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Zurich Finance (USA), Inc.

Management Report awd Responsibility Statement #s il 31 December 2009

Management Roview

Ihe nature and purpese of Zurieh Fianee (USAL Ine, (the ~Campany™) is 1 act s 4 vehiele for raismg
esternal debt for the Zurich Fibancisl Sepvices Group throagh a Lura NMedium Term Nate Programme (the
“EMTN Propeanune’ ).

Zurieh nsutance Company Lad ("Z1C7) provides a ghargnies Ao the Compan related to the principat and
interest of 15 ontstanding bonds payable up 10 A gpueeified maximum amount. As of 31 Decomber 2009,
ausers exeed liabilities, The guarantees in place are sufficicut 1o satisfy the current obligations of ibe
¢ ompany

The {inancing operations of the Compa by their nature are exposed fo imleres rate nsk and forcign
currency visk arising from foeign enrrendy denominaied honds pavable. As disenssed below, the Company
manages these risks through the use of varivus devivative {inaneinl instruments. The Compaiy s 1ol
exposures 10 such risks are coonamically hedged,

Business Review

1 the course of the year. the Cospuny fesued BUR 1.4 billion in two tranches of Lebt (EUR 600m.
maturing 2015 and FUR 800m aratuping 2042, The 600m CUR ranche 15 liedee accounted 1o minimize
finaucial reporing oss.

I 2000, the Company made afier (ax profit of $103,693.946. The ather debt issuances. and their related
lons and hedpes. veasonably covered {heir costs in the financials due to the effects of hedee accomming.
e to falling LISD interest rates. the tranche sesud in 2003 for 300m FUR reported a ne interest oain of
% 16m afier fax,

The profit for the year is primarily drivey by (it value necounting required for the Gross currency inturest
rate swap relating to fhe €300 million debn issued i 2003, ‘This dalt teanche is economically hedged but no
hedge accounting is applicd. which mave rise 1 an $84 million uain (afier laxh

Ag al December 31, 2009 Giaekholders Fguity is 3114 million. This contains a net $7 million loss relating

10 the cash Now hiedges Josses/uaing which are deferred w equity, which is expeeted lo reverse as the swaps
ey TALUTHY.

Post Balance §heet Events

Phere were no new issnances of diebt or any wllier suhsequent cvems in the period up fo the signing of the
financials £ 70 March J010).

i i expecied tha the Company i continue 1o issue debt ander the CMTN Progrnine.
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KResponsibiliey Starement

Munagemeam is responsible for preparing the financial swtements in necordance with Fnemational
Financial Reporting Standards (11 R&s).

IFRSs require that the financial statements be prapared which give a troe and {7l view of the state of
alfairs. financial performance and cash flows of the Company. This trie and fair view requires the faithful
representation ol the effects of transavtions, other events aad conditions in accordance with the delinisions
and recognition criterta for assets. lishilities, income and expenses set o in the Framework for the
Prepuration and Presentation of Financial Statements.

Lo preparing the fnancial statements. managenient is required to:
¢ select suitalile seesunting policies aid then apph tiem eongislenily:
* mahe judginents and cstimates (hat are reasenable and prudent:

»  prepare the financisl statemenis on the going concern basis unless it is appropriate (o presine hat
the Company will continue in buginess,

Manugement s also respongible for keeping proper books of account, which disclose with reasonable
accuraey at any tiine the financial position of the Company and 10 enable i 1o ensure that the financial
statements are prepared in aecwordanee with aceounting standards. 1t is alse risponsible for safeguarding
the agzets of the Company and hence for taking reasonable sieps for the prevention and detection of fiaud
and other iregnlaritics.

We. the undersigned officers and direetors of (he Company in the vear 2009, confirm 10 the best o oy
wnowladpe. the financial statements for the vear ended December 31, 2009, prepared in accordance with
the apphicabke scconnting siandards. wive a true and fair view of the assels. liabilitjes. financial Position and
profii or Joss of the Company and that the management report ineludes 4 fair review of the develapeni
und performance of the business and 1he position of the Company together with a description of (e
prinetpal visks and unceviainties that the Company luces.

Sipnad:

‘ : Signed: _f & AT 4 M&’
S rma Name: Richdrd ). Hapser

Titke: President and Director Title: Assistant Seeretony aaned Director
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INDEPENDENT AUDITORS' REPORT TO THE SHAREHOLDERS OF ZURICH FINANCE (USA), INC.

We have audited the financial statements (the “financial statements") of Zurich Finance (USA), Inc. for the year
snded 31 December 2009 which comprise the Statement of Operations, the Balance Sheet, Statoment of
Change in Equity and Statement of Cash Flows, Summary of Significant Accounting Policies and the related
notes to the financial statements. These financial statements have been prepared under the accounting policies
set out therein.

Respective resporsibilities of management and auditors
Management’s responsibilities for preparing the financial statements, in accordance with International Financial

Reporting Standards (IFRSs) are set out in the Statement of Management's Responsibilities on page 3.

Our responsibility is to audit the financial statements in accordance with International Standards on Auditing (UK
and Ireland). This report, including the opinien, has been prepared for and only for the company's shareholders
as a hody and for no other purpose. We do not, in giving this opinion, accept or assume responsibility for any
other purpose or to any other person to wham this report is shown or into whose hands it may come save where
expressly agreed by our prior consent in writing.

We report to you our opinion as to whether the financial statements give a true and fair view, in accordance with
IFRSs. Woe state whether we have obtained all the information and explanations we consider necessary for the
purposes of our audit, and whether the financial statements are in agreement with the books of account.

Basis of audit opinion

We conducted our audit in accordance with International Standards on Auditing (UK and Ireland) issued by the
Auditing Practices Board. An audit includes examination, on a test basis, of evidence relevant to the amounts
and disclosures in the finandial statements. It also includes an assessment of the significant estimates and
judgments made by the directors in the preparation of the financial statements, and of whether the accounting
policies are appropriate to the company's circumstances, consistently applied and adequately disclosed.

We planned and performed our audit so as to obtain all the information and explanations which we considered
necessary in order to provide us with sufficient evidence to give reasonable assurance that the financial
statements are free from material misstatement, whether caused by fraud or other irregularity or error. In
forming our opinion we also evaluated the overall adequacy of the presentation of information in the financial
statements.

Opinion
In our opinion, the financial statements give a true and fair view, in accordance with IFRSs, of the state of the
company's affairs as at 31 December 2008 and of its profit and cash flows for the year then ended.

! f!"l‘\’_r?, !.(,w[:lfiﬁ{aw, g..L‘my./i.'./a i

PricewaterhouseCoopers
Chartered Accountants and Registered Auditors
Dublin, Ireland

29 March 2010

PricawatarhousaCoopers is aulhorised by the Institule of Chartered Acceunlants in freland te carry on invesimenl businass.
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Zunweh Finance (USA) INC,
Bakanee Sheet
December 31, 2009 L
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Zurich Finance (USA), INC,
Statement of Operations
Year Ended December 31, 2009
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Zurich Finance (USA), INC,
Statement of Changes in Equity
Year Ended December 31, 2009

Fair Vatue

Losses on Cash

Retained

Telu)

Comwmon Stock Adlditional Flow Hedge, Eumings Stackholder's

Shiares Amount Paid-in Capital Mel ol Tnx (Deligit) Fquily (Delicit)
Dalances us af Dee 31, 2008 109 31 $ 97,058,686 $(69,151,2001) $(76,736,650) $(48,829,169)
Capita] Contribution
MNet Guin / (Loss) on
revithention ot cash How 94,981,510 94,984,510
lhedpes
Deferred Tax on Reserve .
Maovemenl (33.243,529) (13.243,529)
Capital Contritmtion Thx
Dividend ndjusiment (nolg 3} {2,615,551) (2.645.531)
Net income/{] oss) 193,693,946 111,693,946
Balances ns of Dee 31, 2000 104 $1 04,413,135 {1413.219) 26,957,190 113,957,207

The accompanying notes are an integral part of the financial sialements.
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Zurich Finance (USA), INC,

Statement of Cash Flows
Year Ended December 31, 2009

Cash flows used in operating activities

Gain/ (Loss) before income tax
Adjustment for
Notes Receivable from Affiliates (note 5)
Derivative financial insframents
(includes changes in Cash flow hedge before tax)
Interest Receivable from Affiliates (note J)
Interest Payable (note 4)
Due to Affiliates (note §)

Net decrease in cash and cash cquivalents used in operations

Cashflow provided by financing activities

Bonds Payable (note 4)
Capital Contribution (note 5)

Net Inereases in cash and cash equivalents provided by financing

Net Increases / (decrease) in cash and cash equivalents

Al Beginuing of Year
At End of the Year

Cash & Cash equivalents

2009 2008
$ 159,529,149 (115,065,481)
(1,849,318,528) (122,326,981)
(520,899,387) 236,902,506
94,981,510 (31,938,813)
(37,994,018) 38,655,789
51,945,846 (3,624,994)

708,734 (5,980)

(2,101,046,694) 2,596,046
2,112,850,960 (23,680,230}
; 20,000,000
2,112,850,960 (3,690,230)

11,804,266

1,078,743

(1,084,184)

2,162,929

$ 12,883,011

§ 1,078,745

The accompanying notes are an integral parl of the {inancial statements.
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Zurich Finance (USA), Inc,
Notes to Financial Statements
December 31, 2009

i,

‘Corpovate Description and Related Parties and Basts for Presentation

7FS Finance (USA) , Inc. ("ZF USA" or the “Company”) 4 Delaware corporation, was incorporated on
April 9, 1998 as a wholly owned subsidiary of Zurich Holding Company of America ("ZHCA") and
began operations on July 2, 1998. ZHCA is a wholly owned subsidiary of Zurich Insurance Company
(“Z1C™M), Switzerland. ZIC is 100% owned by Zurich Group Holdings, Switzerland, which in turn is
100% owned directly and indirectly by Zurich Financial Services ("Z8™) Switzerland.

The nature and purpose of the Company is (o vaise proceeds (hrough external debl offerings to loan Lo
71C aifiliates in the United States of America ("U.8"). Proceeds are further wtilized for general
corporale purposes and (o refinance external credit agreements. To date, the solo sowee of raising funds
is through a Bure Medium Term Note Program whereby public bond offerings are made.

7T USA was not established to have sufficient operations or capital to meel its long term obligations
and is dependent on related parties for operational and financial support, ZFUSA does nol employ any
staff nor does it maintain separate operations, As such, ZIC has provided » guarantce to ZFUSA related
to the principal and interest of its outstanding bonds payable, up to 4 speeified maximum amount, as
further deseribed in Note 8. As of December 31, 2009 assets exceed ligbilitics. The guarantecs in place
are sufficient to satisfy the current obligations of ZFUSA.

The financing operations of ZF USA by their nature are exposed lo interest vate risk and foreign
cwrrency risk arising from foreign currency denominated bonds payable. As discussed below, ZF USA
manages these risks through the use of various derivalive financial instruments, The Company’s fotal
exposures to such risks are economically hedged by ZF USA.

Summary of Significant Accounting Policies

Reporting Curvency
The financial statements of the ZTF USA are reported in United States {"U.8.") dotlars, which is also the
Company’s functional currency.

Financlal assets

The Group classifics its financial assets in the following categories: financiat assets at fair value
through profit or loss, and loans and receivables, Management delermines the classification of its
investments at initial recognition.

(w) Financial assets af fair value through profit ov loss
This category has two sub-categories: financial assets held for trading, and those designated at fuir
value through profit or loss,

A financial asset is classified as held for trading if it is acguired or incurred principaily for the purpose
of sclling or repurchasing in the near term or if it is part of a portfolio of identified financial instruments
that are managed together and for which there is evidence of & recent ac(ual patiern of short-teem profit-
taking. Derivatives are also calegorized as held for trading unless they are designated us hedging
instruments.

Financial assets and financial liabilities are designated at fair valuge through profit or loss when:

« Doiag so significantly reduces measurement inconsistencies that would arise if the related derivatives
were treated as held for trading and the underlying financial instruments were cartied at amortized
cost for joans and advances to customers or banks and debt securities in issue.

e Certain investments, such as equity investinents, are managed and cvaluated on a fair value basis in
accordance with a documented risk management or investment strategy and reported to key
management personnel on that basis aro designated at fair value through profit and loss; and




Zurich Finance (USA), Inc.
Notes to Financial Statements
December 31, 2009

« TFinancial instruments, such as debt securities held, containing one or more embedded derivatives
which significantly modifies the cash flows, may be designated at fair value through profit and loss.

Gains and losses arising from changes in the fair value of derivatives that are managed in conjunction
with designated financial assets or financial liabilitics arc included in ‘Fair Value gains / (losses) from
Derivative Financial Insiruments’,

(b) Loans and receivables

Loans and receivables are non-derivative financial assets with fixed or determinable payments that are
not quoted in an active market, other than: (a) those that the entity intends to sell immediately or in the
shott term, which are classificd as held for rading, and those that the entity upon initial recognition
designates as al fair value through profit or loss; ov {b) those for which the holder may not recover
substantially all of its initial investment, other than because of credit deterioralion,

Regular-way purchases and sales of financial ussets at fair vatue through profit or loss are recopnized
on trade date — the date on which the Group commits to purchase or sell the assel.

Financial assels are inilially recognized at fair value plus transaction costs for all [inancial assets not
carried at fair value through profit or loss. Financial assets are derccognized when the vights to receive
cash flows from the financial assets have expired or where the Group hus transferred substantially all
risks and rewards of ownership. Financial linbilities are derecognized when they arc extinguished — that
is, when the obligation is discharged, cancetled or cxpires.

The fair values of quoted investinents in active markets are based on current bid prices. If there is no
active market for a financial asset, the Group establishes fair value using valuation techniques. These
include the use of recent arm'’s length trangactions, discounted cash flow analysis, and other valuation
techniquos commonly used by market participants.

Dertvative Financial Instruments

7F USA is exposed lo interest rale and currency risk as a result of holding liabilities which are
denominated in currencies other than U.S, dolars, the functional currency of ZFUSA, The market value
and cash flows of such liabilities and the value of the liabilities denominated in the other currencies will
fluctuate due to changes in interest rate and exchange rates, respectively.

Derivative financial instruments include swaps which derive their value mainly from underlying
interest rates and foreign exchange rates. Derivative financial jostruments are subject to various risks
similar to those related to the underlying finaneial instruments, including market, credit and liquidity
risk. Derivative fair values, for both hedging and non-hedging instruments, sre based on the discounted
cash flow method, Inpul parameters are currency and interest rates which are taken from professional
financial data providers such as Bloomberg and Reuters.

Derivative financial instruments are carried at fair value. To the extent that such instruments result in
positive fair values, they are recorded as derivative assets, while derivatives with negative fair values
are recorded as dertvative linbilities.

Derivative financial instruments that qualify for hedge accounting

For the purpose of hedge accounting, hedging instruments are classified as fair value hedges which
hedge the exposure to changes in the fair value of a recognized asset or liability, cash flow hedges




Zurich Finance (USA), Inc,
Notes to Financial Statements
December 31, 2009

which hedge exposure to variability in cash flows that is either attribulable 1o a particular risk
associated with a recognized asset or liability or a highly probable forecast transaction, or hedges of the
nel investment in a foreign operaiion.

To qualify for hedge accounting, the relationship of the hedging instrument to the underlying
transaction must meet several strict conditions on documentation, probability of occurrence, hedge
cffectiveness and reliability of measurement. If these conditions are not met, then the relationship does
not qualify for hedge accounting, in which case the hedging instrwnent and the hedged item are

repotted independently in accordance with the respeclive accounting policy as if there was no hedging
relationship. Where these conditions are met, the accounling treatments are as follows:

Fatr value hedges

Gains or losses from re-measuring the derivatives that are designated and qualify as fair value hedges
are recognized in the Fair value gains from derivative financial instruments line on the Statement of
Operations, Offsetting gains or losses on the fair value hedged item atiributable to the hedged risk are
adjusted against the carrying amount of the hedged item and are recognized in Losses on ponds payable
Jine on the Statement of Operations.

When ZF USA discontinues fair value hedge accounting because it determines that the derivative no
Jonger qualifies ag an effective fair value hedge, the derivaiive will be carried separately on the balance
sheet at its Fair value, and the value of the hedged assel or linbility will no longer be adjusted for
changes in fair value atiibutable to the hedged risk. Interest-related fair value adjustments proviously
made to the underlying hedged items will be amortized in income over the remaining life of the hedged
item. Any unamortized intercst-related fair value adjustment is recorded in income upon sale or
extinction of the hedged asset o liability, respectively.

Cash flow hedges

In & cash flow hedge relationship the effective portion of gain or loss on the re-measurement of the cash
flow hedging instrument is recognized directly in sharcholdets' equity in Gains / (Losses) on Cash
Flow hedges, The ineffective portion is recognized in current period income in the Fair vatue gains
from derivaiive financial instruments line on the Statement of Operations, The accumulated gains and
josses on the hedging instrument in shareholders’ equity are transferred to income in the same period in
which gains or losses on the item hedged are recognized in incoie.

When hedge accounting is discontinued on a cash flow hedge, the net gain or loss will remain in Gains
/ (Losses) on Cash Flow hedges line within shareholders’ equity and be reclassified to income in the
same period or periods during which the formerly hedged transaction is reported in income.

Cash and Cash Equivalenis
Cash relates to monies held in short term deposil accounts with an original matutity of less than 3

months. The cash equivalents are carvied at cost, which closely approximates fair value.

Bond Payable

Ronds Payable are recognized initially at fair value, net of (ransaction costs incurred, Bonds Payable
are subsequently stated af amontized cost; any difference belween the proceeds (net of {ransaction costs)
and the redemption value is recognized in income over the period of the borrowings using the effective
interest rate method,

11




Zurich Finance (USA), Inc.
Notes to Financial Statements
December 31, 2009

Revenue Recognifion
Revenue consists principatly of interest income on affiliate loans. Revenue on derivative instruments is

recognized in the period in which changes in fair value oceur,

Interest income and expense are recognised in the income statement for all instruments measured at
amortised cost using the effective interest method.

The effective interest method is a methed of caleulating the amortised cost of a financial asset or a
financial liability and of allocating the interest income o interest expense over the relevant period, The
effective interest rate is the rate that exactly discounts estimated future cash payments or receipts
through the expected life of the financial instrument ot, when appropriate, a shorier petiod to the nel
carrying amownt of the financial asset or liability, When calculating the sffcotive interest rate, the
Group estimates cash flows consideting all contractual terms of the financial instrument (for example,
prepayment options) but does not consider future credit losses. The caleulation includes all fees and
points paid or received between parties to the contracl that are an integral part of the effective interest

rale, transaction costs and all other premiwms or discounts.

Onece a financial asset or group of similar financial assels has been written down as a resull of an
impairment loss, interest income is recognised using the rate of inlerest used to discount the future cash
flows for the purposes of measuring the impairment loss,

Foveign Curvency Translution

Forcign cutrency fransactions are translated into US$ at the exchange rates prevailing at the dates of the
transactions. Foreign exchange gains and losses resulting frotn the settlement of such transactions and
from the transtation at year end exchange rates of monetary assets and labilities denominated in foreign

currencies are recognised in the income statement.

Federal Income Tax

Under the terms of an inter-company tax sharing agreoment, ZFUSA files a consolidated federal
income tax return with its affiliates with ZHCA as the parem. The inter company tax sharing agreement
provides no immediate benefit for w current taxable loss, which is utilized in the current year
consolidated tax veturn, However, under the terms of the agreement, the amount of the cumulative tax
liability of cach member shall not exceed the total tax lability as compuied on & separate relurm basis

for all taxable years o which this agreemenl applies.

Deferred taxes are provided on the temporary differences between the tax and financial statement basis
of ussels and liabilitles and are genorally determined based on the difference between the financial
statement and tax basis of assets and liabililies using enacted tax rates in effect for the year in which the
dilferences are expected fo reverse. The Company only records deferred fax assets if future vealization
of the tax benefit is probable, with a valuation allowance recorded for Lhe portion that is not likely to be
realized. The valuation allowance is subject 1o fulure adjustiments based upon among other items,
7FUSA's estimates of Tuture operating carnings and capital gains.




Zurich Finance (USA), Inc.
Notes to Financial Statements
Decoember 31, 2009

3, TFederal Income Taxces

The Company’s income tax (charge) / benefit in the year December 31, 2009 and 2008 consist of the

following
2009 2008
Curvent b 2,645,554 3 2,144,842
Deferred (58,480,754 ) 37,524,077
Totul Income tax (charge)/ benefit 3 (55,835,203} $ 40,272,919

The actual federal income tax (charge) / benefit in the year December 31, 2009 and 2008 were
comprised of the following:

2009 2008
Tax catculated by applying the U8 federal tax rale ot 35% Lo toss / (guin}
bofore income tax {charge)/ benelit (55,435,203) $40,272,919
Total Income tax (charge)! benefit § (55,835203) _ % 40,272,919

The net tax effect of the temporary differences between the carrying amounts of nssets and labilities for
financial reporting purposes and the amounts used for income tax purposes are reflected in deferred
income taxes,

7F USA deferred an Income tax liability of ($15,344,742) as of December 3 i, 2009 and an Income tax
assct of $76,379,541 as of December 31, 2008 which consists of the tax impact of foreign currency
transtation and swap (losses) or gains, ZFF USAisina deferred tax liability position.

Pursuant to a Declaration to Forego Tax (Charges) / Benefits as exccuted by affiliates of ZFUSA
having current tax payable balances and that ave members of the ZHCA Tax Sharing Agreement,
ZFUSA has realized forgiveness of a tax payable of $(2,645,551) as of December 31, 2009 and has
forgiven o tax receivable balance of $4,017,955 as of December 31, 2008. These adjustments have been
recorded as a deemed capital contribution and as a deened dividend respectively.

The statutes of Jimitations for all tax retuns throngh the year ended December 31, 1999 arc closed.
The examination of the tax years 2003 through 2004 was seltled with the Appeals Division of [nternal
Revenue Service ("IRS") and is awaiting finul approval by Joint Committee on Taxation. The IRS
completed its examination for the tax years 2005 and 2006, and on March 25, 2009 issued a Revenue
Agent's Report ("RAR"), Zurich Holding Company of America, Inc, ("ZHCA") protested certain
disputed amounts and IRS issued its Rebuttal to Protest, ZHCA will seek resolution of the disputed tax
matters through the Appeals Division of the IRS, In October 2009, the IRS commenced its examination
of the tax years 2007 and 2008, which is scheduled to be completed by the end of June 2011 The
Company believes the ultimate liability for the matters referred (o above is not likely to have a malerial
adverse effect on the Company's financial position; however, il is possible the elfect could be malerial
to the Company's results of operations for an invididual future reporting period.
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4,  Bonds Payable

The Following is a summary of the bonds payable outstanding at December 31, 2009 anc

Senioer debt
4.5% 10-yeay, | Billion Euro bond swapped into U.S, dollars’, matw

September 17, 2014 includes 3 $,549,335 and 59,838,374 of unamartised costs

at December 31, 2009 and 2008 respectively, effective yield of 4.59

2009

ving

o

1.443,210,398
%

3.5% J-year, 300 million CHF bond swapped into U.S. dolkws commenced 22

Seplember 2008 2, and maturing November i, 2011 inchudes $839,

321 and

=]

304,177,970

$1.,204,731 of unamortised vosts December 31, 2000 and 2008 respectively,

effective yield of 3.52%

6.5% 6.5-ycar, 600m EUR swapped inte U.S. dollars commenced A

2009, and maturing October 14,2015 Yineludes $3,429,933 of wnamortised

costs ot December 31, 2009, effective yiell of 4.71%

pril 14

-

856,579,766

A.875% 3.year, §00m EUR swapped inta U.8. dollars commencet April 14

2009, and maturing April 14 2012 Fincludes § 4,126,826 of unamortised costs

al December 31, 2009, effective yield of 3.51%

Subordinated debt
5.75% 20-ycar, 300 million Fure bond swapped into U.S.

o5

1,142,552,774

dallars, maturing Octaber 2, 2023, 'I{cnllnhlc 2013) includes $9,407,54 1 and 5 707267208

$9,563,752 of unamortised costs ol December 31, 2009 and 2008
respectively, effoctive yiekl of 6.14%

4.5% 20-year, (callable in 2013), 500 million Euro bond swapped in

to U5,

dollacs, maturing June §3, 2025 ? includes $3,004,248 and $3,374,784 of 5 730416675
anamortised costs al Decomber 31, 2009 and 2008 respeotively, effective yield ' e

of 4.5%

Totn) debnt

$ 5,184,204,791

1 2008:

2008

$ 1.394.873,620

$ 298,469,222

5 080,635,748

$ 699,375,241

$ 3,071,353,831

None of the bonds payable listed above were in default us of December 31, 2009 and 2008.

e bond is part of a qualifying cash flow hedge (80% of the total) and fair value hedge (20% of the total)

2 The bond is part of a qualifying fair value hedge relationship
¥ The bond is part of a qualifying cash flow hedge relationship
* The bond is cconomically hedged, but hedge accounting treatment v

as not been applied.
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7T USA is a participant in a Buro Medium Term Note (“EMTN") Program together with affiliate
companies, Zurich Finance (UK) ple, Zurich Finance (Luxembourg), Zurich Insurance Company and
Zurich Bank, which ailows for potential issuance of senior and subordinated noles up to a maximum of
USD 10 billion. ZF USA utilized proceeds from the issuance of bonds under the EMTN to make loans
lo its parent ZHCA and ZCMMIEC, The bond issuances under the EMTN require cither annual or
quarterly interest paymenis on the anniversary date of the issuance and principal repayment upon

maturity.

Senior debt

In 2004, ZF USA issued BUR 1 billion senior bond and utilized the proceeds to make loans to ZHCA.
The 300m CHF Debt issued in 1998 matured on July 22, 2008, On September 23, 2008 300m CHF
Debl was issued under the EMTN program and the proceeds were lent o ZHCA.

On Aprii 14, 2009 1.4billion EUR Debt was issued in two tranches (EUR §00m and BUR 600m) and
the proceeds were lent (o ZHCA and ZCM Maich Funding Corp (ZCM MF).

Subordinated debt

Subordinated notes are obligations of ZF USA which, in case of liquidation, rank junior to all present
and future senior indebtedness and certain other obligations of the company. Subordinated notes are
callable, have step-up clavses and are subject (0 various redemption conditions, including mandatory
redemption as a result of various taxcs, default or other events.

In 2003 ZFF USA issued a BUR 500 million subordinated bond and utilized the proceeds to make loans
10 ZHCA and to other Farmer Insurance Group affilintes, Prematic Servige Corporation (California) and
Prematic Service Corporation (Nevada), On August 30, 2007 ZHCA 100k over the outstanding
obligation of the Farmer Insurance Group affilintes,

In 2005, ZF USA issued BUR 500 miltion subordinated bond and utilized the proceeds to enter into an
agreement with ZIC whereby ZF USA purchased a share of certain surplus notes previously issued by
an affitiate, Zurich American Insurance Company (“ZAIC"} and the funds were lent onto ZHCA,

Hedged debt

7T USA uses cross-currency inferest rate swaps and currency swaps to manage the yisks inherent in
non-USD bond issuances.  Where the relationship qualifies for hedge accounting, such hedge
accounting is applicd as described in note 2,

The objective of the fair value hedges of debt issues is fo prolect against changes in the forcign
currency exposure and interest raie exposure of EUR-denominated debt issuances, while the objective
of the cash flow hedge on debt is to hedge changes in USD cash flows of the BUR / CHT-denominated
debi resulting from changes in relevant exchange raics.

A faiv value hedge relationship on EUR 500 mitlion 4.5 percent subordinated bond due June 2025 was
entered into at the isswance of the debt instrument in 2005 and will end on June 15, 2015.

A fair value hedge relationship on 20 percent of the EUR 1 billion 4.5 percent seniot debt due 2014 and
cash flow hedge relationship on the remaining 80 percent of this debt were entered into on January 1,
2007 and will end at maturity of the underlying debt instrument in 2014,

A fair value hedge relationship exists on the debt issuance of 300m CHIF in 2008, maturing in2011,

A cash flow hedge relationship was created on the new BEUR 600 million issued April 14, 2009. These
proceeds were on lent to ZCM MF (USD 730.1 million) and ZHCA (USD 63million).

15




Zurich Finance {(USA), Inc,
Notes to Financial Statements
December 31, 2009

wn

The maturity schedule (based on contractual matwrity dates) of outstanding debt as of December 31,
2009 and 2008 is as follows:

2009 2008
Within 1 year - .
1 -2 years 304,177,970 -
2 -3 years §,142,552,774 298,409,222
3 -4 years 707,267,208 .
5 years and after 3,030,206,839 2,772,884,609
Total Bonds Payable $ 5,184,204,791 % 3,071,353,831

Reyaluation Loss on bonds payable recognized in Statement of Operations

As of December 31 2009 . 20048

Swiss Frane 300million bond, maturing 2008 - {21,638,273)
EUR 500 million Bond, maturing 2023 (20,497,205) 39,479,902
EUR 1 billion Bond, maturing 2014 (43,654,816) 49,194 581
[UR 500 million Bond, maturing 2023 (39,088,431) (20,607,716)
Swiss Franc 3 year 300million Bond (issued 2008) (8,328,212) (22,410,371)
BEUR 600 million Bond, maturing 2013 (63,488,631} -

EUR 800 milfion Bond, maturing 2012 (77,239,020 -

Total gain / (loss) on bonds payable $ (252,296,315) $ 24,018,123

Notes Reccivable from Affiliates
As of December 31, 2009 and 2008, ZF USA has notes receivable due from the following affiliates:

Notes Receivable from Affiliates 2009 2008
Zurich Holding Company of America $ 3,837,004,689 3 2,717,876,161
Zurich Capital Markets Match Funding Corporation 730,100,000

$ 4,567,194,689 $ 2,711,876,161

During 2003, ZI' USA eniered info a Participation Agreement with Z1C to purchase a 60,950285%
share in certain surplus notes previously issued by ZAIC in the aggregate principle of $1billion. The
surplus noles do not have a stated maturity date. Semi-annual interest and principal payments may be
made by ZAIC only with the prior approval of the Superintendent of Insurance of the State of New
York. Interest of $73,140,343 was paid in July 22, 2008 (two yeurs of arrears) and $18,808,028 was
paic on December 15, 2009. This Interest was re lent to ZHCA as a short term loan until Qctober 2,
2008, then relent on to ZHCA as a §62m short term Joan until December 15, 2008 and as a $48.2m loan
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from December 15, 2008 to June 15, 2009, On June 13, 2009 $37.7m was lent to ZHCA until
December 15, 2009 and then rolled to June 15, 2010,

Although not contractually required to do so, in order to offset the impact of ZAIC not paying the full
amounl of interest on its surplus note, ZIMCA made capital contribution to the Company in the amount
of $20 million during 2008, there was no capital contribution in 2009. The Participation Agreement was
subsequently transferred from ZIC to ZHCA.

Ag part of the BURI.4bn debt issuance in April 2009, $730.1m was lenl to Zurich Malch Funding

Corporation in Bermuda.

Interest
Essue Date Muturity Date Interest Rate Notes Receivable  _ Recefvable
ZHCA
Qelober 2, 2003 Oclober 2, 2023 7.25% 147,973,107 2,688,542
September §7 2004 September 172014 54755% 969,243,928 15,425,822
6 mih LIBOR +
September 17 2004 September 17 2014 8375% 242,320,120 1,085,756
June 15, 2005 MNone 6% 609,502,850 54,956,840
Octobor 2, 2008 October 2, 2013 7.25% 429,600,000 7873017
6 Month Libor
Septamber 23, 2008 November 23, 2011 Ralc + 88.8bp 272474,078 407,497
April 14,2009 April 14,2012 5.5% 1,065,280,000 £2,531,835
Al 14, 2009 Qctober 14,2015 0.96% 63,000,000 937,860
December 15,2009 June 15,2010 1.00313% 37,700,000 17,859
ZCM MF
April 14, 2009 October 14, 2045 6.96% 730,100,000 10,868,735
Noles/Interest receivable from affiliates 4,567,194,089

Derivative Financtal Instruments

106,793,783

As discussed above, ZF USA is exposed to interest rate and forcign currency risk as a result of holding
liabilities which are also denominated in currencies other than U.S. dollars.

ZF USA manages these risks through
swaps. In certain circumstances these instruments mee
accounting purposes. As of December 31, 200

and 0%, respectively, of the total hedging transactions,
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Derivative financial instruments held for economic hedging purposes

2009 2008

Remalning

lite Notional Amount Tair Yalue Talr Value
Fafr Yalue hedge
2004 Fair value hedge I to 5 yeurs 243,800,000 (4,463,580 47,668,130
2005 Fair value hedge Over 5 yowrs 613,750,000 139,158,016 93,406,461
2008 Fair value hedge |l 5 years 273,147,603 27,560,334 £6,557,993
Trading Swaps
2007 Cross currency swap Over 5 yems 586,000,000 139,483,749 {19.874,854)
2009 Cross cuirency swap 1 o5 years 1,065,280,000 104,982,170 .
Cashflow Hedge
2004 Cashflow hedge | to § years 975,200,000 170,401,270 62,564,690
2009 Cashfow hedge Over 5 years 793,100,000 84,236,006 -

$  4,580,877,608 730,221,785 § 200,322,398

2003 Cross currency swap maturing in 2023: This related parly swap was entered into with ZIC in
order to reduce ils cxposure to foreign cwrrency and interest rate risk associated with October 3 2003
sssuance of BUR 500 million bonds with a fixed annual coupon of 5.75% maturing on Octaber 3 2023.
Under the terms of the agreement, ZF USA entered into a fixed-to-fixed currency swap, swapping Euro
500 million against USD 586 million at a rate 0f 6.55%.

2009 Cross currency swap maturing in 2012: This related party swap was entered into with ZIC in
order 1o reduce ils exposure to foreign currency and interest rate risk associated with Aprit 14 2009
issuanee of FUR 800 million bonds with & fixed annual coupon of 4,875% maturing on April 14 2012,
Under the terms of the agreement, ZF USA entered into a fixed-to-fixed currency swap, swapping Euro
800 million against USD 1,065 billion at a rate of 5.11%.

Derivative finaneial Instruments that qualify for hedge accounting

2004, 2005 and 2008 fair value hedges consist of cross currency interest rate swaps with Z1C nsed o
protect ZF USA against changes in foreign currency exposure and interest rate exposure of CHF/
RUR-denominated debt issued by ZIF USA. Changes in the fair value of the derivatives designaled as
fair value hedges and changes in the fair value of the hedged item in relation to the risk being hedged
are recognized in income,

2004 Cross currency interest rate swap: This related parly swap was entered into with ZIC in order
to reduce ZF USA's exposure to foreign currency and interest rate risk on 20 percent of EUR 1 billion
bond matwing 2014, Under the terms of the agreement, ZF USA swapped Bura 200 million against
USD 243.8 million. The swap also contains an interest rate compone whereby ZF USA pays
semiannually a USD coupon of 6 months USD LIBOR plus 0.3375% and receives an annual EUR
coupon of 4.5%. The swap was designated as a fair value hedge of interest rate visk and foreign
currency exchange visk on January 1, 2007 and will mature in 2014,
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2004 Cross currency swap: ZF USA uses cross currency swap with ZIC in a cash flow hedge to
protect against exposures to variability in cash flows due to changes in BUR/UJSD cxchange vate on 80
percent of the 4.5% BUR 1 billion boud payable, maturing in 2014, Under the terms of the agreement,
7F USA swapped EUR 800 million against USD 975.2 million al a rate of 4,9755%. The swap was
designated as a foreign currency cash flow hedge on January 1, 2007 and will mature in 2014, The
change in the fair value of the swap is recognized dirvectly in shareholders’ equity and the effective
portion, related to spot rate changes in [fair value of the hedging instrument, together with
ineffectiveness are then recognized in current period income in line Fair vatue gains Sfiom derivalive
financial instruments. For the year ended December 31, 2009 the net loss after tax deferved in
sharcholders’ equity on the swap designaled as a cash flow hedge was USD 20,386,936 (2008
69,151,200}, The net gain/loss amount transferred to the income statement was USD 32,564,998 (2008

53,788,396).

2005 Cross currency interest rate swap: This velated party swap was entered into with ZIC in order
to reduce ZF USA’s exposure to foreign currency and interest rate risk for the first ten years of EUR
500 mitlion bond maturing in 2025, Under the terms of the agreement, ZF swapped EUR 500 million
against USD 613.8 million. The swap also contains an interest rate component whereby ZF USA pays
semianaually a USD coupon of 6 months USD LIBOR plus 1.2304% and receives an annual EUR
coupon of 4.5%. The swap, which covers 100% of the notional amount of the bond issued, is
designated as a fair value hedge of interest rate risk and foreign currency exchange risk and matures in
2015,

2008 Cross cuvrency interest rate swap: This related party swap was entered into with ZIC in order
io reduce ZI' USA’s exposure to foreign currency and interest rate risk for the CHF 300 million Bond
matwring 2011, Under the terms of the agreement, ZF USA swapped CHF 300 million against USD
272,47 million. The swap also contains an interest rate component whereby ZF USA pays
semiannually a USD coupon of 6 months USD LIBOR plus 0.676% and receives an annual BUR
coupon of 3.5%. The swap, which covers 100% of the notional amount of the bond issued, is held at
fair value; it is designated as a fair value hedge of interest rate risk and foreign currency exchange risk,
and matures in 2011,

2009 Cross eurrency swap: ZF USA uses a cross currency swap with ZIC in a cash flow hedge lo
protect against exposures to variability in cash flows due to changes in EUR/USD exchange rate and
nterest tate risk on the 6.5% EUR 600 million bond maturing on QOctober 14, 2013, Under the terms of
the agreement, ZF USA entered into a fixed-to-fized currency swap, swapping Ruto 600 million against
USD 793.1 million at a rate of 6.6275%. . For the year ended December 31, 2009 the net gain after tax
deferred in sharcholders’ equity on the swap designated as a cash flow hedge was USD 12,973,717,
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Gains and losses arising from fair value hedges are as follows:

As of December 31 2009 2008
Gains / (losses)
On hedging Instruments:

2004 Cross currency interest rate swap' 15,018,507 5,134,699
2005 Cross curreney interest rate swup' 44,705,651 16,332,309
2008 Cross currency interest rte swap' 9821288 13,339,827
On hedged debt:

EUR 200 il bond, maturing 2014 (14,238,273) {6,457,905)
[EUR 500 il bond, maturing 2025 (38,584,706) (20,605,090)
CHI 300 mil bond, maturing 2011 (9,440,336} (22,410,371)

Overall gains / losses on derivative financial instruments held for economic and accounting hedging
PUEPOSES

As of December 31 2009 and 2008 ZF USA recorded the following fair values gains (losses) in the
Statement of Operations from derivative financial instruments as follows:

Fair Value Gains and Losses 2009 N 2008

1998 currency cash Mow swap - 21,092,656
2003 currency swap 154,332,993 {124,7717,005)
2004 curreney swap (cnshflow bedge) 32,392,50) (57,436,269}
2004 variable swap (Fair value hedge) 15,018,507 5,134,699
2005 fair value hedge 44,705,651 16,332,309
2008 fuiy value hedge 9,821,288 13,539,835
2009 eyerreney swap 63,420,640 -

2009 eavrency swap (cashilow hedge) 77,694,267

Fair Value gain/ (loss) from derivative financial Instruments b 397,385,847 $  (126,113,805)

' Excluding current interest income, this is booked on the same line as interest expense on the hedged debt.
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Concentration of Credit Risk

The credit risk associated with the swap agreements is derived from the failure of the counterpartics to
the transaction to perform as contracted. ZF USA doos not anticipate non-performance by these
counterpartics, and management believes the likelihood of incurring material losses due to credit risk is
remote,

Fair Value of Financial Instraments
In fair valuing both, the bonds payable and the notes receivable, we have used the discount method and
valuations from the group treasury system. These bave been compared to external sources and the overall

difference is immaterial such that management is satisfied. 11 is management belief that the par value of
the noles receivable is a close approximation of the fair value

‘The carrying amount and estimated fair value of the Company’s financial instruments are as fotlows:

2009 2008
Falr Yatue of Finaneinl Carrying Estimated Falr Carrylag
Enstruments Amount Yalue Amount Estimated Fair Yalae
Notes Reecivable from
Affiliates $4,567,194,689 $ 4,576,057,528 $2,117,876,161 $3,228,161,280
Bonds Paynlle 5,184,204,79) 5,375,139,808 3,071,353,831 3,263,218,823

The table below shows the classification within the valuation hierarchy of the company’s financial assets
and liabilitics that are recognised and subsequently measuted in the balance sheet at faiv value,

l.evel 1 Level 2 Level 3 Total
Derivative Financial Instruments - $ 730,221,785 . $ 730,221,785
Faiy Value Assets - 730,221,785 - 730,221,785

Determination of fair value hierarchy

7 USA uses the following hierarchy for determining and disclosing the fair value of financial
instruments;
Level 1; quoled prices in active markets for the same instrument
Level 2: quoted prices in active markets for similar assets or liabilities or other valuation
techniques for which all significant inputs are based on observabie marke! data
Level 3¢ valuation techniques for which any significant input is not based on observable market data
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8. Transactions with Affiliates

In conjunction with the EMTN Program, the debt incurred by ZF USA is uncollateralized, but guaranteed
by ZIC as evidenced by separate contractual agreements. The guarantee is unconditionally and
irrevocably guaranteed on a subordinated basis by ZIC and covers principal and intevest duc by ZF USA
on its ontstanding note offerings, up to the following maximum amounts:

5.75%, 20-year, 500million Euro bond, maturing Oclober 2, 2023 EUR 586,336,900
4,5%, 10-year, 1billion Euro bond, maturing Seplember 17, 2014 EUR 1,135,082,000
4.5%, 10-year, 500miltion Euro bond, maturing June 15, 2025 EUR 567,582,000
3.5% 3-year, 300mikion CHF bond, maturing November 23, 20t CHF 331,610,000
4.875% 3-year, 800m EUR bond, maturing April 14, 2012 FEUR 917,134,992
6.5% 6-year, 600m EUR bond, maturing Qctober 14, 2015 EUR §53,634,992

As consideration for this guarantee, ZF USA incurred guaraniee cxpenses of §14,765,583 and
$11,959,035 in 2009 and 2008, respectively, At December 31, 2009, the guarantee fee acerued liability Lo
71C is § 3,648,898,

Audit Fees of $24,345 were incurred for the year. Audit fees are paid by ZHCA on ZI' USA’s behalf and
then reimbursed to ZHCA,

Other transactions with affiliates are also discussed in the various notes to the financial slalements.

Approval of financial statements

The direclors approved the financial statements on 24th March 2010,
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