss is reversed if there has been a change in the
estimates used to determine the recoverable amount.

An impairment loss is reversed only to the extent that the asset’s carrying amount does not
exceed the carrying amount that would have been determined, net of depreciation or
amortization, if no impairment loss had been recognized.

Operating lease payments

Payments made under operating leases are recognized in the Consolidated Statement of Income
on a straight-line basis over the term of the lease.

Acquisition of subsidiaries

On March 31, 2003, the Company acquired all of the shares of Affiliated Chemical Insurance
Limited for $1,377,325, satisfied in cash. There was no goodwill arising on this acquisition.

On November 19, 2003, the Company acquired all of the shares of Centre Solutions (Australia)
Pty. Limited (now renamed Imagine Group (Australia) Pty. Limited) for $54,293, satisfied in cash.
This resulted in goodwill amounting to $54,293 representing the excess of the cost of the
acquisition over the acquirer’s interest in the fair value of the net identifiable assets and liabilities
acquired.

On November 24, 2003 GMA Imagine Limited acquired all of the shares of Greenwich Managing
Agency Limited (now renamed Imagine Underwriting Limited) and Greenwich Services Limited
(now renamed Imagine Management Services Limited) for a total consideration of $895,004. The
consideration for these acquisitions was the issuance of 32 ordinary shares in GMA Imagine
Limited. There was no goodwill arising on these acquisitions.

These acquisitions were accounted for using the purchase method of accounting.

12



IMAGINE GROUP HOLDINGS LIMITED

Notes to Consolidated Financial Statements

December 31, 2003

Acquisition of subsidiaries (Continued)

Effect of Acquisitions

The acquisitions had the following effect on the Company’s assets and liabilities:

Cash and short-term investments $ 4,448,170
Other assets 2,774,558
Other liabilities (4,950,399)
Net identifiable assets and liabilities 2,272,329
Goodwill on acquisition 54,293
Consideration paid 2,326,622
Consideration paid, satisfied by issuance of shares (895,004)
Consideration paid, satisfied by cash 1,431,618
Cash and cash equivalents acquired 4,448,170
Net cash inflow $_3,016,552

Investment in fixed maturities

The amortized cost and fair value of investments in fixed maturities available for sale are as

follows:
Amortized Unrealized Unrealized Fair
At December 31, 2003 Cost Gain Loss Value
U.S. Government Securities $ 249,935,317 $ 737,932 $ 587,649 $ 250,085,600
Non-U.S. Government Securities 4,679,336 2,172 - 4,681,508
Corporate Securities 141,122,166 4,115,216 235,142 145,002,240
Municipal Government 1,339,691 497 - 1,340,188
Mortgage Backed Securities 20,772,841 267,217 618,773 20,421,285
Asset Backed Securities 96,714,875 4,737,645 1,601,122 99,851,398
Collateralized Debt Obligations 15,245,560 4,263,912 319,726 19,189,746
Other 286,399 1,865 - 288,264
$_530,096,185 $14,126456 $_3,362,412 $_540,860,229
Amortized Unrealized Unrealized Fair
At December 31, 2002 Cost Gain Loss Value
U.S. Government Securities $ 174,312,158 $ 3,493,634 $ 33,039 $ 177,772,753
Corporate Securities 97,659,595 2,266,799 670,611 99,255,783
Commercial Paper 11,981,549 12,249 - 11,993,798
Municipal Government 4,335,539 - - 4,335,539
Risk-linked Securities 1,500,000 - - 1,500,000
Mortgage Backed Securities 48,334,404 819,690 89,159 49,064,935
Asset Backed Securities 53,031,528 601,089 1,639,445 51,993,172
Collateralized Debt Obligations __ 16,448,371 5,853,852 192,634 22,109,589
$_407,603,144 $13,047,313 $.2,624,888 $ 418,025,569

13



IMAGINE GROUP HOLDINGS LIMITED

Notes to Consolidated Financial Statements

December 31, 2003

4. Investment in fixed maturities (Continued)

Proceeds from the sale of investments in fixed maturities during the year amounted to
$1,867,128,200 (2002 - $695,535,937). Gross realized gains of $6,791,497 (2002 - $12,891,555)
and gross realized losses of $3,195,470 (2002 - $1,536,146) from these sales have been
included in net realized investment gains in the Consolidated Statement of Income.

The contractual maturities of investments in fixed maturities held at December 31, 2003 and
December 31, 2002 are shown below. Actual maturities may differ from contractual maturities
because certain borrowers may have the right to call or prepay obligations with or without
prepayment penalties.

2003 2002
Less than 1 year $ 3,910,490 $ 89,606,943
1-5years 274,350,811 170,994,293
5-10 years 148,440,151 58,587,305
Greater than 10 years 4,453,677 32,840,453
Mortgage and asset backed 90,515,354 43,886,986
Collateralized debt obligations 19,189,746 22,109,589

$_ 540,860,229 $_ 418,025,569

The following table summarizes the composition of the fair value of available for sale fixed
maturities by rating (primary rating source: Moody’s Investors Service).

2003 2002
Fair Fair
Value % Value %
Aaa, Treasury $ 341,073,219 63.1 $ 277,434,083 66.4
Aa 28,355,035 5.2 29,311,309 7.0
A 47,694,899 8.8 35,115,456 8.4
Baa 52,388,910 9.7 47,096,716 11.2
Below Baa 51,352,582 9.5 2,380,807 0.6
Not rated 19,995,584 3.7 26,687,198 6.4

$.540,860,229 100.0 $.418,025,569 100.0

In the normal course of reinsurance operations, the Company must secure its obligations under
certain reinsurance contracts by collateralizing them with letters of credit or trust arrangements.
These trusts and letters of credit may, in turn, be secured by the Company’s investments. At
December 31, 2003, the Company pledged $299,580,617 (2002 - $249,472,484) of its
investments for reinsurance trust arrangements.

14



IMAGINE GROUP HOLDINGS LIMITED

Notes to Consolidated Financial Statements

December 31, 2003

Investment in fixed maturities (Continued)

Net investment income and net realized investment gains are comprised of the following:

2003 2002
Net investment income $ 15,888,848 $ 14,579,056
Unrealized investment gain on trading asset (note 5) 12,947,174 -
Investment income on purchased insurance claims (note 5) 3,794,712 -
Investment income on funds held by ceding companies 20,864,394 23,493,478

$_53,495,128 $_38.072,534

Structured insurance assets

At December 31, the structured insurance assets were as follows:

2003 002

Purchased insurance claims (i) $ 10,283,401 $ 7,423,188
Originated loan (i) 25,150,059 -
Embedded derivative (i) 12,947,174 -
$.48,380,634 $_7,423,188

Purchased Insurance Claims:

The amount of $10,283,401 (2002 - $7,423,188) represents the cost of outstanding rights
purchased by the Company to collect insurance claims against certain insolvent and impaired
insurance companies operating under Schemes of Arrangement (“Scheme”) in the London
insurance market.

Each Scheme’s initial dividend rate is published and known to the Company at the time of
purchasing the claim. In determining the purchase price paid for a claim, the Company estimates
the expected future dividend payments for each Scheme and discounts these cash flows using a
U.S. Treasury yield curve on the purchase date adjusted for a credit margin reflecting the
Scheme’s credit risk of making these estimated dividend payments over time. The Company is
also entitled to receive subsequent annual dividends through and including the final dividend paid
out upon the closing of a given Scheme and liquidation of all that Scheme’s assets. The total
period of recovery can range from two to seven years or more depending on the age of the
respective Scheme.

During the year, the Company invested $8,080,399 (2002 — $7,423,188) in new claims and
received $9,014,898 (2002 — $nil) in Scheme dividends.

Revenue of $3,794,712 (2002 — $nil) has been recognized on these claims by applying an
effective interest rate to the cash flows received during the year and those expected to be
received over time.
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Notes to Consolidated Financial Statements

December 31, 2003

Structured insurance assets (Continued)
Commission Finance:

During the year the Company purchased an assignment of the right to collect insurance broker
commissions from a portfolio of long term care policies issued by several investment grade
insurance carriers for a consideration of $28,500,000. Under this arrangement, the commissions
are paid into a trust, which pays the principal and interest due to the Company and the Company’s
share of future profits along with the cost of servicing the book. This investment has been
categorized as an originated loan and earns interest at a fixed percentage over LIBOR per annum.
At December 31, 2003, the outstanding balance of the loan amounted to $25,150,059. The
interest earned of $512,876 has been recorded within investment income.

The Company has also been granted an effective right to share in the profits of the Trust following
the repayment of the originated loan up to an agreed amount set at $15,000,000 at inception, but
growing at a margin over the U.S. Treasury yield, thereafter. This right is effectively an embedded
derivative with the value of the right fluctuating based on the anticipation of the likely level and
timing of future profits. At December 31, 2003, this derivative was bifurcated, categorized as a
trading asset and fair valued, resulting in an unrealized gain of $12,947,174, which has been
recognized in the Consolidated Statement of Income.
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December 31, 2003

6. Claims and claims adjustment expenses

The liability for claims and claims adjustment expenses for four (2002 — three) contracts are
shown on a discounted basis. Rates of interest used in discounting range from 0.91% to 5.52%
(2002 — 5.00% to 5.89%). The effect of discounting is to decrease the liability for claims and
claim adjustment expenses at December 31, 2003 by approximately $76,012,051 (2002 -

$48,800,000).

2003 2002
Claims and claims adjustment expenses
- beginning of year $ 414,766,771 $ 393,343,642
Add:
Incurred losses before the effects of discounting related to:
Current year 377,487,236 79,020,205
Prior years 48,874,600 (14,490,700)
Total incurred losses before discounting 426,361,836 64,529,505
Add/(Deduct):
Effects of discounting related to:
Current year 2,000,000 -
Prior years (29,212,051) 28,700,000
Net effect of discounting (27,212,051) 28,700,000
Claims and claims adjustment expenses incurred 399,149,785 93,229,505
Deduct:
Losses and loss expenses paid related to:
Current year 15,885,636 4,558,673
Prior years 86,758,021 83,145,810
Total paid 102,643,657 87,704,483
Add/(Deduct):
Claim reserves acquired during the year 79,058 15,898,107
Claims reserves transferred to deposit liabilities (15,690,598) -
Claim reserves commuted during the year (68,654,810) -
Foreign exchange differences 531,591 -
Claims and claims adjustment expenses - end of year $ 627,538,140 $ 414,766,771

During the year, the claims reserves associated with one of the Company’s contracts were
reclassified as a deposit liability as a result of changes in the level of insurance risk within this
contract.
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7. Unearned premiums
Unearned premiums
- beginning of year
Change in unearned premiums
Foreign exchange differences

Unearned premiums — end of year

8. Loans payable

2003

$ 14,202,167
119,619,478
1,099,358

$ 134,921,003

2002

14,202,167

$ 14,202,167

Included within loans payable is an amount of $10,000,000 (2002 - $10,000,000), which is due in

June 2007 and can be prepaid at the Company’s option with no penalty.
investments of $10,500,000 serve to collateralize the loan.

dollar three-month LIBOR plus 0.50%.

Fixed maturity

Interest on the loan is equal to US

The remaining amount of $179,000 (2002 — $nil) is unsecured, interest free and repayable
immediately on the closure of the open years of account of Syndicates 947, 923, 2947, and 2923.
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IMAGINE GROUP HOLDINGS LIMITED

Notes to Consolidated Financial Statements

December 31, 2003

9. Share capital

The Company has an authorized share capital of 200,000,000 shares consisting of:

a) 250,000 common shares with a par value of $1 each and an issue price of $100 per share,

b) 1,750,000 Class A preference shares with a par value of $1 each, an issue price of $100 per
share and a cumulative dividend rate of 9% per annum

c) 800,000 Class A preference shares — Series 2 with a par value of $1 each, an issue price of
$100 per share and a cumulative dividend rate of 9% per annum.

d) 1,000,000 Class A preference shares — Series 3 with a par value of $1 each, an issue price of
$100 per share and a cumulative dividend rate of 9% per annum.

e) 330,000 Class A preference shares — Series 4 with a par value of $1 each, an issue price of
$100 per share and a cumulative dividend rate of 9% per annum.

f) 195,870,000 (2002 — 196,200,000) undesignated shares with a par value of $1 each.

At December 31, the issued share capital is as follows:

2003 2002
Common shares @ $1per share:
250,000 common shares
—60% called and paid $ 150,000 $ 150,000
Preference shares @ $1per share:
1,750,000 Class A preference shares

—60% called and paid 1,050,000 1,050,000
800,000 Class A preference shares, Series 2
—100% called and paid 800,000 800,000
1,000,000 Class A preference shares, Series 3
—100% called and paid 1,000,000 1,000,000
330,000 Class A preference shares, Series 4
- 100% called and paid 330,000 -
3,180,000 2,850,000
Total par value of shares issued 3,330,000 3,000,000
Additional paid in capital 327,708,991 295,038,991
Total share capital $ 331,038,991 $ 298,038,991

On March 13, 2003, 330,000 Class A preference shares, Series 4 were issued with a par value of
$1 each at a price of $100 per share. These shares contain a cumulative dividend rate of 9% per
annum.

The holders of the common shares are entitled to receive dividends as declared from time to time
and are entitled to one vote per share at meetings of the Company. Holders of the preference
shares are entitled to receive a fixed cumulative cash dividend, in priority to the common shares,
at a rate of 9% per annum, payable in arrears in equal quarterly amounts at a rate per share
equal to 2.25% of the amount paid up thereon. Preference shares do not carry the right to vote
unless the dividends are not paid on such shares for eight (8) consecutive quarters.
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10.

1.

12

Share capital (Continued)

All shares rank equally with regard to the Company’s residual assets, except that preference
shareholders participate only to the extent of $100 per share (less any amount unpaid on the
shares at the time of liquidation) plus all accrued and unpaid (whether or not declared) cumulative
cash dividends. The preference shares are redeemable at the option of the Company.

As at the balance sheet date, dividends in the amount of $28,400,589 (2002 - $33,366,452) on
the preference shares have not been recognized as the Company had insufficient retained
earnings at that date to pay these dividends on a non-consolidated basis.

Letters of credit

Four (2002 - two) irrevocable, 364-day letters of credit have been issued to beneficiaries of
reinsurance contracts with the Company. These letters of credit amounted to $183,970,576
(2002 - $122,518,000). Assets amounting to $9,047,932 (2002 - $nil) have been pledged to
support one of these letters of credit obligations.

Employee benefit and Long-Term Incentive Plan

The Company has adopted a Long Term Incentive Plan (the "LTIP") which is intended to provide
an incentive to certain officers and key employees of the Company. The LTIP is based on the
Adjusted Consolidated Net Income (the "ACNI") of the Company. A principal component of the
ACNI is the net present value of all reinsurance and capital transactions entered into by the
Company. The LTIP awards vest over a four-year period. As of December 31, 2003 the vested
portions of LTIP awards granted that have been included in the operating expenses of the
Company amounted to $2,770,348 (2002 - $2,770,348).

The Company also sponsors various defined contribution retirement plans, which allow eligible
participants to make voluntary contributions pursuant to their respective jurisdictions. All
employees of the Company are eligible to participate in the plans and contribute a percentage of
their eligible earnings. The Company makes a contribution in cash to each participating
employee which vests fully from one to five years. During the year, the Company incurred
approximately $535,594 (2002 - $267,000) of expenses for these plans.

Related party balances

Included in short-term investments is a 90 day treasury bill in the amount of $nil (2002 -
$100,000,000) placed on deposit with Trilon International Inc., the parent company of IGHL. The
treasury bill bears an interest rate of nil% (2002 - 1.12%). Also included in short term investments
is a 30-day term deposit in the amount of $nil (2002 -$291,914) issued by Trilon International Inc.
The term deposit bears an interest rate of nil% (2002 — 1.13%).

Included in cash is an amount of $16,527,875 (2002 - $2,555,845) on deposit with Trilon
International Inc., the parent company of IGHL. This amount earns interest at rates ranging from
0.60% to 0.88% per annum (2002 — 0.88% to 1.38%).

Included within fixed maturities is an investment of $86,631,343 (2002 — $nil) in a portfolio of high
yield corporate bonds managed by Trilon International Inc. These bonds earned interest at rates
ranging from 5.5% to 8.5% for the period from November 13, 2003 to December 31, 2003.
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13.

14.

Commitments

The Company leases office space under operating leases expiring in various years through 2009.
The future minimum rental payments related to these commitments are as follows:

2004 $ 1,611,962
2005 1,023,729
2006 954,012
2007 855,438
2008 756,867
2009 and thereafter 601,763

$ 5,803,771

In addition, a subsidiary of the Company has entered into a sublease arrangement from
April 22, 2002 to December 31, 2005 on its premises in New York. This sublease arrangement
reimburses the Company $67,624 monthly amounting to $2,998,008 over the term of the
arrangement.

Statutory requirements

Imagine Insurance Company Limited, Imagine Reinsurance SCC, Imagine Insurance A/S, Imagine
Reinsurance S.A., Pillar Insurance Company (Bermuda) Limited, Imagine Reinsurance U.S.
Limited, Imagine International Reinsurance Limited, Imagine Corporate Capital Limited and Pillar
Insurance Company Limited are required to maintain certain measures of solvency and liquidity as
prescribed by regulations of Barbados, Bermuda, Denmark, Luxembourg, Ireland, Gibraltar and
the United Kingdom. The Company’s ability to pay dividends is therefore subject to the regulatory
restrictions on the payment of dividends by its licensed insurance subsidiaries.

Actual and minimum statutory capital and surplus as of December 31, 2003 of each company
referred to above are as follows:

Company Actual Minimum
Imagine Insurance Company Limited $368,604,802 $11,561,681
Imagine Reinsurance SCC 4,236,699 125,000
Imagine Insurance A/S 13,799,762 3,229,321
Imagine Reinsurance S.A. 4,440,490 1,599,762
Pillar Insurance Company (Bermuda) Limited 2,089,914 1,000,000
Imagine Reinsurance U.S. Limited 158,553 125,000
Imagine International Reinsurance Limited 42,604,215 797,370
Imagine Corporate Capital Limited 27,969,425 27,969,425
Pillar Insurance Company Limited 3,750,000 3,750,000
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15.

16.

Taxation

Imagine Insurance Company Limited, Imagine Reinsurance SCC and Imagine Reinsurance U. S.
Limited are all registered as Qualifying Insurance Companies (QICs) under the Insurance Act
1996-32 (the “Act”). Under the Act, the Companies are, as QICs, liable for tax on their taxable
income at a rate of 36% (2002 - 37.5%). However, as their income is exclusively earned from
foreign insurance business, the Companies would be eligible for a tax credit of 93%, the
maximum allowance under Section 12H of the Barbados Income Tax Act, Cap 73. This has
resulted in a net effective tax rate of 2.52% (2002 - 2.625%).

Under current Bermuda Law, the Company and its Subsidiaries domiciled in Bermuda, Pillar
Insurance Company (Bermuda) Limited, Perspective Financial Products Limited and Affiliated
Chemical Insurance Limited, are not required to pay any taxes in Bermuda on either income or
capital gains. In the event of any such taxes being imposed, the Company has received
undertakings from the Minister of Finance in Bermuda that they will be exempted from taxation
until 2016.

In addition to the above, Imagine Reinsurance U.S. Limited also made an irrevocable election
under Section 953(d) of the Internal Revenue Code to be treated as a U.S. domestic insurance
company. The current statutory tax rate in the United States is 34% (2002 — 34%).

Imagine U. S. Holdings Limited and its subsidiaries file a consolidated U.S. income tax return with
its includable subsidiaries, Imagine Reinsurance U.S. Limited and Imagine Advisors, Inc. The
current statutory tax rate in the United States is 34% (2002 — 34%).

Imagine Insurance A/S and Imagine Reinsurance S.A are subject to a corporate tax rate of 30%
(2002 — 30%) in Denmark and Luxembourg. Imagine International Reinsurance Limited was
subject to a tax rate of 12.5% (2002 — 16%) in Ireland.

Imagine Corporate Capital Limited, GMA Imagine Limited, Imagine Underwriting Limited and
Imagine Management Services Limited are subject to a corporate tax rate of 30% in the
United Kingdom.

Income taxes reflected in the Consolidated Statement of Income relate primarily to Barbados,
U.S., United Kingdom and Danish taxation. Included in other assets is a net tax receivable of
$209,837 (2002 - $374,796).

Contingencies

From time to time, in connection with its operations, the Company and its subsidiaries are named
as defendants in actions for damages and costs allegedly sustained by the plaintiffs. While it is
not possible to estimate the outcome of the various proceedings at this time, such actions have
generally been resolved with minimal damages or expense in excess of amounts provided and the
Company does not believe that it will incur any significant additional loss or expense in connection
with such actions.
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17.

18.

Reinsurance

Reinsurance contracts do not relieve the Company from its obligations to policyholders. Failure of
reinsurers to honor their obligations could result in losses to the Company. Consequently,
allowances are established for amount deemed uncollectible. The Company evaluates the
financial condition of its reinsurers and monitors concentrations of credit risk arising from similar
geographic regions, activities, or economic characteristics of its reinsurers to minimize the
exposure to significant losses from reinsurer insolvencies.

Ceded premiums payable of $nil (2002 - $1,174,607) were with respect to two reinsurers. The
Company held collateral under various reinsurance agreements in the form of letters of credit as
security for these balances. As at December 31, 2003 and December 31, 2002, no amounts were
recoverable from retrocessionaires.

Comparative figures

Certain comparative amounts for 2002 have been reclassified to conform to the current year's
presentation.
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