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Dollars in millions, except per share amounts
2008 2007 Change
Book value per common share at year-end $ 5136 $ 55.12 (7%)
After-tax operating income* $ 5374 $ 846.5 (37%)
Per share $ 829 $ 11.47 (28%)
Operating return on average common equity 15.8% 24.3%
Net income available to common shareholders $ 265.1 $ 832.1 (68%)
Per share $4.09 $ 11.28 (64%)
Combined ratio 95.0% 84.1%
Gross premiums written $3,669.1 $4,140.1 (11%)
Net premiums written $2,805.7 $2,901.9 (3%)
Net investment income $ 468.1 $ 4632 1%
All per share amounts are on a diluted basis.

To Our Shareholders:

The past year saw a global credit squeeze, economic downturn, turmoil in the investment markets, and highly
publicized corporate failures and forced mergers. Property and casualty insurance companies faced the additional
problem of a third consecutive year of price erosion in most insurance and reinsurance lines. Moreover, the year
was the industry’s third most costly in terms of catastrophe losses, reflecting the impact of Hurricanes Ike and

Gustav and a record number of tornadoes in the second quarter.

Arch Capital performed satisfactorily in light of this difficult environment. Although our earnings and book
value per share decreased, we believe our disciplined underwriting approach and conservative investment philos-
ophy helped temper the impact of the year’s events on our results. We capitalize on underwriting opportunities
when they are available and maintain a strong, liquid balance sheet to support our stability and success through
the inevitable ups and downs of the economic and insurance cycles. This has been our philosophy since the

Company was re-launched with an infusion of capital in 2001, and it helped carry us through a challenging 2008.

Return on Equity, Book Value and Operating Income

We pay special attention to two benchmarks in evaluating the Company’s financial performance: return on equi-
ty, which measures the generation of earnings and the efficient use of capital, and growth of book value per share,
which creates long-term shareholder value. After-tax operating return on average equity (ROE) declined to 15.8%
in 2008 from 24.3% in 2007. We believe our ROE was favorable in 2008 even though it was down from 2007.
Diluted book value was $51.36 per share at the end of 2008 versus $55.12 at the end of 2007, the first yearly
decrease since 2001. The 2008 decrease was due to investment losses and the impact of share repurchases. Book
value per share declined 7% including the effects of repurchases and 3% excluding them. Book value per share has

grown at a compound annual rate of 16.7% over the past seven years despite the 2008 decrease.

*Operating income is a non-GAAP measure of financial performance. The reconciliation of GAAP and definition of operating income can be found
in the Company’s Current Report on Form 8-K furnished to the SEC on February 18, 2009, which contains the Company’s earnings press release

and is available on the Company’s web site.



Other performance benchmarks also mirrored the year’s challenging conditions. After-tax operating income
available to shareholders was $537.4 million, or $8.29 per share, in 2008, a per share decrease of 28% from 2007.
Operating income for 2008 included estimated net losses of $348.9 million from catastrophic events, including
Hurricane Ike. On the plus side, despite a year of major catastrophe activity, we achieved an underwriting profit
by maintaining a diversified book of business. In addition, earnings benefited from favorable reserve development
for the sixth consecutive year. Our reinsurance and insurance casualty loss reserves for earlier accident years have

consistently proved to be well funded, resulting in the release of a portion of earlier-year reserves to earnings.

The Company’s GAAP combined ratio increased to 95.0% in 2008 from 84.1% in 2007, due largely to Ike. A
ratio below 100% represents an underwriting profit. Our combined ratio in 2008 consisted of a loss ratio of 65.0%
and an underwriting expense ratio of 30.0%, compared to a loss ratio of 55.8% and an underwriting expense ratio
0f 28.3% in 2007. The increase in the expense ratio was due mainly to a lower level of net premiums earned in 2008
and the expiration at the end of 2007 of the quota share reinsurance treaty with Flatiron Reinsurance Ltd., a “side-
car” formed by outside investors. The increase also included the impact of some costs incurred in 2008 to reduce

operating expenses in the Company’s insurance business; these efforts should benefit the expense ratio over time.

We wrote less business in 2008 for the second consecutive year as pricing remained weak for most insurance and
reinsurance lines. We target business with an anticipated minimum ROE of 15%. Gross premiums written were
$3.67 billion in 2008, down 11% from 2007, while net premiums written were $2.81 billion, down 3%. The ratio
of net premiums written to gross premiums written increased to 76% in 2008 from 70% in 2007. We retained more

of our business in 2008 primarily due to the expiration of the Flatiron treaty.

Cash Flow, Investable Assets and Investment Income

Cash flow from operations remained robust at $1.14 billion in 2008, compared with $1.44 billion in 2007.
Investable assets were $9.97 billion at the end of 2008, down slightly from $10.12 billion at the end of 2007. The
decrease, despite strong cash flow, reflected share repurchases and the impact of mark-to-market write-downs on

the Company’s investment portfolio.

Our investment performance was acceptable on a relative basis but not on an absolute basis. During the year,
we recorded a total return of negative 2.84% due primarily to mark-to-market write-downs related to U.S. and
Euro-denominated secured bank loans in response to credit market volatility. These loans represent about 3% of

our total invested assets. We believe we will recover a major portion of the losses over time as the loans mature.

The Company’s investment portfolio consists primarily of high quality fixed income securities, with no direct
holdings of collateralized debt obligations (CDOs), collateralized loan obligations (CLOs) or credit default swaps
(CDSs). The portfolio does not include the common stock or preferred stock of any publicly-traded issuers and has
essentially no investments in hedge funds or private equity funds. The average credit quality rating of the portfolio
was “AA+” at December 31, 2008. The portfolio had a relatively short duration of 3.62 years at December 31, 2008,
compared to 3.29 years at the end of 2007.



The portfolio’s pre-tax investment income yield was 4.73% in 2008, down from 4.97% in 2007, reflecting mar-
ket conditions. Net investment income was $468.1 million, or $7.22 per share, in 2008 and $463.2 million, or

$6.28 per share, in 2007. Per share comparisons benefited from the Company’s share repurchase program.

Strategic Principles and Market Conditions
Arch writes property and casualty insurance and reinsurance worldwide through operations in Bermuda, the United
States, Europe and Canada, with a focus on specialty lines. We have a deep bench of experienced underwriters and

a broad distribution capability.

Our three major strategic principles are: selectively pursue diverse specialty markets where we can apply our
knowledge and expertise; maintain flexibility and responsiveness to allow us to take advantage of market opportu-
nities when they arise; and maintain a disciplined underwriting approach to enable us to select risks and price them

appropriately in all phases of the insurance cycle.

Our business mix in 2008 was 59% insurance and 41% reinsurance based on net premiums written, unchanged
from 2007. We tend to be more cautious in our reinsurance underwriting activities when market conditions are dete-
riorating because we participate in this segment of the business primarily through treaties in which we are one step
removed from the underwriting process. Consequently, as 2008 began and prices weakened for both insurance and

reinsurance, we expected to write somewhat less reinsurance during the year.

Although the market was weak through the first three quarters of 2008, it strengthened late in the year.
Reinsurance pricing has increased since late 2008. Pricing has also improved for some insurance lines, but the
increases have been more sporadic. The degree of recent price improvement for both insurance and reinsurance

varies according to product line and geography.

Catastrophe reinsurance has led the recent upturn, showing significant price gains in response to a high level of
industry losses from hurricanes, tornadoes and other catastrophes in 2008. In addition, overall reinsurance demand
is strong at a time when reinsurance industry underwriting capacity is constrained. On the demand side, some pri-
mary insurers—shut off from raising debt or equity capital because of market volatility—have increased their rein-
surance purchases as a source of capital to improve their balance sheets. On the supply side, industry underwriting
capacity has been reduced by investment write-downs at many large reinsurers. In addition, hedge funds, sidecars,
catastrophe bonds and other capital market vehicles, which had been important sources of catastrophe reinsurance

prior to September 2008, have largely disappeared from the market.

In the insurance sector, some of the largest price gains have been shown by directors and officers liability cover-
age in response to actual and potential claims activity. Pricing has also improved for property business in the excess

and surplus lines market.

We believe these developments play well to our financial and underwriting strengths, as well as to our demonstrat-
ed ability to respond to major shifts in the insurance and reinsurance markets. We remain alert to opportunities and

have the financial resources and flexibility to write more business in 2009, assuming it meets our return targets.





