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THE PRUDENTIAL ASSURAMCE COMPANY LIMITED
Incorporated and regislersd in England and Wales. Begistered no. 15454

DMRECTORS' REFORT FOR THE YEAR, ENDED 31 DECEMEER 2010

Principal activity

The principal achivity of the Company in the course of 2010 was transacting long-term insurance
business in the United Kingdom. The Company also owns several insurance subsidiany undertakings
and a branch in Hong Kong that transact insurance business in the United Kingdom and overseas.
These activities will conbinue in 2011,

The Company itseff is & wholly owned subsidiary undertaking of another company registered in England
and Wales and iherefore group financial statements and a group business review are not prepared.
Accordingly, the financial stateenenls and the following business review present information about the
Company as an individual undertaking and are not consolidated.

Business raview

Markel review and strateqy

The Comgany's long-lerm products consist of life insurance, pension products and pension annuities. In
cammen with other UK long-lerm insurance companies, the Company's products are structured as
either with-profits (or participating) products, or non-paricipating products including annuities in payment
and unit-linked products. Depending upon the structure, the level of sharehalders' interast in the value of
policies and the related profit or loss varies. With-profits policies are supported by the with-profiis sub-
fund and can be single or regular premium. The return to shareholders on virluadly all with-profits
products is in the form of a statutory fransfer to the Company’s shareholders’ funds which is analogous
to a dividend from the Company's long-temm fund and is dependent upan the level of bonuses credited
or declared on policies in that year. There are two types of bonuses — "annual” and *final”. Annual
bonuses are declared once a year, and are detemmined as a prudent proporion of the long-term
axpected fulure investment return on the underying asseis. Once credited, znnual bonuses are
quarantesd in actordance with the terms of the particular product. In contrast, "final” bonuses are anly
quarantzed until the next bonus daclaration, and are primarily determinad on the actual smoothed
investment return achieved over the lite of the policy. With-profils pollcyhalders currenlly recelve 90 per
cent of the distibution from the with-profits sub-fund as bonus additions to their policies and
shareholders receive 10 per cent as a stalutory fransfer.

The: defined charge paricipating sub-fund {DCPSF} forms part of the Company's long-term fund andg
comprises the accumulated investment content of premiums paid in respect of the defined charge
participating with-profils  business issued in France, the defined chargez parlicipaling wilth-profits
business reassured inte the Coempany from Prudential International Assurance ple and Canada Life
{Europe) Assurance Ltd and the with-profits annuity business transferred to the Company from the
Equitable Life Assurance Socicty on 31 December 2007, All profits in this fund accrue fo policyholders
in the DCRSF.

There is a substantial volume of non-participating business in the with-profits sub-fund and its wholly
owned subsidiary Prudentiaf Aanuities Limited [PAL), which is closed to new business, profits from this
business accrue o the with-profits sub-fund. The Company also writes non-paricipaling business, the
prafit on which accrues solaly to sharsholders, and this business is written in the Company's non-profit
sub-tund. On 31 Octobar 2010 the business of two of the Company’s subsidiaries, Prudential Holbom
Life Limited and Prudential (AN} Limited, transferred inta the Company following a Fani VIl Transfer
under the Financial Serdces and Markeis Act 2000 The business fransferred inte the non-profil sub-
fund of the long-term business fund with the exception of a small amount of with-profits business in
Prudential {AN} Limited, which was Iransfarred to the with-profits sub-fund,

The Company competas selactively in the UK's retirament savings and income market. The fucus of the
husiness is to balance wiiting profitable new husiness at attractive retumes oh Capital with sustainable
cash generation and capital preservation. it is thizs discipline that has enabled the Company to deliver
another strong performance in 2010,

The UK has a mature life and pensions market which is characterised by an ageing population - in
particular, through two waves of baby-boomers born after YWarld War |l and in the 18803 — with wealth
distnbution significantly skewed and very much concentrated in the 45-74 age group. In this context, the
retirement and near-refirement segments are highly atlractive.
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UK consurners are insufficiently prepared as they will have to face incrzasingly long perigds of
retirement.  This will result in longer working lives and a more flexible approach towards retiremant. it
will 2lso maan that the baby-boomears will need to targst their wealth on the provision of dapendable
retirement income, The Company's expertise in areas such as longevily fisk management and multi-
agsel investment, together wilh its fingncial strength and strong brand, mean hat tha business is
strongly positianed in the retiremernt planning space with a particular focus on with-profits and annuities.

The Company is growing its individoal annuity business, in particular with-profits annuities, building on a
robusl pipeline of internal vestings lrom maluring individual and comoerate pensions policies. Salas of
with-profits annuities, up 36 per cent on 2009, are due to the continuing success of the innovative
income Choice Annuity {ICA). The ICA is a with-profits product, launched in March 2009, which oflers
consumers security with a potential for income growih.

Cnshore bond sales were up 15 per cent on 2009, including with-profits bond sales which increased 11
per cent with an exceptionally sirong fourth quarler. PruFund made up 78 per cent of total with-profits
hond sales. Demand for the Company's with-profits products remaing resilient and lhe business has
cordinved to innovate 10 maintain and enhance its position in the market. This includes broadening
access to PruFund across its retall savings product range and PreFund now hasg over £3bn invested.
Unitlinked bond sales were 81 per cent up on 2008, helped by the launch of Prublynamic portfolie funds
in January 2010 and the continued success of the Prufielect fund range.

Individual pension sales {including income drawdown) were 3 per cenl up on 2009, Sales of the Flexible
Retirement Plan, the Company's Retail Distribution Review {RDR}-compliant individeal pension and
inceme drawdown product, grew by 4 per cent.  PruFund Cautious, launched in the fourth quarter of
2008, and the new Prulynamic portfolio funds, launched in January 2010, together made up 34 per
cent of individual pension sales.

Corporate pension sales were 5 per cent above 2009 levels. The Company adminislers corparate
pensions for over 600,000 scheme members sponscred by some of the UK's largest employers and has
zlso built a very strong position in the provision of with-profits Additional Volumtary Conbribution (AVC)
arrangements. Durang 20130, the Company continued to focus on strengthening existing relationships
through further improvemeants ta anline servicing capabilities as well as targeted markating activity,

In the wholesale market, Ibe Company's aim is 1o participate wery selectively in bulk and back-book
buyouts using its financial strength, supener investment frack record and annuitant mortality risk
assessment and servising capabilites. The Company will confinue to maintain a very strict focus on
value and only paricipate in capital-efficient transactions that meet its strict return on capital

requirements,

In August 2010, the Compamy's venture partngr Discovery SA announced the completion of the
acquisition of Standard Life Healthcare and its combination with the PruHealth business. As parl of the
fransaction, the Company reduced its shareholding in the PruHealth business from 50 per cant o 25 par
sent of the enlarged group and the PruHeallh busingss is now an associate of the Company. The
Company made a profit on the partial disposal of £3m.

Duning 2010, the Company transferred two of ils overseas subsidiares to Prudential Comporation
Heldings Limited, another company within the Prudential Group., The transfer of the Company's
Indonesian subsidiary, PT Frudential Life Assurance, realised a profit of £562m. The transfer of the
Company's Taiwancse subsidiary, PCA Securitics Investment Trust Company Limited, realised a small
tass of £4m.

On 30th June 2010 the Company entered into a 100% guota share reinsurance agreemant, subject (o
paid claims fimita, in respect of its commergial fines general insurance business in run-off. The effective
dale of the agreement is 1 January 2010, The business reinsured is mastly UK employers’ liability and

public lizhility business,

In September 2310, the Gompany announced a five-year exclusive agreement with Santander to
distribute its markatdeading investment bonds in the UK, The Company's Flexible Investment Plan,
including PruFund, will be available to Sanlander's WK customers in 1,300 high street branches
ihroughotl the counlry, This new agreement, which is expected o go live in the second half of 2011,
forms part of the Company's continuing sirategy to davelop diversified and complemenlary distribution
across its Direct, Imermediary and Partnarship channels.
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The Company's Hong Kong Branch is a feading life insurer with strong brand recognition in lhe Hong
Kong market. The branch is dedicated to meeting the different needs of its customers by providing 2
comprehensive range of insurance services. The range of products includes kfe insurance, general
insurance, employee benefits, investment, health and protection products supported by autstanding
customer service. Retirgmeant and health are currenlly two key strategic initiatives to help Hong Kong
people lead financially secure lives and to meet customer needs for increased medical protection,

Performance and measurement

The resulis of the Company for the year a8 set out on pages 15 to 17 show a profil on ordinary aclivities
before tax of £1,063m {2008: £493m). The results for the year have been dominated by the profit of
£5682m arizing on the transfer of ong of the Company's overseas subsidiaries, PT Prudential Life
Assurance, to Prudential Corperation Holdings Limited,  The Compsny also transferred anotber
overseas subsidiary, PCA Securities investment Trust Company Limited, to Prudemial Corporalion
Holdings Limited at a small loss of £4m. The Company made a profit of £3m in 2010 on the paitial
disposal of its interest in Prudential Health Holdings Limiled rom a 50 per cent to a 25 per cent share
following the acquisilion by Discovery SA, the Company's partner in the PrulBealih venture, of Standard
Lifa Healthcare. During 2010 the business of Prudenttal (AN} Limitad and Prudantial Holbom Lile
Limited fransferred into the Company following a Part VIl Transfer under the Financial Services and
Markets Act 2000. The long-term funds of both businesses had unallocated surpluses which gave rise
to a profit of £38m in total.  Excluding these one-off profits, the 2010 resulte are £29m lower than in
2009, £9m lower in the UK and £20m lower in the Hong Kong braneh. in the LK, profils attribulable to
the with-profits business are £28m higher than in 2009 due to the impact af changes in terminal bonus
rates and differences in ¢laims experience, Offsetting this profit is a reduction in profits from the non-
prafit sub-fund business due to higher protection and pensions losses and lower annuity profits. From
31 December 2008 the Company entéred inta a reinsurance arrangamenl with Prudential Refirement
Income Limited (PRIL) to accept 15% of PRIL's non-profit annuity busingss on a quota share basis,
which allows alf of the reinsurance premiums lo be deposited back to PRIL. This has resulted in a profit
of £68m (2008 £68m) in the Company, with an equal and offsefting loss in FRIL. in the Hong Kong
branch profits are £20m lower than 2009 mainly dus o increased new business strain resulting from
higher sales, as well as increased interest expense. Commission received on Prudential-branded
General [nsurance products confributed £48m to profits in 2010, £5m lower than 2002, as the book of
business onginally transferred to Churchill in 2004 is decreasing as expected.

The shargholdars’ funds of the Company tofal £3,610m (2008: £3,698m).

Sates on an APE basis (Regular Premiums plus 1/10" Single Premiums) are £1,.0t7¥m up 14% from
£890m in 2009, This increase is primarily dus (0 demand for the Company's with-profits products
remaining resilient with the business continuing to innovate to maintain and enbance its position in the
market. Sales of with-profits annuities, up 36 per cent on 2009, are due to the continuing success of the
innovative Income Chaoice Annuity {ICAY launched in March 2009, With-profits bond sales are up 11 per
cent on 2009 with PruFund making up 81 per cent of tolal with-profits bond sales,  Unit-linked bond
sales are 61 per cent up on 2009, helped by the launch of Prulynamic portfolio funds in January 2010
and the continued success of the PruSelect fund range. Individual pension salas are up 3 per cent on
2003 and corporate pensions sales are up § per centon 2009, In Hong Kong sales are up 21 per cent
on 2009 mainly due to the launch of the Smart Weallh Builder product and sales from the Galaxy Life
Leng Income Savings Plan launched in late 2009, togethar with various sales promotions throughout the
year,

The strength and investment performance of the Company's with-profits fund is widely recognised in the
industry and was demonstrated by the 12.7 per cent pre-tax investmant refurn achieved for policyhaolder
agset shares in {he fund in 2010, The fund has delivered investment raturns of 82.1 per cent ovar ten
years, which compares favourably with other with-profits funds and the FTSE All-Share Index (total
return} of 43.3 par cent over the same pardod.  This strong performance has shown that with-profits,
when invested in an actively managed, and financially strong fund like the Company's, continues to be a
very alleaclive medium 1o long-term investment, offering sfrong annuakised returns comparad with other
tnvastment options. The Company's with-prafits customers benefit from the securily offered by Lhe
Company's large inheriled eslate, with tha free assets of the with-profits fund vatued at approximatsky
£6.7bn at the year end, valued on 2 realistic hasis.
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The Campany's long-term fund is rated AsZ by Moody's (negative cutloek). AA by Standard & Poor's
and AA by Filch a5 at the date of signing the accounts.

The Company does not repont against Key Performance Indicalors in its Business Reviaw. This is
becausae the Company is part of the wider Prudential Graup and the Group's business is managed ona
divisional basis such as UK Insurance Operations and Prudential Asia. Key Performance Indicators exisl
for the management of the divisions, of which this Company’'s business forms a part. The divisional Key
Perfarmance Indicaters can ke found in the Annua! Report of Prudential ple.

Risks & uncerainties

As a provider of insurance services, the Company's business is the managed acceptance of risk. The
Company is a wholly owned subsidiary of the Prudential Sroup and is subject o the Group’s internal
control and risk management processes as detailed in the Group Governance Manual and Group Risk
Framework. The control procedures and systems eslablished within the Group are designed to manage,
rattier than aliminate, the risk of failure to meat business objectives. They can only provide reasonable
and not absolute assurance against material misstatement or loss, and focus on aligning the levels of
risk-taking with the achievement of business objectives.

The Group's risk governance framework requires all businesses and funclions within the Group,
Including the Company, to establish processes lor idenlifving, evaluating and managing key risks. The
fisk governance framework is based on the concept of three lines of defence: risk management, risk
oversight and independent assurance.

& number of factors (risk factors) affect the Company's results and financiat condition, The key risk
fagtors of the Company, mentioned befow, should not be reganded as a complels and comprehensive
statement of all potential risks and uncertainties.

1) The business is inherantly subject to market fluclualions and general economic conditions.

Uncerain or negative trends in international scanomic and investment climates could adversely affect
the Campany's business and profitatility, The adverse effects of volatility arising from such uncertainty
and negalive irends, including the unprecedenied market dislocation across assel classes and
geographical markets witnessed in 2008 and in the first half of 2009, have been and would be falt
principally through the following:

= investment impaiments aor reduced investment refurns, as a result of market volatility, could impair
the Company's ability to write significant volumes of new business, which would have a negalive
impact an the Company's assets under management and profi;

= higher credit defaulls and wider credit and liguidity spreads resulling in realised and unrealised
credit lossas, as expenenced during 2008 and 2009, when iliquidity and credit spreads reachead all-
time highs;

+ the Company, in the normal course of business enfers into a variety of transactions with
counterparties, including derivative transactions,. Failure of any of these counterparties to dischargs
lheir obligations, or where adequate collateral is not in place, could have an adverse impact on the
Company’s results; and

« esiimates of the value of financial insfruments are difficull bacause in cerdain illiguid or closed
markets, determining the value at which financial instruments can be realised is highly subjectiva.
Processes to ascertain value and ectimates of valus require substantial elements of judgement,
assumplions and estimates (which may change over time). Increased iliguidity also adds fo
uncersinly over lhe accessibility of financial rescurces and may reduce capital resources as
valuations decline.

During the period of market dislocation in 2008 and the first half of 2008, the Company had to operate
against a challenging background of unprecedented volatility in the global capital and equity markets
and interest rales and widaspread economic uncertainty. Although global markels parlially stabilised in
2009 and 20140, interast ralas remain Iow, and many of the challenges of 2008 persist in the credit
markets. New challenges may cantinue to emerge.
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A significant part of the Company’s profit is related to benuses for policyholders declared on its with-
profits products, which are broadly based on historic and currend rates of return on equity, property and
fixed income sacurities, as well as the Company's expectations of futurs investment returns.

2)  The Cormpany is subject to the risk of potential sovereign debt credit deterioration owing 1o the
sovereign debl obligations held in its investment partfalic.

The Company iz subfect to the risk of potential soversign debt credit deterioration and default.
Imvestment in soversign debt obligations involves risks not present in debt obligations of corporate
issuers, Investing in such inskuments creates exposure to the direct or indirect consequences of
political, social or scanamic changes (including changes In governments, heads of states or monarchs)
it the countries in which the issuers are located and the creditworthingss of the soversign. In addition,
the issuer of the debt or the governmental authgrities that control the repayment of the debt may be
unabte or unwilling o repay principal or pay interest when due in accordance with the terms of such
dgebt, and the Company may have limited recourse to compel payment in the event of a default. A
soveraign deblor's willingness or abilily to repay principal and to pay interest in 8 timely manner may be
affected by, amang other factors, its cash flow situation, its relations with its central bank, the extent of
its foreign currency reserves, the availabilily of sufficient foreign exchange on the date a payrment is due,
the relative size of the debt service burden to the aconomy as a whole, the soversign debtor's policy
loward local and internafional lenders, and the paofitical constraints to which the soversign debtor may be
subject, Periods of econamic uncertainty may affect the volatility of market prices of sovereign debt to a
graater extent than the vitatility inherent in deht obligations of other types of issues. If a sovereign ware
to default on its obligations, this could have an adverse effect an the Company's financial condition and
results of aparations.

31 The Company conducts its businass subject to regulation and assodiated regulatory risks, including
the effects of changes in laws, regulations, poficies and interpretations and accouniing standards in
the markets in which it operales.

Charges in government policy, legislation [including fax) or regulatory interpretation applying to
companies in the fnancial services and insurance industriss in any of the markats in which the
Company operates, which in some circumstances may be applied relrospeclively, may adversely affect
tha Company's product rangs, distribution channels, capital requirements and, consequently, reported
results and financing requirements, Also, requiaters in jurisdictions in which the Company operates may
change the level of capital required to be held by individual businesses or could introduce possibie
changes in the regulatory framework for pension arangements and policies, the regulation of selling
praclices and solvency requirements, Furthermore, as a resuft of the recent interventions by
governments in response to global economic conddions, it is widely expected that there will be a
substantial increaze in government regulation and supervision of the financial services industry,
inctuding the possibility of higher capital requirements, restrictions on cerain types of transaction
striecture, and enhanced suparvisory powers.

The UK operates investor compensation schemes that requires mandatory contributions from market
participants in some inslances in the event of a failure of 2 market paricipant. As a major participant in
the majonty of its chosen markets, circumsiances could arise where the Company, along with other
compames, may be required to make such contributions.

Any further changes or modification to Financial Reporting Standards, or adoption of Intemational
Financigl Reporting Standards {IFRS} may require a change in the repoiting basis of fulure results, o1 a
restaterent of reported resubts,

4} The resolution of several issues affecting the financial services industry could have s negative
impact on the Company's reported results ar an its relations with current and pofential customers.

The Company ig, and in {he future may be, subject to legal and regulatory aclions in the ordinary course
of its business. These actions could involve a review of business sold in the past under acceptable
market practices at the Ume, such as the requirement to provide redress to certain past purchasers of
pension angd mortgage endowment policies, changes to the tax regime affecting products and regulatory
reviews on products sold and industry practices, including in the lalter case businesses it has closed,
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Regulators are moving fowards a regime of principles-based regulation which brings an element of
uncerainty, Regulators arg ingreasingly interested in the approach that product providers use to select
third-party distributors. In some cases product providers can be hald responsible for the deficienciss of

third-party distributors,

5)  Litigation, disputes and regulatory investigations may adversely affect the Company's profitability
and financial condition.

The Company is, and in the future may be, subject to legal actions, disputes and regulatory
invastigations in the ordinary course of its insurance, investrment management and other business
operations. These legal actions, disputes and regulatory investigations may relate to aspects of the
Company's businesses and operations ihat are specific 1o the Company, or thal are common 1o
companies that operate in the Company's markets. Legal actions and dispules may arse under
contracts, regulations (including tax) or from a course of canduct taken by the Company, and may be
class aciions. Although the Company believes it has adeguately provisioned in all material aspects for
the cosls of liligation and reguiatory matters, no agssurance can he provided that such reserves are
suffictent. Given the large or indeterminate amounts of damages sometimes sought, and the inherent
unpradictability of igation and disputes, it is possible thal an adverse outcome could, fram tims ta time,
hiave an adverse effect on the Company’s results of operations or cash flows.

G} The Company's business s conducted in a highly competitive environment with developing
demcgraphic trends and the Company's continued profitability depends on management’s ability fo
respond to these pressures and lrands.,

The market for UK financial services is highly competitive with several faciors affecting the Company's
ability to sell its products and its continued profitability, including price and yields offered, financial
strenglh and ratings, range of product lines and product guality, brand sirength and name recognitian,
investment managemenl performance, historic bonus levets, daveloping demographic trends and
customers’ appetite for certain savings products,

The Company's principal competitors in the [fe insurance market include many of the major retail
financial services companies ncluding, in parficular, Aviva, Legal & General, Eloyds Banking Group and
Standard Life,

The Company believes competition will intensify in response to consumer demand, technological
advances, the impact of consclidation, regulatory actions and olher faclors, The Company's ability to
generate an appropriate return depends significantly upon its capacity to anticipate and respand
appropriaiely to these competilive pressures.

7} Downgrades in the Company's financial strengih and credit ratings could significandly iimpact its
competitive position and hurt its relationships with creditors or trading counlerparties.

The Company’s financial strength and credit ratings, which are used by the market to measure its ability
to meet pelicyholder obligations, are an impartant factor affecting public confidence in its products, and
as a result its competitivensss, Downgrades in ratings, @3 a resull of, for example decreased
profitability, increased cosls, increased indebtedness or other cancerns, could have an adverse effect
on the Company's ability to market preducts and retain currenl policyhelders.  In addition, the interest
rates the Campany pays on its barrowings are affected by its debt cradit ratings, which are in place to
rmeasure the Company’s ability to meet its contractual obligations.

In addition, changas in meathodologies and crileria used by rating agencies could result in downgrades
that da nat reflect changes in the general econamic conditions or the Company's financial condition.

8) Adverse experience in fhe operational risks inherant in the Company's business could have a
negative impact an its resulis of operations.

Operational risks are present including the risk of direct or indirect loss resuiting from inadegquate ar
failed internal and exernal processes, syslems and human error or from extemal events.  The
Company's husiness s dependent on processing a large number of complex transactions across
numerous and diverse products, and is subjecl {o a number of different legal and regulatory regimes. In
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addition, the Company qutscurces several operations, including fnvestment management, a significant
part of Hs back office and customer-facing funclions as well as a number of IT functions. I turn, the
Company is reliant upon the operafional processing performance of its cutsourcing parners, but thair
paerformance is monitored carefully,

Furthar, because of the long-term nature of much of the Company's business, accurate records have to
be maintzined for significant periods. The Company's syslems and processes incomporate controls
which are designad 1o manage and mitigate the operational risks associated with its activities as any
weaknass in the administration systems, finance systems and processaes or actuarial reserving process
could have an impact on its results during the effective pericd. The Company has not experienced or
identified any operational risks in ils syslams or procssses duting 2010, which have subsequently
caused, or are expectad L cause, 2 significant negative impact on its resuits of operations.

9) Adverse expgrience against the assumplions used in pricing producks and reporting business
results could significantly affect the Company’s results of operations.

The Company needs 1o make assumptions about & number of factors in defermining the pricing of itg
products and selting reservas and for reporling its capital tevels and the resulls of its long-lerm business
operations. For examgple, the assumption that the Company makes abaut future expected levels of
mortality is particularly relevant for its annuity business. In exchange for a premium eqgual to the capital
value of their accumulated pension fund, pension annuity policyhalders receive a guaranteed payment,
usuzlly monthly, for as long as they are alive. The Company conducts fgorous ressarch into longeavity
risk, using data from its annuitant portfolio.  As part of its pension annuity pricing and reserving policy,
the Company assumses that current rates of moertality continue to improve over tima at levels based on
the Company's calibration of the Continuous Mortality Investigations (CMI} 2008 mortality projection
macel as published by the Institute and Faculty of Actuaries. If mordalily improvement rates significantty
exceed the improvement assumed, the Company's results of aperations could be adversely affected.

fn common with other industry paricipants, the profitability of the Company's businesses ullimatefy
depends on a mix of factors iIncluding mortality and morbidity frends, policy surrender rates, investment
performance and impairments, unit cost of administration and new business acquisition expense.

10} Adverse experience in other parts of the Group could significantly affect the Company's rasulis.

Group risk is present from the conseguences of risks arising from other paris of the Group in addition o
those risks arising from the Company’'s own aclivilies. The independent capilalisalion of the Company
as well as the risk management processes and internal contral mechanisms within the Company ensure
Group risk is appropriately managed.

o rate resnonsibilit

The Company is & wholly owned subsidiary within the Prudential Group and carporate responsibifity
{CR) is a philosophy that is firmly embadded in Prudential's aperations around the world as an integral
parl of how the organisation does business, The organisation strives Lo minimise the social, ethical and
envirocnmental impact of its activities and {0 maximise the opporunifies. The imporance of engaging
with stakebolders and responding o their concerns is recognised. To da this the organisation maintaing
a regular dialogue and conducts perindic research on the issues that matter most to them.

The approach to CR is underpinned fy the omganisation's founding values of integrity, security and
prudence. Throughoul its 180-year histary the organisation has been committed to helping its custamers
safeguard their financial security and profect their famifies. This, (ogether with the contribution ta the
well-being of the communities in which the organisation operates, is as strong today as it has always
been,

The Group, of which the Company is a part, has developed a Group Governance Framework which is
underpinned by 2 Group Governance Manual and assorialed processes. This encompasses all key
policias and procedures for example, the Group Code of Bugsiness Conduct,
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The CR activities are framed arcund four core themes:

1. Fair and transparent products meesting customer neads
2. Besl people for the best performing business

3. Protecting the environment

4.  Suppering local cammunities

While the Group scts the overall strategy for CR, the framework gives the Company the flexibility to
implement programmes that best meet its markats. This recognises that the people on the ground are
closest to their customers, and their communities, and know best how 10 meet lheir needs and
axpectations.

The Prudential ple Board discusses the Group's CR performance at lzast once a year and also reviews
and approves the Group CR Reporl and stralegy on an annual basis. Below the Board, the
Responsibility Committee comprises senior representatives from relevant Group funclions and each of
aur ¢ore husinesses. This committee is responsible for monitering the Group's CR activities and for
raising issues that need to be addressed.

Solvency 11

The European Unicn (EU) is develaping a new solvency framework for insurance companies, referred to
a5 'Solvency II', The Sohlvency Il Dirsctive, which sats out the new framework, was formally approved by
tha Economic and Financial Affairs Council in November 2002 and is expected to be implemanted fram
1 Januwary 20113, The new gpproach s based on the concepl of three pillars — minimum capital
reqguirements, supervisory review of firms' assessmants of risk, and anhanced disclosure regquireameants.

Specifically, Pillar 1 covers the guaniitative requiremenis around own funds, valuation rules for assels
and liabililies and capital requirements. Pillar 2 provides the gualifalive reguirements for risk
management, governance and cantrols, including the requirement for insurers to submit an Own Risk
and Soelvency Assassmeant [ORSA) which will ba used by the regulator as part of the supervisory réview
process. Pillar 3 deals with the enhanced requirements for suparvisory reporling and public disclosure,

A key aspect of Solvency || is thal the assessment of risks and capital requiremants will be aligned more
closely with ecenomis capital methodologies. Companies may be allowed 1o make use of internal
eccnomic capital models if approved by the local regulator.

The Eurppean Commission is in the process of consulting on the detailed mles that complement the
highdevel ponsiples in the Directive, referrad 10 a5 implementing measuras’, which are not expected to
be finalised before late 2011,

In particular, the Cormittee of European Insurance and Oocupational Pensiong Supervisors (CEIORS)
published a number of consultation papers in 2009 and 2010 covering advice to the European
Commission on the implementing measurss but there remains significant unceriainty regarding the
cutcome from this process.

Having assessed the high-evel reguiraments of Solvency 1, an implementation pragramme was initiated
with dedicated teams tc manage the required work across the Prudential Group. Tha aclivity of the focal
Solvency Il icams is being coordinated centrally to achieve consistency in the understanding and
application of the requirements. Ower the coming months the Prudential Group will be progressing its
implementation plans further and remaining in regular contact with the Financial Services Authority
{FSA) as it continues to engage in the ‘pre-application’ stage of the approval process for the internal
muodef,

Hetail Disthibution Feviaw

The FSA launched the Retail Distribution Review (the "RDE"} in 2008 with the specific aim of improving
the retail investmeant market. In June 2008 the F3A publishad a consultation paper conlaining proposals
for implementing the RDR with proposals seeking to) (i) imprave the clarity with which firms describe
their services to consumers; (i} address the potential for adviser remuneration 1o distord consumer
autcomes; and (i) Increase the professional standards of advisers. In relafion to the first two elements
of the RDR, on March 28, 2010 the £5A pubiished a policy statement presenting final rules, Thase rules
include requiring firms to describe services as either "independent” or “restricted” and updating the
FSA's rules on what is expected of a firm that describes its advice as being independent, The FS4 is



THE PRUGENTIAL ASSURANCE COMPANY LIMITED
DIRECTORS' REPORT FOR THE YEAR ENDED 31 DECEMBER 2010 (continued)

also proceeding wilh proposals to introduce a system of "Adviser Charging”, which will involva alt firms
that give investment advice 1o retail clients setting their own charges. Once the rules come into effect,
adviser firms witl no longer be able Lo recasive commissions sel by producl providers in relum for
recommending their products, but will have fo operate their own charging tariffs in accordance with the
FSA's pew rules, Regarding professionalism, the policy statement was published in January 2011
which details forthcoming changes to the Training and Competence Handboolk, reporting and
notification requiremants and the role of accrediled bodies.  From thae Company's perspeclive these
changes have a wide impact on the organisation, including significant system changes, decisions on
what products if will offer to market, quotations and information that will need to be provided 1o the
regulator. The proposals are expected to take effect at the end of 2012,

Subsidiary and assockate underdakings and branches

Particutars of the Company's principal subsidiary and associate underlakings at 21 December 2010 are
shown on page 45 in note 17. The Company has a branch outside the United Kingder in Hong Kang.

With-profits govermance

The Company produces an annual report, which is available on reguest, setting out how it has complied
with its. Principles and Practices of Financial Management {PRPFM).

The Board has eslablished a With-profits Committee (WPC), made up of three mambers {each of whom
is external and indepandent of the Company). The WFPC provides the Board with an indepandent
asseszzment of the way in which the Company manages its with-profits business, its compliance with the
PPFM, and how ths Company balances the rights and interasis of palicyholders and shareholders in
relation to its with-profits funds. The WPC has the right, if it wishes, 10 make a staternent to with-profits
pelicyvholders in addition to the Company's report described abava.

The Company has a With-Profits Actuary who has the specific dulty to advise the Board on the
application of discretion in relation to with-profits business; and an Actuarial Function Holder who will
provide the Beard with all other actuaral advice. Both of these are Financial Services Authorily
approved roles,

Post balance sheet events

The Finance (no. 2} Act 2010 anacted the reduction in corporation tax rabe from 28% to 27% with effect
from April 2011, In addition, the UK Gavernment annaunced three further annual 194 cuts 1o reduce the
rate 1o 24% from April 2014, At the Budget 2011 on 23 March 2011 the UK Government announced that
the corporation tax rate would instead reduce to 26% from April 2011 with three further annual 1% cuts
10 23% by Apal 2074, Other than the enacled change to 27%, the effects of the announced changes are
not reflected in the financial statements for the year ended 31 December 2010 as they have not yet
been enacted and the impact has not yet been estimated.

Accounts

The state of affairs of the Company at 31 December 2010 is showa in the balance sheel on pages 19
and 20, The profit and loss account appears on pages 16 0 17.

Share Gapital

Thare have been no changes in the Company's share capital during 2810 as shown on page 47 in note
24,

Bividands

An interim dividend of £450m was declared on 16 Aprl 2010, of which a dividend of £201.8m (2009
£284.0m) on the ordinary shares was paid an 16 April 2010 and the remaining £248.2m was satisfiad by

10
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DIREGTORS' REPORT FOR THE YEAR ENDED 31 DECEMBER 2010 {continued)

a reduction in the balance cutstanding on the foan from the Company to Prudential ple. A further interim
dividend of £350m was declared on 13 Decerber 2010 and was satisfied by a reduction from 1he
halance oulstanding on the |oban from the Company lo Prudential ple. The result of the twe infenim
dividends is a release of £800m from the retained profit and reserves of the Company. The directors
have not declared a final dividend an the ordinary shares for 2010 (2009 £Nil).

A dividend on the A preferance shares of £19.513 was pald on 8 May 2010 (2008: £32 7691, No
dividend was paid on any other preference shares,

Payment policy

It is the policy of the Company fo agree terms of payment when orders for goods or services are placed
and to pay in accordance wilh those terms, This policy was strengthened in 2008 by signing up o the

Prompt Payment Code, launched in Decembear 2008 by the UK Departrert for Business, Enterprise
and Regulatory Reform. In 2010, the Company's trade creditor days, based on the ratio of amounis

which were owead o Irade credilors al the year end 10 the aggregale of the amaunts invoiced by trade
creditors during the year, were 23 days {2003: 22 days).

Directors

The present directors are shown on page 1. There were na changes during the year,

Political and Chantable Donations

During 2010 the Hong Keng branch made donations of £81,312 (20062: £45,324). This is broken down
as follows: Education £75661: Social and Welfare £5651. No donations were made for political
PUrposes.

Disclosure 1o audilor

The directors who held office at the dale of approval of this dirgctors’ report confirm that, so far as they
are each aware, there is no relevant audit information of which the Company's auditor is unaware; and
each diractor has taken all the steps that he ought fo have taken as a director (0 make himself aware of
any relevant audit infermation and to establish that the Company's auditor is aware of that information.
Thig confirmation is given and shouwld be interpreted in accordance with the provisions of Section 418 of
the Companies Act 2006,

Financial insfruments

The Company is exposed to financial risk through its financial assets, financial liabilittes, and
policyholder lishilties, The financial nsk factors affecting the Company include market risk, credit risk
and liquidity risk. Information on the financial risk management abjectives and palicies of the Company
and the exposure of the Company to the financial risk factors is given in note 34 (E) on page 71.
Further information on the use of derivatives by the Company is provided in note 34 (C) on page 62,

Auditor

The directors re-appointed KPMG Audit Pl as auditor of the Company on 12 May 2010, An ordinary
resolution of the Company for the re-appointment of KPMG Audit Ple as auditer of the Company will be
proposed to the members of the Company in accordance with Section 485(4) of the Companies Act
2006,

Directors’ and officers’ protection

Prudential gle has arranged appropriate insurance cover in respect of legal actian against directors and
senior managers of companies within the Prudential Group. In addition, the Asticles of Association of

11
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DIRECTORS' REFORT FOR THE YEAR ENDED 31 DECEMBER 2010 {continued)

the Company provide for the direclors, officers and employees of the Company to be indemnified in
respecl of liabilties incurred as a result of their office. Prudential plc also provides protections for
directors and senior managers of companics within the Group against personal financizl exposurs they
may incur in their capacity as such. These include qualifying third party indemnity provisions (as defined
by the relevant Companies Act) Tor the benefit of directors of Prudential ple, including, where applicable,
m ihair capacity as a direstor of the Company and other companies within the Group.  These
indemnities ware in force during 2090 and remain in force,

O hehalf of the Board of directors,

il
]

S O Windridge

Secretary
28 March 2011
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THE PRUDENTIAL ASSURANCE COMPANY LIMITED

STATEMENT CF DIRECTORS' RESPONSIBILITIES IN RESPECT OF THE DIRECTORS’
REPORT AND THE FINANCIAL STATEMENTS

The direciors are responsible for preparing the Directors’ Report ang the financial statements in
acoordance with applicable law and regulations.

Company faw requires the directors to prepare financial statements for each financiaft year. Under that
law they have clected 1o prepare the financhal statements in accordance with UK Accounting Standards
and applicabte law (UK Generally Accepted Accounting Practice).

Under company law the directors musl nol approve the financial staiements unless they are satisfied

that they give a true and fair view of the state of affairs of the Company and of the profit or loss of the

Company for thal period. In preparing lhese Enancial statements, the directors are required to:

e salecl suitable accounting policies and then apply therm consislently;

« mzke judgmenis and estimates that are reasanakle and prudent;

»  siate whether applicable UK Accounting Siandards have heen followed, subject o any materizl
departures disclosed and exptainad in the financial statements; and

»  prepars the iimancial slatements on tha gaing concern basis

The dirgctors are responsible for keeping adequate accounting records that are sufficient to show and
explain the Company's transactions and disciose with reasonable acouracy at any time the financial
pesilion of the Company and enable them to ensure that the financial statoments comply with the
Campanies Act 2008, They have general responsibility for taking such steps as are reasonably open o
them to safeguard the assets of the Company and to prevent and detect frawd and other irregulaniies.

The ditectors are responsible for the rnainfenance and integrily of the corporate and financial
information included on the Company's website. Leglslation in the UK governing the preparation and
dissemination of financial statemants may differ from legislation in other jurisdictions,

hrsctor
28 March 2011
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THE PRUDENTIAL ASSURANCE COMPANY LIMITED

INDEPENDENT AUDITORS' REFORT TO THE MEMBERS OF THE PRUDENTIAL ASSURANCE
COMPANY LIMITED

We have audited the financial statements of The Prudential Assurance Company Limited for the year
ended 31 December 2010 on pages 15 to 76. The financial reporting framewark that has been applied in
their preparation is applicable law and UK Accounting Standards (UK Generally Accepted Accounting
Practice).

This report is made solely to the Company's members, as a body, in accordance with Chapter 3 of Part
16 of the Companies Act 2006. Our audil work has been undertaken so that we might slate to the
Company's members those matters we are required to state to them in an auditors' report and for no
other purpose. To the fullest extent permitted by law, we do not accept or assume respansibility to
anyone other than the Company and the Company's members, as a body, for our audit work, for this
report, or for the opinions we have formed.

Respective responsibilities of directors and auditors

As explained more fully in the Directors' Responsibilities Statement set out on page 13, the directors are
responsible for the preparalion of the financial statements and for being satisfied that they give a true
and fair view. Our responsibility is to audit, and express an opinion on, the financial statements in
accordance wilh applicable law and International Standards on Auditing (UK and Ireland). Those
standards require us to comply with the Auditing Practices Board's (APB's) Ethical Standards for
Auditors.

Scope of the audit of the financial statements

A description of the scope of an audit of financial statements is provided on the APB's web-site at
www.frc.org.uk/apb/scope/private.cfm.

Opinion on financial statements

In our opinion the financial statements:

* give a true and fair view of the state of the Company's affairs as at 31 December 2010 and of its
profit for the year then ended;

+ have been properly prepared in accordance with UK Generally Accepted Accounting Practice; and

= have been prepared in accordance with the requirements of the Companies Act 2006.

Opinion on other matter prescribed by the Companies Act 2006

In our opinion the information given in the Directors' Report for the financial year for which the financial
statements are prepared is consistent with the financial statements.

Matters on which we are required to report by exception

We have nothing to report in respect of the following matters where the Companies Act 2006 requires us

to report to you if, in our opinion:
« adequate accounting records have not been kept, or returns adequate for our audit have not been
received from branches not visited by us; or
the financial statements are not in agreement with the accounting records and returns; or
certain disclosures of directors’ remuneration specified by law are not made; or
we have not received all the information and explanations we require for our audit.

Chris Moulder (Senior Statutory Auditor)

For and on behalf of KPMG Audit Plc, Statutory Auditor
Chartered Accountants

15 Canada Square

Canary Wharf

London

E14 5GL

28 March 2011
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THE PRUDENTIAL ASSURANCE COMPANY LIMITED

Profit and Loss Account for the yvear ended 31 December 2010

MNote General Business Technical Account

2 Gross premiums written
Cutward reinsurance premiums
Fremiums written, nat of reinsurance

Change in the provision for unearned pramiums

Gross amount
Earnad pramiums, net of reinsurance

Claims paid
Gross amount
Relnsurers' share

Claims paid, net of reinsurance

Change in provision lor claims
(Gross amaunt
Reinsurers' share
MNet of reinsurance

Claims incurrad, net of reinsurance

5 Nat aperating expansas
2h Balance oh the general business technical account
Analysis:

Conlinuing operations
g Operatians in run-off

15

M0 £m 2009 Fm
35 34
(87) A4
(52} 30
(1) -
(53 30
(19} 21}
4 4
(15 (A7)
(5} 4
88 (4)
33 -
58 {17)
(12) (12)
2 1
2 1
] i




THE PRUDENTIAL ASSURANCE COMPANY LIMITED

Profit and Loss Account tor the year ended 31 December 2040 {continued)

MNote Long-term Business Technical Account

2010 £m 2008 £m
Za Gross premiums written 6.484 6,238
Outward reinsurance pramiums {1,052) {1,137}
Earned premiums, nel of reinsurance 5,432 5101
3 11 Investment income 6,513 8,825
Unrealised gains on investments 3929 8,131
Claims paid
Gross amount {9,568) f9,348)
Reinsurers' share 1,119 1,065
Claims paid, net of reinsurance (§.449) (8,283}
Change in provision for claims
(3ross amaount {17} 7
Reinsurars’ share - 1
Claims inctired, net of reinsurance (6 488} {8,275}
Changa in long-term business provision
Gross amount {5.603) (5,851}
Reinsurers' share 75 1,185
{4,630) {4,596)
Change in technical provision foriinked liabilities (745} {1,207}
Change in ather technical provisions, nel of reinsurance {5,375} (5,532}
5 Nl operating expenses {783) {835)
G Investment expenses and charges {260) {275}
7 Tax attributabls o the long-term business {582) {B52)
Actuarial and other losses on pension schemes (45) {55)
Transfer o the fund for future appropriations {69} {1,580}
Balance on the long-term business technical account 304 292

All premiums and the balance on the long-term business technical account ralate 1o continuing
ojrerations,

16



Profif and Loss Account for the year ended 31 December 2010 {(continued)

Note Man-Technical Acsount

23

2c

10

Balance on the general business technical account
Balance on the larg-term business technical account

Tax credit attributable to the balance on the long-term business
iechnical account

Balanoe on the long-lemm bBusinegss lechnical account befare tax

Investment incame

Unrealised loss on portiolio investments
Olher incame

Other charges

Tolal profit on other aclivilies

Profit on disposal of relaled undertakings
Profit on crdinary aclivitias before tax
Tax on profit on ordinary activities

Profit far tha financial year

2010 £m 2008 £m
2 1

304 29z
121 111
425 L A03
62 77

- {5)

43 54
{30) {a7)
75 g9
561 .
1,063 493
{120} {144}
643 348

Except for the valuation of investments, there is no material difference between the results for the
current year and the previous year as described in the profit and |oss account and the resuits on an
unmadified historical cost bagis. Accordingly, given the exemptions provided ta insurance companies in
FRS 3.31A, a note of the historical cost profits and losses for the year is not given.
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THE PRUDENTIAL ASSURANCE COMPANY LIMITED

Statement of Total Recoanised Gains and | osses for the year ended 31 December 2010

MNoke

2010 £m 2008 £m
Profit for the financial year 343 340
Other recognised gains and losses:
25 {Decrease) increase in surplus on revaluation of
investmants in shareholdar subsidiaries (221} 389
25 Transler lo profil and loss reserves of 50% af the
revaluation movement accumulated for Prudential Health
Heldings Limiled prior to it partial disposal {12} -
Exchange adjusiments 2z (8}

Cther movements — transfer of Scotlish Amicable Pension
Scheme (SAPS) defigit from the Company to another - 16
Group Company

Total recognised gains relating to the financial yeay 711 746

Reconciliation of Movement in Shareholders' Funds for the vear ended 31 December 2010

201G £m 2008 £m
Totai recognised gains relating te the financial year 711 746
Rividends {300} (284}
MNet moveinent in shargholders' funds {Ba) 462
Shareholders' funds at beginning of year 3,69§ 3,237
Shareholders’ funds at end of year 3,614 3,844
Included in Sharehalders’ funds are aggregate net fereign
exchange diffarences as fellows;
Aggregate net foreign exchange differences included in 3 (i)
opening Shareholders' funds
Met fareign exchange differences for the year {1} {2}
Aggregate net foreign exchange differences included in -
closing Sharehoiders’ funds pA {3}
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Balance sheet 25 at 31 December 2010

MNoie Assels

15 intangible assets
Licence
Distribution nghls

Investments
i6 Land and buildings
17 investments in group underakings and parlicipating
interests
18 Other financial investmenis

18 Assets hald to cover linked liabiities

20 Reingurars’ share of tachnical provisions
Frovigion for ungamed premiums
Long-term business pravision
Claims cutstanding
Technical provisions for linked liabilities

Debters
Debtors arising ouk of direct insurance aperations
Palicyholders
Intermediaries
Cebtors arising cut of reinsurance operations
21 Other deblors

Other assels
22 Tangible assets
27 Cash at bank and in hand

Frepayments and accrued income
Accrued interest and rent
Deferred acquisition costs
General business
Long-lerm business
Accruaed external dividends receivable
Qther prepayments and accrued income

Total assets (excluding pension assel)
12 Pension asset {net of related deferred tax)
23 Teotal assets {inciuding pension asset)

19

2010 £m 2009 £im
84 104
123 126
217 230
6,224 5952
6,190 6,243
81,343 76,769
63,757 88,954
10,290 7,648
2 2
12,811 11,838
110 22
4,242 4,897
17,165 16,766
47 50

18 10
2,607 2,401
1,338 1,116
4,010 3,576
8 7

955 856
483 863
612 600

7 g

180 161
57 55
169 110
1,025 832
127,427 118,959
53 46
127,480 119,015




THE PRUDENTIAL ASSURANCE COMPANY LIMITED

Balance sheef as at 31 December 2010 [continued)

Mote  Liabilities

2018 £m 2008 £
Capitat and reserves
24 Share capital 330 330
25 Revaluation reserve 726 047
25 Cther reserves 538 536
25 Frofit and loss account 2,018 1,BEG
2c Shareholders’ lunds - equity irterests 3.610 3,695
26 Fund for future appropriations 10,385 10,330
Technical provisions
Pravision far unearned premiums 18 16
32 Long-term business provision 92,620 86,900
Claims outstanding 478 480
8 Equalisation provision gl 1
Ungamed revenue provision 46 43
Total technical provisions 93,163 87 410
Technical provisions Tor linked liabilities 14,532 12,548
Provisions for cther risks and charges
7 Ceferred taxation 841 £40
Cther 14 13
BB T Ees
Craditers
Creditors ansing out of direct insurance operations 106 77
Creditors ansing out of reinsurancs operaticns 98 &2
Amounts owed to credil institutions 46 45
Cther borrowings not owed to cradit institutions 347 350
28 Other creditars including taxation and social security 4,151 3,733
29 Preference shares 1 1
4,749 4,267
Accruals and deferred income 176 111
Total liabilities 127,480 119,016

The accounts on pages 15 to 76 were approved by the Board of directors on 28 March 2011,

aY PR
%Lf 5

A M Crjssley
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THE PRUDENTIAL ASSURANCE COMPANY L IMITED

Notes an the financial statemenis

1. Accoynting Policias

b Basis of Preparalion

The financial statements are preparad in accordance with Part 15 of lhe Companics Acl 2008 and
Schedule 3 of The Large and Medium-sized Companies and Groups (Accounts and Reporis)
Regulations 2008, The financial statements comply with applicable accounting standards (UKGAAR)
and the ABI SORP, and have been prepared under the historical cost accounting rules, meodified to
include the revaluation of investments.

As the Corpany is a wholly owned subsidiary undertaking of another company registerad in England
ang Wales, group financial statements are nof prepared.  Accordingly, the financial statements present
information alxout the Company as an individual undertaking and are not consolidated.

The Coampany has taken advantage of the exemption under FR31 {Revised) 'Cash flow statemenis’
from preparing a cash flow statement. The Company has not presenled all the supporing disclosures
required under FRS 27 'Life Assurance’ on the basis that the Company is mere than 80 per cent owned
within a group and the Company is included in the publicly available Prudential ple group financial
statements which provide infarmation on a group basis complying with this requirement.

The directors have a reasehable expectation that the Company will be able to continue in operational
existence for the foresesable future and thus continue to adapt the going concern basis of accounting in
preparing the financial statemeants. This conclusion has been based upon the following: the Company is
& subsidiary within the Prudential Group and it, s parent company and the ulfimale parenl company are
continuing to trade and there are no plans for iguidation, the Company has a healthy sclvency margin,
well in excess of the Minimuny Capital Requiremeant (MCR) and Enhanced Capital Requirement (ECR)
(Mote 35 on page 72), is supported by its inherited estale (Mote 33 an page 54), generates positive
cashflows and has very low debi-financing. In addition consideration has alse been given o the
Company's performance, the marke! in which it operates, its strategy and risks and uncertainties, as set
aut in the Business Review on pages Z to 10, the managemenl of financial risk as set out in note 34,
incloding its exposore 10 liquidity dsk and cradit risk.

B, Change in accounting policies

The Company has implemented the following changes in preparing its results for the year endad 31
Becember 2010. These slandards closely reflect the reguirements of International Finandcial Reporling
Standards {IFRS) and form part of the continuing corwergence of UKGAAR to IFRS requirements in
the LK.

The amandments to FRS 20 'Group cash seltled share-based payment transaclions' which expanded
FR5 2 to bring into scope group cash-setiled share-based payment fransactions became effective far
the Campany in 2010, These amendments incorporated the guidance in UITF 49, ‘Scope of FRS 207
and UITF 44, '"Group and Treasury Share Transactions’ which were withdrawn as a result. In particular,
the amendments specify that the enfity which has the obligation to selile the share-based payment
arrangement shall recognise it as an “eguity-zettled transaction” if it is settied in its own equity
instrumants and as “cash-settled transaction” ptherwise, no matter which entity in the group receives the
goods or service in the arrangement, The Campany's share-based payment accounting freatment prior
to 2010 was consistent with these amendmants and accordingly, there was no impact on the Company's
resuits and financial position upon the adoption of these amendments.

In addition, following the UK Government's announcement in July 210 of the use of the Consurmer
Price Index (CPi) rather than the Retail Prce Index (RP) in its determination of the statutory minimum
pension incregses for private sector occupational pension schemes, in December 2010, the ASB's
Urgent lssee Task Force (UITF) publishad its abstract UITF 42 providing guidance on the accounting
implications of the change. See note 12 for further details.

Further, in 2010, the Company adopted the Impravements to Financial Reporting Standards 2009, the
Amandment to FRS 25 ‘Financial Instruments:. Presentation' — Fuftable Financial Instruments and
Obligations Arising On Liguidation. Their adoplion had no malerial impact on the financial stalements of
the Company.
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THE PRUCENTIAL ASSURANCE COMPANY LIMITED

Notes on the financial statements {continued)
1. Accountina Policies {continued)
. Long-term Business

The measuramant basis of assels and liabililies of long-term business contracts is dependent upon the
classifcation of the contracts under FRS 26 as either insurance contracts, if the level of insurance nisk is
significant, or investment contracts if the risk is insignificant. A further distinction & made between
investiment confracts with and without discretionary paricipation features. Discretionary paricipation
features represent the contractual righl to receive additional profit-sharing benefils as a supplemenl to
guaranteed benefits, The Company's insurance confracts and investment contracts with discretionany
participation features are prirmanily with-profits and ather protection tyvpe or annuity pelicies. The investment
contract without discreticnary participation features classification applies primarily to certain unit-linked and
simiar contracls writlen by the Company. insurance conbracts and investrnent conbracts with discrelionary
padicipation features are accounted for under previously applied UKGAAPR, as sef out in the ABI SORP.
Investment contracts without discretionary participation features are accounted for as financial llabiities
under FRS 26 and, where relevant the provisions of the ABl 50RF in respect of the aftaching investmant
management feaiures of the contracts, FRS 28 applies a diflerenl accounting treatmeant (o these confracts
than that previcusly applied pimarly in respect of deferred acquisition costs, deferred income reserves
and provisions far future expenses commonly called "sterling reserves” (see below).

A fuher feature is that investment contracts wilhout discrelionary participation fealures are closer in nalure
io a deposit style arrangement between the investors and the Company. Premiums and withdrawals far
these contracts are recorded within the balance sheet as a movement on the investors” Bability and the
long-term business technicat acoount refiects the fee income, axpenses and taxation on the contracts. The
provisions for investment contracls withoul discrelionary participation features are included in Technical
FProvisions for Linked Liabilities in the balance sheel.

Technical account treatment:

Premiums and annuity considerations for conventional with-prafit policies and other protection type fife
insurance and anrtuity policies are accounted for when due. For unit-linked business and unitised with-
profit poficias, premiums are accounted for when the lighilities arfsing from the premiums are created.
Premiums exclude any taxes or dulies based on premiums. Pensions annuity cortracts that vest dusing
the year are included in claims incurred and premium income at the annuity purchase price.

Claims paid include maturities, annuities, surrenders and death. Maturity claims are accourted for on
the policy maturity date, Annuily claims are aceounted for when the annuity becomes due for payment.
Surrenders are accounied for when paid and death claims when notified.

Under FRS 26, the accounting freatment for investment contracts without discretionary participation
teatures reflecis lhe deposil nature of the arrangement with premiums and claims refiected as deposits
and withdrawals taken directly to the balance sheet as a movement on the investors' liability with the
iong-term technical account reflecting fee income, expenses and taxation on these contracts.

The cosis of acquiring new non-profit insurance confracts, principally cormmission and certain costs
associated wilh policy issue and underwriting, which are not matched by policy charges arg capitalised
and amorlised zgainst margins in fulure revenues on the related insurance contracts for non-profit
buginess te the extent that the amaunis are recoverable out of margine,

Under FRS 28, for the investment contracts without discretionary participation features, only the
incramental, direclly attributable acquisilion costs relating to the securing of invastment management
element of the contracts can be capitalised and amortised in line with related revenue.  If these
contracts invoelve up-fronl charges, this income is alzso deferred and amortised through the technical
account in line with cantractual service provision.

Stering reserves, as defined above, are not permitied to be recognised under FRS 26 for investment
cantracts.

Bonus additions made to policies are included in {he change in lhe long-term business provision or,
whera the policy is no longer in force, in ¢laims incurred.

Profits comprise actuarial surpluses allocated to shareholders adjusted, other than for with-profits

business, for he deferral of acguisition costs and movements in the shareholders' inleresl in raserves
held within long-term funds. For with-profits business, unappropriated surpius is carred forward in the
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Nofes on the financial statemenis (continued)

1. Accounting Policies {continued)

fund far future appropriations and no allocation is made to the sharehofders. There is no deferral of
acquisition costs for with-profits busingss.

The fund for fulure approprialions comprises amounts arising in relation fo participating policies and
other non-inked policies, the allacation of which lo policyholders or to shareholders has not baen
determined at the balance sheet date.

The assumplions used o caloulate the fong-term business provisions are described in note 32

The Company applies FRS 27, which impacts the basis of reporing for the with-profits business
provigions. FRS 27 is underpinned by the FSA's Peak 2 realistic basis of reporting.

Realistic reserves are established using besl estimate assumplions, and Laking into account the firm's
requiatory duty (o treat its customers fairly,

The FSA realistic value of liabilities is calculated as:

(i) a with-profits benefits reserve (WPBR) plus
(ii} future policy related liabilities (FPRL) plus
{iii} the realistic current liabilities of the fund

The WPBR is the main componant of the product related lability, and is mainly defermined using a
ratrospeciive assst share calculation.

Asset shares are calculaled by rolling up fhe premiums paid, less expenses and charges using the
actual investment retums garmad an the with-profits fund. The assumptions used within the asset share
calculations are consistent with those that are aciually used to determine policyholders’ bonuses. A
pumber of adjustments are made o reflect fulure expected policyholder benefits and other outgoings.
For certain classes of husiness including conventional with-profits whole life, industial branch and many
pensian conbracts [which have capped charges) & prospective bonus reserve valuation is performed
instead, valuing fuiurs claims and expenses using the expected future bonus rates.

The FPRL includes a market consistent vatuation of the costs of quarantses, oplions and smoothing.
This is determined using stochastic modedling. The FPEL also includes other liahiities such as tax on
shareholder fransfers and enhancements to policy benefits arising from the distribution of surplus from
nor-profil business wrillen wilhin the with-prefits fund or from the Company's subsidiary, Prudential
Annuities Limited (PAL), For the Scattish Amicable nsurance Fund (SAIF) the FSA realistic liabilily
salcafation requirgs that all of the surplus within the fund is distributed to policyholders and therefore the
FPRL isincreased up to the poinl where the fund has no working capital.

The FSA realistic value of fiabililies is adjusted in aceordance with FRE 27 to ramove the presant value
of sharghalder transfers and related tax. Sharcholder transfers are recognised as a labilily for the
purposes of FSA regulatory refurns but, for accounting purposes under FRE 27, shareholders' franslers
are recogrisad only on declaration, consistent with the current basis of financial reporting.

The reported assels include the Company's interest in its subsidiary, PAL, adjusted from the valug
reported in tha FSA realistic balance to reflect differences in the provisioning and capilal reguirements
between the accounting and FSA realistic basis.

Under FSA reporting, the assets include the present value of future profits of PAL and of non-profif

business written within the with-profit funds. Under FRS 27 these items are not recognised. Similarly,
that part of these future profits which is included in the FSA FPRL is excluded under FRES 27.

o. General Business
General insurance business is accounted for on an annual accounting basis,
Premiums are accounted for when risks are assumed. Premiums are shown gross of commission and

exciude any taxes or duties based on premiums. tn delermining the result, the proporion of premiums
wiitten relating to periods of risk heyond the year end is carried forward to subsequent, accounting
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1. Aceounting Policies {continued)

periods as unearned premiums, cafculated on a daily basis, so that earned premiums relate to risks
carried during the accounting period. A similar treatment is applied fo acquisition expenses.

Claims incurred comprise the sattlement and handling costs of paid and outstanding claims ariging from
avenis oceurning in the year and adjustmenls o prior years’ claims provisions. QOutstanding claims
comprise claims incurred up to but not paid at the end of the accounting period whether reported or not,

An uynexpired risks provision is established for any excess of expected claims and deferred acquisition
costs over unzarned premiums and investment return. The assessment of expecled claims has regard
to claims experence up tn the end of the accounting peried.  No specific provision is made for major
events acourting after this date,

An equalisation provision has been established in accordance with the requirements of the Prudential
Securcebook for Insurers in order o reduce the impact of claims valatiily.

Transactions in respect of general business cperations in run-off are accounted for within the general
business technical account.

E. Reinsyrance

In the normmal course of busingss the Company secks to reduce loss exposure by rainsuring cerdain
fevels of risk in various areas of exposura with ather insurance companies or reinsurers. An assel or
liability is recognised in the balance shoet representing premiums due to or payments dua from
reinsurers and the share of benafifs and claims recoverable from reinsurars. The measuremant of
reinsurance assets is consistent with the measurement of the underiying direcl insurance contracts,

F. Invesiments

Investment income and realised and unrealised gains or losses in respect of long-term business are
included in the iong-lerm business technical acceunt. Other investment income and realised gains or
tosses and, except in respect of shareholder investments in subsidiaries, unrealised gains or losses, are
included in the non-technical account,

Realised gains or osses are determined as the difference befween net proceeds on disposal and the
purchase price. Mavements in unrgalised gains or losses comprise the change In the value of
investments held al the balance sheet date and the reversal of unreafised investmeant gaing and losses
recognised in earlier accounting periods in respect of investment disposais,

Sharehalder investments in entities that undertake long-term business are shown al current values
using embedded values as defermined in accordance with the European Embedded Value prnciples
issued by the CFO Forem of Europsan Insurance Companies in May 2004 and expanded by the
Additional Guidance an Euwropean Embedded Value Disclosures issued in October 2005. Investments in
other subsidiaries are valued at net asset value. The movement in valuas is taken 1o the ravaluation
reserve, other than a pemanent diminution in value, which is faken to the non-technical account,
Investments in participaling inlerests are carried at fair value.

Under FRS 26, upon initial recagnition financial investments are recognised at fair value. Subsequently,
the Company is permitted, subject to specific criteria, to designate its imvestmants as either financial
investments at fair value through profit and loss, financial investments held on an availzble-for-sale basis,
Trancial investrments held to maturity, or loans and recelvables. The Campany hoids financial investments
an the following bases:

{i} Firancial investmenls ai fair value through profit and loss — this comprises assets designated
by management as fair value through profit and loss on inception and dervatives which are
deemied to be held for trading. These investments are valued al fair value wilh alt changes
thereon being recognised in the profit and loss account. An analysis of net gainsflosses is
disclosed separataly in nole 3 on page 30 and note 15 on page 46.

{if} The Company uses bid prices fo value its quoted financial imvestments. Actively raded
irvestments withaut quated prices are valued using external broker bid prices. If there is no
active established market for an investmant, the Company applies an appropriate
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Notes on the financial statements {confinued]

1. Accounting Policies [continued)

vatuation technique such as discounted cash flow technigue. Further information on
valuation technigues is provided in note 34 (A) on pages 55 to 58,

(iif) Loans and receivables — these comprse investments that have fixed or deterrminable
payments and are not designated as fair value through profit and loss or available-for-sale.
These investments include loans secured by martgages, deposits and loans to policyholders
and other unsecured loans and receivables, These investments ara carried al amortised cost
using fhe effeclive interesl melhod and subject to impairment reviews, The Company
measures the amount of the impairmant loss by comparning the amortised cost with the
present value of its estimated fulure cash flows discounted at the oniginal efiective interest
rate. Cerain mortgage Inans of the Company have been designatad al fair value through
profil and Inss as lhis loan porifalio is managed and evaluated on a fair value hasis and
these are includad within loans in the balance sheet.

The Company uses derivatives for efficient portfolioc management to obtain cost effective and efficient
arposure to various markets and o manage exposure to interest rate, currency, credit and other
husiness risks, The Company designates as a fair value hedge certain fixed to floating rate swaps which
hedge the fair valuz exposure to interest rale movements of cerain of the Company's operational
borrowings. Movements in the fair value of the hedging instruments are recorded in the long term
technical account. All derivalives that do not meet the relevant hedging criteria are carried at fair value
with movements in fair value being recorded in the long term technical account.

Froperties are valued annualy, by a number of different professional external valuers, at market value
ag definad in the Appramal and Valualion Manual issued by the Roval Institute of Chartered Surveyors
in parficular Practice statemant 3.2. In accordance with SSAP 19, no depreciation is provided on
invesimen! properties as lhe directors consider that to depreciate them would not give a true and fair
wiew.

In accordance with the provisions of Schedule 3, paragraph 76 of The Large and Medium-sized
Companies and Groups (Accounts and Reporls) Regulations 2008, there is & requirement to show the
ret book value on a historical cost basis of properties in 2 nole {o the accounts.  For this purpase
properties are depraciated over forty years, Leasehold properties are depreciated over forty years, or if
the lease is less than forty years, over the lengih of the lease.

3, Financial Lishiliies

Financial liabilittes are designated as either fair value through profit and loss, amortised cos! or Invesimenl
contracts with discretionary parlicipation features accounted for under FRS 26 and the ABI SORP,

The Company holds financial liabilities on the following bases:

{i Financial ligbitiies al fair value through profit and loss — these comprise denvatives,
investment contracts without discretionary  parlicipation features and certain creditors.
Derivative liabilities and certain creditors are valued at fair value with all changes thereon
being recogniged in the profit and loss account. An analysis of net gainsflosses is disclosed
separately in note 3 on page 30 and note 18 ¢n page 46, Investment contracts withaut
discreticnary participation features are coversd in section C above,

{if) Financial liabilties that are not valued at fair value through profil and loss and are nol
investment confracts with discretionary participation features are mainly creditors shown at
setllementi value, The Company also has some operational borrowings where it has chosen
io designate as a fair value hedge cerlain fixed to floating rate swaps which hedge the fair
value exposdre to interest rale movements of these bomrowings.

(i} Invesimenl contracts with parlicipation features. The accounling policy is covered in section
C above.
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Notes an the financial sfatements (cantinuad)

1.___Accounting Pelicies (continued)

H. Tax

Tax is charged on all taxable profits arsing in the accounting period. The UK HM Revanuee & Cusloms
rules for faxing long-term business are significantly different to those applying to non-insurance
companies and the different classes of business written by the Company are themselves subject Lo
distingt nules. Furthermore the tax calculations are performed using data from the regulatory returns
submilted to the FSA rather than the financial slaternants. There may be significant and complex
differences hetween the reguiatory and accounting bases,

Except where otherwise required by accounting standards, full provision for deferred tax without
discounling is made for all liming differences which have arisen bui not reversed at the balance sheet
date.

[ Foreign Currencies

Fersign currency revenue transactions are translated af average exchange rates for the year, Monetary
{oreign currency assets and liabilties are translated at year end exchange rates. Exchange differences
on long-tenm business and an netinvestiments in foreign enterprises less matching borrowings are taken
1o reserves. Clher exchange diffarences are included in the profit and {oss accounl.

J. Tanqible Assets

Tangible assets, principally fixtures and fillings, building improvements, computer equipment and
software developmeant expenditure, are capitalised and depreciated by equal annual instaiments ovar
their estimated useful lives. Fixfures and fitttings and building improvements are depreciated over ten
years, computer hardware over five years and software over three years,

K. Pension Costs

The Company applies the requirements of FRS 17 'Retirement Benefits’ as amended December 2008,
The Pradential Group operates a number of defined contribution and defined benefit pension schemes
and a portian of these defined benafit pension schemes' surplus ar deficits is attibuted to the Company.
Furtiver detzils are disclosed in note 12. Contributions in respect of defined contribution schemes are
recognised when incurred.

The assets and liabilities of the defined benefit pansion schemes of the Prudential Group are subject to
& full triennial actuarial valuation using the projected unit method. Estimated future cash flows are
discounied at a high quality corporate bond rate, adjusied to allow for the difference in duration between
the bond index and the pension lisbiites where appropriate, o determing ds present value. The
Prudential Staff Pension Scheme (PSPS) is the largest defined benefit scheme and accaounts far 86% of
the underlying schama liabilities of the Prudential Group's defined benefit schemes under FRS 17. The
differgnce between the fair value of the scheme assels and the aclearial value of the scheme liabilities is
a surpfus or deficit on the scheme. The Company's share of pension surplus is recognised o the extent
that the Company is able to recover a surplug either through reduced contributions in the future or
through refunds from the scheme.

The zggregate of the actuadally determined service cost of the currently employed persennel, the
unwind of discount an liabilities at the start of the period, gains and losses on settlements and
curtailments, less the expected investment return on the scheme asseis at the start of the reporiing
perod are recognised in the profit and ss account. To the exient that part o all of the Company's
interest in the pension surplus is not recognised as an asset, the unrecognised surplus is initizlly applied
o exlinguish any past service costs, losses on settlements or curailments that wauld otherwise be
included in tha prefil and loss account. Mext, the expected investment return on the scheme assets is
resiricied so that it does not exceed the {otal of the current service cost, interesi cost and any increase
in the: recoverable surplus. Any futher adjustment Tor the unrecognised surplus ts treated as an actuarial
gain or loss,

The actuanal gains and logses which arse from assumptions, the difference between actual and
expacted investment return an the scheme assets, and experience gains and losses on labilities arg
recognised in the long-term technical account. Actuarial gaing and losses alsa include adjustment for
unrecognised pension surplus as described above.
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Hotes on the financial statements (continues)

1. Aggounting Policies (centinuad)

L. Intangible Assetls

Intangible assels ara carried at cosl Isss amartisation and any accumulaled impairmenl losses.

fmkangible assels include a licence, which represents the value of an agreement with a fellow subsidiary
company far the use of certain Scottish Amicable assets, which is being emortised over a penod of 20
years to 30 Seplember 2017, on a basis consistent with Lhe revenue stream from the agreement.

Intangible assels also include distribution rights which relate to facilitation fees paid in relation o the
bancassurance partnership amangaments in Asia for the hank distribulion of insurance products for @
fixed period of time. The distribution rights amounts are amortised on the basis ta reflest the pattern In
which the distribution rights’ future economic benefils are expsacied o be consumed by the Company by
reference to new business levels.

M. Cividend Policy

Interim and final dividends are recognised in the period in which they are declared to the extent that they
are uncanditional on any future events. Dividends declared affer the balance sheet in raspact of the prior
reporting period are treated as a non-adjusting event,

N. Share-hased Payments

The Company offers share award and option plans for certain key employess and a SAYE plan for al
UK and cerain overseas employees. The Company has both equity-seltled plans and cash-settled

plans.

Share options and awards of the parent company's equity instruments, for which the parent company
{Pradentiat plc) has the obiigation to settle, are valued using the share price at the date of grant and are
accaunted for as equily-setiled ie, recognised in equity as a capital contribution from Prudential ple.,
Share options and awards for which the Company has the obfigation to sefile are valued using tha share
jrrice at the balance sheet data and are accounted for as cash-sattled i.e. as an abligation to transfer the
equily instruments of Prudential ple. The compansation costs for all a2wards and options are recognised
i net incame over the plans’ respective vesting periods.
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MNotes on the financial siatements (gcontinued)

2. Segmenial analysis

{a} Long-term business

Premiums and profit Gross premiams

written

2010 £m 2009 £m

Balance on the
technical account

United Kingdom 5,072 4,976
Hong Kong 1,224 1,003
France 188 259

6,484 6,238

hefore tax
2010 £m 2002 £m
i fi3t) 345
36 57
- 1
425 403

New business
Regular premlums

2010 £m 2008 £m

Single premiums

United Kingdom 260 237
Haong Kong 273 225
France 1 -

564 452

2010 £m 2009 £
4,264 3,920
106 G2

157 259
4,527 4,281

Single premiums include UK Deparment of Work and Pepsions rebales business and increments
under exisling group pension schemes. Reqular premiums are determined on an annualised bagis.

Mew business premiums include those contracts excluded from premivm income in the 2010 lechnical
account under FRE26 and the ABI SORP (as amended in December 2006} These are investment

coniracts without discretionary parlicipation features and carry no significant insurance risk.

Analysis of premium_income

Gross written premiums:-
Direct
Reinsurance accepled

Analysis of gross direct premiums.-
individual business
Group contracis

Regular premiums
Single premiums

Farticipating contracts

Nan-participaling contracts

Linked fong-teim contracts (excluding investment contracts without
discretionary padicipation features)

United Kingdoem
Hong Kong
France

Met reinsurance inceme

2010£m 2009 £m
5,957 5747
527 491
6484 06238
5,380 5,190
367 557
5,957 5,747
2,285 2,167
3,672 3,580
5,057 5.747
4,745 4,567
508 549
704 631
5,857 5,747
4733 4,744
1,224 1,003
5,057 5747

Net reinsurance income in respact of long-term businsss for the year ended 31 December 2010 was

E387m {2002: income of £2,035m).
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Notes on the financial statements {continued)

2, Segmental analysis {centinued)

fb} _General business
Fremiums and underwrifing result Gross premiums
written
2010 2009
£m £m
Continuing operations Hong keng 35 34
Operations in nan-off United Kingdom - -
_3% 34
Gross Gross Gross
Analysis of technical Premlums Premfums Claims
account Written Earned Incurrad
20900 2009 2010 2008 2010 2009
£gm  fm £m Em £m £m
Motor
-other classes 2 2 2 s - P
Marine, avialion and
transport - - - - - -
Fire and other
damage 4 4 4 4 7 2
Other L2928 28 28 1T 13
25 M 34 34 24 X

Underwriting result

2010 2002

£m £m

2 1

L2

Gross

Operating Reinsurance

Expenses Balance
2010 2000 2010 209
£€m  £m  Em  Efm
1 1 L] 1
4 2 {1) (2}
a1 L)
14 4 8 (7

The geographical analyses of long-tem and general busingss premiums are based on the territory of
the operating unit assuming the risk, Fremiums by teritory of risk are not matertglly different.

(c)

Shareholders' other income and funds

Shareholders’ other income and shareholders' funds, taking into account the focation of business operations
of subsidianes, relate to the following countries:

United Kingdom
Taiwan
tndonesia

Total profit on
ofher activities

2010 £m

7
4

75

Pl

Shareholders’

funds
2009 Em 2010 Em 2009 £m
57 3610 3,100
4 - 15
28 - 584
183 3,610 3,699




Motes an the financial statements {contimed)

3. Investment income

Longterm business Non-technical account

2010 £m 2008 £m 2010 £m 2008 fm

Income from:
Group undertakings 568 385 - 27
Other investmants
Land and buildings 445 564 - -
Listed investrments 2.6 2,694 - 1
Unlisted investments 2649 288 - -
Other invesiments 207 247 58 56
4,209 4,178 58 79
{Losses}on loans and receivables {17} {126} - -
Gains on the realisation of investments at fair
valua through profil and loss othier than
derivatives 3,022 2285 3 2
{Losses) gains on the realisation of dervatives
— see nofe 34 (819 650 - -
Exchange gains (losses) a¢ (177} 1 {4)
Fees for policy administration and asset
management services arising from unit-linked
investrment contracts 22 15 - -
6.513 6,525 62 77

4, Bonuses

Bonuses added during the year are inciuded in the change in the long-term business provision ar,
whers the policy is no longer in force, in claims incurred. The total cost of banuses was £2 6G8m

{2002 £2.545m).
5. Net aperating expenses
l.ong-term business General business

2018 £m 2008 Fm 2016 £m 2009 £m

Pepreciation 3 3 - -
Acouisition costs 445 385 10 10
Change in defarred acquisition costs (19} {2) N {1
Administrative expenses 337 424 4 3
Armartisation of licence and gisltribution rights 17 15 - -
{Mot= 15)

783 235 3 T4

Acguisilion costs include commissions in respact of long-term direct insurance business of £294m
{2008: £266m) and general direct insurance busingss of £9m (2008 £10m). Adminisirative expenses
are principally recharged from Prudential Cistribution Limited, a service company within the Prudential
Group.

Mo exchange diffarences have been credited (chargad) to administralive expenses,
6. Investment expenses and charges

Long-term business Non-technical account

2010 €m  20096m  2010Em  2000£m

Investment manzgement expenses 233 268 - -
Inferest on bank borrowings 27 7 - -
260 275 - -
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Neotes en the financial statements {continued)

7. Tax
a)_Tax charged {credited) Long-term funds Bhareholders’
Profits

2010 £m 2008 fm 2010 £m 2009 £m
Gurrent Tax
tK corparalion tax 378 510 16 13
Doubde lax reliel {17} {15) - (1)
Overseas tay a5 34 1 3
Adjustrments in respect of prior year {7 39 (22) 18
Total currant tax 38T SBe {5) 3
Deferred tax
Origination and reversal of timing differences 184 285 {1 1
Effect of changas in tax rate on closing balances {&) - - -
{Moke i}
Adjustrments in respect of prior year 21 - i . -
Total defarred tax 109 285 - 1
Shareholders' attributahle tax
Current - - 45 168
Ceferred - - 72 {&7)
Total shareholders' aftribulatle tax - - 121 1141
Tax sllocated te nen-technical account 4 (1) 4 1
Tax charge on profit an ordinary activities 582 B52 120 144

Note {i} The UK government's tax rate changes to 27 per cent has had an effect of redusing (ha net
deferred tax balances as at 31 Dacember 2010 by £€6m. The UK government has proposed future
phased rate changes to 23 per cent, which are nof factored info the tax charge above,

h]_Factors affecting tax charqge for the period

2010 Em 2009 £m
Profit on ardinary activities before tax 1,083 493
Profit on ordinary activities multiplied by effective rate of corporation tax
in the UK of 28 par cent {2009 effeclive rale of 28 per cent) 2a8 138
Permanent differences 5 {t)
Adjusiment to current tax in respect of previous periods {25} 13
Differant Lax bases of long-lerm insurance {current and deferred) {63} 56
Effect of short term timing differences 1 5
Effect of overseas lax 2] {2)
MNon-taxable dividend ingome ] {9)
Gains not laxable (157) -
Current tax charge for the perod 43 200
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Notes on the financial statements (continued}

¢} Balance Shaet Attributable to Attributable to
Long-term funds Shareholders'
funds

2010 £m 2009 £m 2010 £m 2008 £m
Provigion for Deferred Tax
Accelerated capital allowances {2) (5} - -
Policy reserves 121 1% - -
Short term timing differarces {41} {103} {3 (3)
Unrealised gains 831 Yo7 - -
Delerred acquisition costs {&5) {71] - -
Undiscounted provision for deferred tax liahifity
fdeferred tax asset) 844 543 {3} {3}
Deferred tax liabilily (deferred tax assel) at start
of the pericd 642 354 {3 {4)
Ceferred tax charged in techrhicalf
non-technical account for the period 201 289 - 1
Ceferred tax liability (deferred tax asset) at end
of the period 844 G43 {3) {3

The defarred tax liahility relating to the pension asset attributable to the Gompany of £4m (2008: £5m)
has been nelted off against the pension asset on the balance shest. The movement in this defarred fax
liability has been included in the tax charge within the technical account,

8. Equalisation provision

An equalisation provision has been established in accordance with the requirements of the Prudential
Sourcehook for Insurers. The provision, which is in addition to the provisions required 1o meet the
anticipated ukimate cost of setlement of ocutstanding claims at the balance sheet date, is required by
Schedule 3 of The Large and Medium-sized Companies and Groups (Accounts angd Reporis)
Regulations 2008 to bhe included within technical provisions in the balance shest, notwithstanding that i
does not represent a fiability at the balance sheet date.  This has had the effecl of reducing
shareholders’ funds by £1m {2009: £17m). There has been no movement in the equalisation provision
during the year (2009: Nil), An IBNR {Incurred bul not reported) provision has been maintained.

9.  Operations In run-off

Operations in mun-off comprise UK personal and commercial {ines of general insurance business.
The profit and loss account includes the following amounts in respect of these operations:

2010 £m 2009 £m

Premiums eamed, net of reinsurance {63) -

Claims incurred, net of reinsurance

Claims paid - (2
Change in provision for claims i 3
Totat 1 1
Net oparating expenses SN & ) SO 411
Techrical result e e e A e e
invesiment return > -

Operating profit before tax . _
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Notes on the financial statements {continued}

The significant movement in premiums and change in provision for claims from 2008 is because the
Company entered infe 2 100% guota share reinsurance agreement, subject 1o paid claims limits, in
respect of its commaearcial ines general insurance business in run-off, on 30 June 2010. The effective
dale of the agreemenl is 1 January 2010, The business reinsured is mostly UK employers' liahility and
public lisbikty business. These arrangements exclude the business coverad by the Solvent Schaemea of
Arrangement.

During 2005, the Company enlered inlo a Solveni Scheme of Arrangement under Section 425 of the
Companies Act 1985, the legisiation in force at the time of the arrangement, in respecl of cortain closed
Marine and London fMarket business, Al claims lodged by creditors by the Scheme submission date
have now been setfled, and related claims provisions in these financial statements have been released.
In accordance with the terms of the Scheme claims notified after the final claims submission dale are
nitf valid, however an IBNR reserve has been maintained to meet legal fees incurred repudialing lals
reported claims and to meet claims fram countries outside the jurisdiction of the Schems,

10.  Acquisition and disposal of subsidiaries and participating interests

On 1 August 2010 the Company's interest in Prudential Health Holdings Limited reduced lrom 50% lo
25%. The dilution Tolowed 1he acguisition by Discovery SA, the Company’s pariner in the PruHeallh
venture, of Standard Life Healtheare. The profil on the partial disposal is £3m. The profil is caleulated
as the difference hetween tha reduction in carrying value following the dilution to 25% (£32m), offset by
the Company’'s share of the erease in value of the venture following the acguisition of Slandard Life
Heglthcare (£35m). Prior fo the partial disposal, movements in the value of this company, were taken to
the revaluation reserva. The impact of the disposal on the revaluation reserve is shown in nole 25.

On 29 June 2010 the Company transferred PT Prudential Life Assurance, its life assurance subsidiary in
indonesia, to Prudential Corporation Moldings Limited for £584m.  Affer taking mnfo account the cost of
£27m the profil on disposal was £5682m. Prior 1o lhe disposal, movaments in the value of this company,
were taken to the revatation reserve. The impact of the disposal on the revaluation regerve is shown in
note 25,

The Company {ransferred PCA Secarities Invesiment Trust Company Limited, its subsidiary in Taiwan,
to Prudential Corporation Holdings Limited in twa tranches on 17 May 2010 and 3 June 2010 for a tofal
of £74m. After taking into account the cost of £78m the loss on disposal was £4m. Prior to the disposal,
movements in the value of this company, were faken to the revaluation reserve, The impact of the
disposal on the revalualion reserve js shown in nole 25,

There were ng acquisitions or disposals of subsidiaries or paricipating interesls in 2009,

11, Transfer of Prugential Heiborn Life Limited and Prudential (AN) Limited

On 31 October 2010 the business of Frudential Holborn Life Limited fransferred into the Company
following a Part VIl Transfar under the Financial Services and Markels Act 2000, The business
transferred into the non-praft sub-fund of the long-term business fund. The long-term funds transferred
contained unallocated suiplus of £33m which s included as profit in “investment Income” in lhe Long-
term Business Technical Account,

On 31 Qotober 2010 the business of Prudential (AN) Limited transferred into the Company following &
Part Vil Transfer under the Financial Services and Markels Act 2000, The business transferred into the
non-profit sub-fund and with-profit sub-fund of the long-term business fund. The long-term funds
transferred contained unallocated surplus of £5m which is included as profit in “investment Income” in
the Long-term Business Technical Account.

12, tnformation on staff and pension costs

The average number of persons employed by the Company during the year 919 2009

Wah!

United Kingdom 16 19

Hong Kong 797 782
813 5H
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The majarity of emplovees in the UK are employed by Prudantial Distribution Limited, a service
company within the Prudential Group.

The costs of employment ware; 2010 Em 2009 £m
YWages and salaries 41 36
Social security and pensian costs 2 3

43 39

Defined Benefit Pension Schemes

The majorty of staff emptoyed by the Prudential Group in the UK are members of the Prudential Group's
pension schemes. Tha larges! scheme is the Prudential Staff Pension Scheme {PSPS). This schame is
primarity 2 defined benefit scheme but no employess with employmeant offers after 31 July 2003 ars
eligible for membership of the defined benefit section of the Schemea. At 31 December 2010, on the FRS
17 'Hetirement Benefity’ (FRS 17) basis of valuation, the underlying PSPS liabililies accounl for 86%
{2008 86%) of lhe aggreqate hahilities of the Prudential Group's defined benefit schemes. There is also
a smaller defined benesfit scheme, Scottish Amicable Pension Scheme (SAPS) in which the Company
stafl parlicipate.

For the purposes of preparing consolidated financial statements, the Prudential Group anplies IFKS
basis accounting including |AS 19 'Employes Benefits' (A5 19). However, individual company actourts
of the parent, Prudential plc and the Company continue to apply UKGAAP including FRS 47, The FRS
17 disclosures are aligned with 1AS 19, The Prudential Group applies IFRIC 14, interpretation guidance
to 1AS 18 with the effect of derecognising the Predential Group's interest in PSPS surplus and
recognising an additional lability for the deficit funding obligatien for PSPS in the Group financial
slatements.

Far both schemes, the projected unit method was used for the most recent full actuarial vaiuations.
Defined benefit schemes are generally required fo be subject to full actuaral valuation every three years
to assess the appropriate bevel of funding for schemes having regard to their commilments. These
valuations include assessments of the likely rate of return on the assats held within the separate trustee
administered funds, PSPS was last actuarially valued as at 5 April 2009 using the projected unit
method. This valuation demonstrated the Scheme to be 106 per cent funded by reference fo the
Scheme Solvency Target that forms the basis of the Scherme's statutory funding objective. Accordingly,
the total coniributicns to be made hy the Group to the Scheme were reduced from the previous
arrangement of £70m — £75m per annum to £50m per annum effective from 1 July 2009, As PSPS was
in & sumlus posttion at the valuation date, ne formal recovery plan was required. However, recognising
that there had been a significant deterioraltion in Lhe value of the Scheme’s assets from 5 April 2008 to
the date of the finalization of the valuation, an additional funding akin to deficit funding agreed with the
P3PS Trustees. This is subjec! to a reassessment when the next valuation is completed. Deficit funding
for PSP is apportioned in the ratio of 70§30 hetween the Company's with-profits fund ang Prodential ple
Tollowing detailed consideration in 2005 of the scurcing of previous contributions. Empleyer contrbulians
for ongoing sarvice of current amployess have been apportioned in the ratio relevant to current activity.
In 2010, totak confributions {or the year, including expenses and augmentations, were £55m {2009
F&7m).

The valustion of SAPS as at 31 March 2008 demonstrated the scheme to be 81 per cent funded, with a
shorifall of actuarially determined liabilities of 9 per cerd, representing a daficit of £38m. Based on this
valuation, deficit funding amounts designed to eliminate the actuarial defigit over & seven year period
wers made from July 2009 of £7.3m per annum, Since the valuation dale, thare has been delarioration
in the funding level. During 2010, the Group agreed t0 pay additional funding of £5.8m per annum from
Octaber 2010 until conclusion of the naxt formal valuation, or until the funding level reaches 80 per cent,
whichever ig the earlisr.

For SAPS, it is estimated that approximately 50% of the FRS 17 deficit is attributable o the Company's
with-profits  sub-fund. Prior 10 2009, the olher proportion was attributable to the Company's
shareholders' funds and recognised in the Company's financial statements. In 2009, foillowing a
reassessment, the sharehaolders’ share of the deficit of SAPE was transfarred 1o be borne by Prudential
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Financial Services Limited, 2 fellow subsidiary undertaking of the Prudential Group with effect from 1
January 2002,

The next riennial valuations for PSPS and SAPS are scheduled to take place as at 5 Aprll 20141 and 31
Mareh 2011, respectively,

Carporate Gavernance

The nies of the defined benefit section of PSES, a final salary scheme, specify that, in exercising its
investment powers, the Trustee’s objective is to achieve the best overall investment returp consistent
with the securily of the assets of the scheme, In doing this, censideration is given to the nature and
gduration of the schema's liabilities. The Truslze sats the benchmark for Ihe asset mix, following analysis
of the liahilities by the Scheme's Actuary and, having taken advice fram the Investment Managers, then
sulects henchmark indices for each asset type in order lo measure investment performance against 3
benchmark return,

The Trustee reviews strategy, the asset mix benchmark and the Investment Managers' chiectives evary
threg years, lo coincide with the Actuaral Valuation, or earlier if the Scheme Actuary recommends.
Interim reviews are sonducted annuaily based on changing economic circumstances and financial
market levels.

The Trustee sets the general investment palicy and specifies any restrictions on types of investment and
the degrees of divergence pamittad from the henchmark, but delegates the responsibility for selection
and realisation of spacific investments to the nvestment Managers. In carrying out this responsibility,
the investment Managers are required by the Pensions Act 1995 (o have regard fo the need for
diversification and suitabiiity of investments. Subject to a number of restrictions contained within the
relevant investrment management agreements, the Investment Managers are authorised to invest in any
class of investment asset. However, the Investment Managers will not invest in any new class of
investment asset without prior consultation with the Trustes,

The Trustee consulis the Principal Employer, the Company, on these investment principles, but the
ultimate responsibility for the investment of the assets of the scheme lies with the Trustes.

The investment policies and strategies for the other defined benefit scheme, SAPS, which is a final
salary scheme, follow similar principles, bul have diffarent target aliocations, reflecting the particular
requirements of the schemes,

The key assumptions adopted for the FRE 17 valuations in PSPS and SAFS were.

2010 2009
b )
Frice inflation 355 a7
Rale of increase in salanes 5.55 2.7
Rata of increase of pencgions in paymenls:
FSPS
Guaranieed - LPI {Max 5%) 3.55 37
Guaranieed - LP| {Max 2.5%) 25 25
Discretionary 25 25
SAPS 355 37
Rale used fo discourd scheme liabilities 545 a8
Long-term expected rates of raturn Prospectively 2010 2008
for 20141
% % Yo
Equities g.20 8.50 G.50
Bonds 4.560 5.30 4,80
Properties 5.90 5,73 6.05
Other assets 4.75 475 200
Waighted average long-term expected rate of return 5.10 5.90 4.50
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The long-term expected rates of refurn have been delermined after applying due consideration ta the
requirements of paragraph 24 of FRS 17, in particular, taking account of the values of the aszets.

The calculations are hasad an current actuarially caiculated montalily estimatas with & gpecific allowance
made for future improvements in morality. The 2010 specific allowance is in line with cuslom calibralion
of the 2009 mortality modat fram the Caontinuous Martality [nvestigation Bureao of the Instilute and
Facully of Actuarigs ("CMi"). The 2009 specific allowance is broadly based on adjusted versions of the
meadium cohart projections prepared by the CMIL

The tables used for PSPS immediate annuities in payment &t 31 December 2010 were;

Male: 108.6 por cenl PNMA 00 with improvements in line with a custom calibration of the CP's 2009
mortality model, with a long-term monality improvement rate of 1.75 per cent per annum; and

Femzie: 103.4 per cent PHFA 00 with improvements in line with a custom calibration of the CMI's 2009
moriality moded, with a long-term mortality improvement rate of 1.00 per cent per annum.

The tables used for PEPS immediale annuities in payment al 31 December 2009 were.

Male: 100 per cent PMASZ with CMIR17 improvements to the valvation date and medium caohort
improvements subject 1o a flaor of 1.75% up to the age of 90, decreasing linearly to zarn by
the age of 120.

Female: 100 per cend PFASZ with CMIR17 improvements lo the valualion dale and 75% medium
cohart improvements subject to a floor of 1.0% up to the age of 30, decreasing linearly to
zero by the age of 120

The assumed life expactangies on reliremant at age 80, based on the martality table used was:

2010 2000
Years Years
Male Female Male Female
Reliring today 27.7 28.0 274 286
Retiring in 20 years time 30.3 311 30.1 30.8

The mean term of the current PSPS liabililies is around 18 years.

Using external actuarial advice provided by the professionally qualified acluaries, Towars Watson for the
valualion of PEPS and Xafinity Consulling for SAPS, the most recent full valuations have been updated
fo 31 December 2010 applying the principles prascribed by FRS 17.

In July 2010, the UK Government anncunced plans to use the Consumer Price Index {CFl) in placa of
ihe Retail Frice index (RF1} in its determination of the statutory minimuem pension increases for private
sector accupational pension schemas. kb December 2010, the Government pubtished the siatutory
revaluation order for 2017 which confirms the change fo use CPL. In addition, the Govarnment has alsa
published in CDecember 2010 a consultation paper which sets out the Governmeant's views on the impact
of the switch from RPI 1o CPIl will have on the private sector occupationsi pension schemes, The
consultation perod closed en 2 March 20171,

For the Company's defined benefit schemes, the pensions in defermant andfor pensions in paymant for
certain tranches of these schemes are subject to statutory increases in accordance with the schemes'
ruies and may therafors be affected by the Government's decision to change the indexation from RP| to
CFi. Other tranchas, where RP] is specified in the scheme rules, are unaffected,

n ling with the guidance of UiTF 48, the above has no impact on the results for the year ended 31
Decernber 2010. The impact of this change, if and when made, will be recogrisad in 2 fulure period.
However, due to the allocation of a share of the interest in financial position of the P3PS and SAPS to
the Company's with-profits fund, any reduction in the schemes' Habilities would have no effact an the
shareholders’ profit or shareholders’ funds of the Company.
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The assets and liabililies of FSPS and SAFPS were:

31 Dec 10 31 Dec 09 31 Dac 08

Em % £rn % £m %
Equities 728 13 1,018 19 o978 i9
Bonds 4,088 1 3,587 68 2,619 51
Propertias 205 3 278 3 290 g
Other assets 718 13 442 g 1,670 24
Total value of assets 5,777 100 5,325 100 5,157 100
Presert value of underiving scheme liabilities 5,433 4,851 £,473
Underlying surplus {defigit} in the schemes 333 374 654

Of which the following amounts have been atiributed to the Camparry:

Altributable to the Company's with-profits fund 57 81 a8
Altributable to the Company's shareholders” funds™ - - o - {22}
57 o1 76

After deducting deferred tax, the amcunts reflected in the balance sheet of the Gompany are:

2010 £m 2009 £m 2008 Im

With-profits fund 53 45 88
Shareholders’ funds® i m - (18)
53 46 72

* The shareholders” share of the deficit of SAPS previously borne by the Company's shareholders’ funds was
transferred o Prudential Financial Services Limited, a fellow subsidiary undertaking of the Prudential Group fram
2000,

The surplus in the Prudential Staff Pensien Scheme recognised in the balance sheet of the Company
represents the element of the amount which is recoverable through reduced future contributions that is
attributable to the Company and is nat of the apportionment to Prudential ple.

Underlying scheme assets and liahilities of PSP3 and SAPS

The change in the present value of scheme liabilities and the change in the fair value of the acheme
assets of PSPS and SAPS are as follows:

2010 E£m 2008 Em

Present value of scheme liabilities al beginning of year 4,951 4,473
Service costs — current a2 30
Interest cost 281 266
Employee conlributions 1 p
Acluarial logses 389 412
Benefit payments ] (226) (232}
Fresant value of scheme liabilities at end of year 54738 4,951

2010 Em 2009 £m

Fair value of schame assels at beginning of year 5,325 5157
Expected relurm on scheme assets 312 232
Employee coniribulions 1 2
Employer contributions” 69 76
Acluarial gaing 206 S
Benefit payments {226) {232}
Fair value of scheme assets at end of year 5777 5,325

* The contributions include deficit funding, ongaing service contributions, expenses and augmentations.
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Pension {charge} credit and actuarial {losses) gains of PSPS and SAPS

2010 £m 2008 £m
Pension {gharge} credit

Operating charge — current service cost {32) (30}
Finance incams {expenss):

Interest on pension scheme liabllities {281) (266}

Expected relurn on pension scheme assels 3z 232

H {34}

Total pension (charge} credit of the schemes SO & ) S -1

Gl which the following amounts have been attributed to the Company:

With-profits fund ' {33)

Shareholdars' funds . -
I 3%

The pensicn {charge) credit relating o PSPS attributable to the Company is refated 1o the surplus
recognised on lhe balance sheet of the Company. No adjustment was made to the pension (charge)
credit in 2010 and 2009 redating to the unrecognised portion of the PEPS sumplus.

Actuarial (losses) gains 2010 €m 2009 £m 2008 £m 2007 E£m 2006 Em

Actual tess expected return on schemes agsets * 296 ey (325) (3 150

(5%, 2%, (8%, 0%, 3% of pension scheme assets)

Experience gains (losses) on scheme fiabilities (1 &2 148 {14} 18

(0%, 1%, 3%, 0%, 0% of the present valus of schame

liabilities)**

Changes in assumptions underying the present value of {3g8) (475} 250 307 254

scheme liabilities e e

Total actuarial (Josses) gaing of tha schemes

({7%), (7%, 2%, 6%, 8% of lhe present value of the £103) {322} 73 2490 422

scheme liahilitizs)

Of which the following amounts have bean attributad to

the Company.

Withi-profits fund {45} {85} {287} 205 288

Sharehoiders' funds - - pi {6} 18
[45) (55) {285) 199 304

* The total actual return on scheme assets for both PSPS and SAPS is a net gain of £607m (2009 net
gain of £323m} of which a net gain of £413m (2003: net gain of £207m) relates to the amounts
attributable to the Company's with-profits funds,

™ The experience gaing ¢n scheme Habilities in 2008 of 2 gain of £148m related mainly to the ‘frue-up’
reflecting improvemenls in dala conseguent upon the ongoing triennfal valuation of PSPS,

The actuarial {losses} gains relating to PSPS attribulable to the Company's with-profits fund are related
to the surplus {deficit) recagnised on the balance shest of the Company. In 2010, the actuarial {losses)
gaing atiributable to the Company's with-profits fund included a credit of £28m {2009: £152m) for the
adjustment to the unrecognised portion of the PSPS surplus which has not been applied against the
pension credit (charge). Since Lhe sharehalders' profil in respect of the Company’s with-profits fund is a
funclion of the actuarialty determined surplus for distribution, the overall profit and loss account result is
nat direcily affected by the level of pension cost or other expenses relating to the with-profils fund, The
amounis of pension credit of £11m {2009: charge of £33m) and actuarial losses of £45m {2009:
actuarial losses of £55m) attributable to the Cormpany's wilh-profils fund are included in the technical
account and reflected in the transfar 1o or from the fund for future appropriations.

Tolal employer contributions expected o he paid inlo PSPS and SAPE for the year ending 31
December 2071 amounts 1o £73m, reflecting the annual acerual cost and deficit funding, and expenses.

The {able below shows the sensitivity of the underlying PSPS and SAPS liabilities at 31 December 2010
of £4,866m {2009: £4 436m} and EE72m (2009 £616m) to chenges in discount rates, inflation rates and
mortality rate assumptions, For 31 December 2008, only lhe sensitivily o changes in discoun! rates and
inflation rates are shown.
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Impact on PSPS and SAPS scheme

Assumption Change in assumption liahilities on FR517 basis
2010
Driscount rale Decrease by 0.2% from 5.45% 1o 5. 26%Increase scheme liabililias by:
P3PS 3.6%
SAPS 5.2%
Biscounl rate Ingrease by 0.2% from 5.45% to 5.65% Decrease scheme liabilities by:
PSPE 3.5%
SAPS 4.8%
Rate of inflation Cracrease by 0.2% from 3.55% fo 3.35% Decrease scheme ligbilities by:
with consequent reduction in satary PSPS 1.0%
increases SAPS 5.0%
Mortality rate Increase life expectancy by 1 year Increase scheme liabilities by:
PSPS 2.1%
SAPS 2.5%

Impact on FERS and SAPE scheme

Assumption Change in assumpiion liabilities on FRS 17 basis
2008
Discount rate Decrease by 0.2% from 5.8% o 5.8%  [noreass scheme liabilities by:
P3P3 3.5%
SAPS 5.2%
Discount rate Increase by 0.2% from 5 8% 0 6.0%  Decrease scheme liabilities by
PEPS 3.2%
SAPS 4.8%
Rate of inflation Decrease by 0.2% from 3.7% to 3.5% Decrease scheme figbildies by:
with consequent reduction in salary PSPS 0.9%
increases SAPS 4.8%

The sensitivity of the underlying pension scheme ligbilities to changes in discount rates and inllation
rates as shown above does not directly equate to an impact an shareholders' profit or shareholders’
funds due fo tha allocation of 4 share of the interest in financial position of the PSFE and SAFS to the
Company's with-profits fund as described above,

The amaunts attributable to the Company's with-profits fund for both PSPS and SAPS are absorbed by
the transfer to or from the fund for future appropriations and therefore have ne direclt effect on

sharehalders' profit or shareholders' funds,

Definad Cantribution Pension Schemes

The Company operales defined confribution schemeas in Hong Kong. The cost of these contribufions
was £1.7m (2009: £1.7m). £1.3m was outstanding at 31 December 2010 {2008: £1.2m).
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Share-based payments

Employees of the Company participate in 2 number of share award and share aption plans relaling to
Prudentiial ple shares, which are describes betow.

The Group Perfermance Share Plan (GPSP) is the incentive plan in which all executive directors and
other serior exacuiives within the Prudertial Group, of which the Company is a part, can panicipals.
This scheme was established as a replacement for the Restricted Share Plan (RSP undar which na
further awards could be made after March 2006, Awards are granted either in the form of a nil cost
uption, conditional right over shares, or such other form that shall confer to the participant an equivalent
aconomic benefit, with a vesting period of three years. The performance measuore for the awards is that
Prudentfal's Total Shareholder Return (TSR} ocutperforms an Index comprising of peer companies.
Vesiing of the awards helween each performance point is8 on a straight-line sliding scale basis.
Parlicipants are entiied to the value of reinvested dividends that would have accrued on the shares that
vast, Shares are currently purchased in the open marke!l by a tust for the benefit of gualifying
employess. Beginning 2010, newly issued shares will ha used in seftling the awards that vest and are
released,

The RSP was, unlil March 2006, the long-tem incentive plan for executive directors and other senior
exgcutives designed to provide rewards linked to shareholder refurn, Each year padicipanis wera
granied a condilional oplion to receive a number of shares, There was & deferment peried of three years
at the end of which the awand vested to an extent that degended on the performance of the Group's
shares including notional reinvested dividends and on the Group's underying financial performance.
After vesling, the opticn may be exercized at zero cost at any time, subject to closed period rules, in the
balance of a 10-year perod. Shares are purchased in the open market by a trust for the benefit of
quazlifying employees,

The Business Unil Performance Plan (BUPR) is an incentive plan created to provide & caommon
framework under which awards would be made to senior employeas. Awards under this plan are based
on growth in Shareholder Capital Value on the Eurcpean Embedded Value (EEV) basis with
performance measured over three years. Upon vesling of awards made up to 2008, half of the awards
will e released as shares and the other half released in cash. Since the vear ended 31 December 2004,
all awards made will be settled in shares after vesting. Participants are entitled to receive the value of
reinvested dividends over the performance peried for those shares that vest, The growth parameters for
the awards are relevant ta each region and vesting ol the awards between each perfomance point is on
a sfraight-line sliding scale basis. Beginning in 2010, newly issued shares wili be used in seftling the
awards that vest and are refeased. Durng 2002, the Group Remuneration Commites decided that future
BUPF awards for the UK husiness unit would be based on the same relative TSR measure applied to
GPSP awards. As a resull, 2010 awards made under the UK BUPP reflect those TSR conditions applied
to 2040 GPSP awards.

UK-bazed execulive directors are eligible to participate in the Prudential HM Revenue and Cusloms
{HMRC) approved UK Savings Related Share Opfion Scheme (SAYE scheme) and the Asia-baged
executive directors can paricipate in the equivalent International SAYE scheme. The schemes allow
employees lo save lowards the exercise of oplions over Prudential ple shares, at an option price set at
the beginning of the savings period as determined by reference to lhe average markel value of the
ardinary shares on the three business days immediately preceding the invitation at a discount of 20 per
ceni to the market price, Employess may save up to £250 per maonth far three ar five years, On matunty
atl Ihe end of the sel term, participants may exercise their options within six months of the end of the
savings peried and purchase Prudential ple shares.  If an oplion is not exercised within six months,
participants ara enlitled to a refund of their cash cantribations plus interest if applicable ender the rules.
The exercize period of the options granted may be advanced to an earlier date In certain circumstances,
for example on retirernant, and may be extended in certain circumstances, for example on the death of
the padicipant the personal reprasentative may exercise the options beyond the normal exercise period.
Shares are issued t0 salisly oplions that are exarcised. Mo options may be granted under the schemes if
the grart would cause the number of shares which have been issued, or which remain issuable pursuant
to opfions granted in the preceding 10 years under the scheme and other share oplion schernes
operated by the Company, or which have baen issued under any ofher share incantive schame of the
Company, o exceed 10 per cent of the Company's ordinary share capital at the proposed date of grant,
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Uk-hased executive direciors are also efigible {o participate in the Company’s HMRG approved Share
Incentive Plan (SIP) which allows all UK-based employees to purchase shares of Prudential ple
{partnership shares) on a monthly basis out of gross salary. For every four partnership shares bought,
an addilional matching share is awarded, purchased on the open market. Dividend shares accumulate
while the employee paricipates in the plan. Parnership shares may be wilhdrawn from the scheme at
any time, |f the employes withdraws from the plan within five vears the matching shares are forfeit and if
wilhin three years, dividend shares are forfait.

The Prudential Corporation Asia Long-Term Incentive Plan {FCA LTIP) is an incentive plan created in
2008 for senior employees and Chief Executive Officers to replace the Asia Business Unit Performance
Plan {BUPP). The Company has a branch in Hong Kong and is therefore eligible o pardicipals, Awards
under the new PCA LTIP will vest afier three years subject to the employee being in employment at the
time of vesting without any pedormance condilions. Awards will be discretionary and on a year by year
hasis determined by Prudential’s full year financial results and the employee’'s contribution to the
business. All awards will be in Prudential shares.

In addition, there are elher share awards including the Group Deferred Bonus Plan {COBP) and othar
arrangements. There are no performance conditions attaching to these deferred bonus plans and awards
vest in full subject to the individual being employved by Prudential af the end of the vesting period, The
other arrangements relate to various awards that have hean made without performance condilions lo
individual employees, lypically to ensure their appointment or retention,

Movements in share options outstanding under the Company's share-based compensation plans relaling
to Prudential ple sharas during 2014 and 2008 ware as follows:

2010 2009

Number of Woeighted MNumber of Weighted

optiofis average options average

Options outstanding (inciuding exercise price EXErcise price

conditional options) £ L

Beginning of yaar; 227 B63 317 247 188 383

Granted 26,166 4.61 225,383 2.96

Exercisad (7.428) 3.21 (1,458) 3.08

Forfeited (20,995) 2.0 {16.035) 265

Cancelled {16,843) 3.30 - -

Lapsed (8,057) 336 (227214y 518

End of year 199,606 336 227 663 317
Options immediately exercisable, end of

year 7,204 5.58 1,547 5.G5

Mote: The Group Performance Share Plan {GPSP) was reclassified [rom options to awards in 2010 and
2009 has been restated,

The weighled average share price of Prudential ple for the year ended 31 December 2010 was £5.68
compared to £4.17 for the year ended 31 Decernber 2008,

Movements in share awards outstanding under the Groups share-based compensation plans relating to
Prudential plc shares at 31 December 2010 and 2008 were as follows.

2019 2009

Number of  Numbar of

Awards cutstanding awards awards
Beginning of year: 515,224 470,082
Granted 467,802 418 207
Exercised (128,852} {175,764}
Forfrited {27,989) {102,534}
Expired {63.085) (24,742)
End of year 763,090 515,224
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The following table provides a summary of the range of exercise prices for Prudentiat plc options
{including conditional options) outstanding at 31 December 2010,

2010 Outstanding Exercisable
Mumber Weighied Weighted tumber Weighted
autstanding average average exercisable  average
remaining exercise axercise
conkractual life prices prices
Range of exercise prices {vears} £ £

Betwaen L0 and £1 - - - -
Between £1 and E2 - -
Between £2 and £3 148 717 2.56 2.88 -

Between £3 and £4 - - - -
Batwean £4 and £5 38,591 2.99 4,44 - -
Belween £5 and £6 12,298 0.51 B.E5 7.204 5.58

Between £8 and £7

199606 251 328 7.204 5 68

Tha fallowing table provides a summary of the range of exercise prices for Prudential ple options
{(including conditional options) outstanding at 31 December 2008,

2009 Outstanding Exercisable
MNumber Weighted Weighted MNumber Weighted
autstanding average average cxercisable  average
remaning exercise exercise
contractual life prices prices
Range of exercise prices {years) £ £

Betwesn £0 and £1 - - - - R
Between £1 and £2

Between £2 and £3 195,813 3.458 2.83 - -
Betwesn £55 and £4 - - - - -
Between £4 and £5 15,052 < K 4.28 - -
Between £5 and L6 16,098 1.34 5.55 1,547 5.65

Botween £6 and £7

227 863 3.28 3.17 1.547 5.65

The years shown above for weighted average remaining confractual life include the time period fram end
of vasiing perind Lo eapiration of contract.

The weighted average fair values of Prudential plc options and awards granted during the period are as
fallows.,

2010 2009
Waighted average fair vaiue Weighted average fair value
GPSP SAYE Options Awards GPSP SAYE Cptions Awards
£ £ £ £ £ £
6.68 2.94 B.17 5.60 1.55 579

The fair value amounts relating to all aptions including conditional nil cost options were determined using
the Biack-5chaoles and the Monte Carla option-pricing models using the following assumptions:

2010 2008

SAYE SAYE

GPREP Options GPSR Options

Dividend vield (%) 343 343 4.41 4.41
Expected votatility (%) 34.20 67.33 37.58 50.86
Risk-free interast rate (%) 1.58 0.91 1.77 247
Expecied option life (years) 3.00 3.05 3.00 3.61
Weighied average exercise price (£) - 4.61 - 297
Weighied average share price (£} 6.83 B.38 6.40 3.82
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Compensation ¢osis for all share-based compensation plans are delerminad using either the Black-
Scholes model or the Monte Carfo model. Share options and awards granted by the parent company are
valued using the share price at the date of grant. Share cpiicns and awards granted by the Company
are valued using he share price al the balance sheet date. The compensation costs for all awards and
options are recognised in net income aver the plans’ respective vesting perinds. The Black-Scholas
maodel B used to value alf options and awards other than GPSP, for which the Monte Carlo model is used
in order to zllow for tha impact of tha TSR perfarmance conditions. The models are used lo calculate fair
values at the grant date or balance sheet date, as appropriate, hased on the quoted market grice of the
stock at the measurement dale, the amaount, if any that the employees are required Lo pay, the dividend
vield, expectad volatility, risk-free interest rates and exercise prices.

The expected volatitity is maasured as the standard dewviation of expected share pnce returns tased on
statistical analysis of daily share prices over a periad up lo the grant date egual ta the expected life of
cptions. Risk free Interest rates are UK gilt rates with projections for three, five and saven vear terms to
malch corrgsponding vesting pedods. Dividend yisld is determined as the average vield over the vear of
the grant and expected dividends are not incarporated inlo the measurement of fair value. For GPSP,
volatility and correlalion bebaveen Prudential and an index canstructed from a simple average of TSR
growth of 11 companies is used. For grants in 2010, an average index volatility and correlation of 35%
and 82%, respectively were used. Changes 1o the subjective inpul assumptions could malterially affect
the fair value estimate.

When options are granted or awards made o employees, an estimate is made of what percentage fs
more than lkely to vest, be forfeited, lapse or cancelled based on historical information. Based on these
esfimates, compensation expense lo be accrued at that date is caloulated and amaorlised over the vesting
periad. For eary exercises of options or release of awards due to redundancy, death or resignation, the
compensation expense is immediately recognised and for forfeitures due to employees leaving the
Group, any previously recognised expense is reversed. However, if an employse loses their award
because of the Group's failure to meet the performance criteria, previnusly recognised expense is nol
reversed.

The fotal share-based payment expense recogrised in the non-technical account for 2010 is £1.4m

{2009 £3.4m) of which £0.1m (2009: £0.3m) is accounted for as equily-settied and £1.3m {2008 £0.1m}
is accounled for as cash-seltlad.

13. Directers' emoluments

2010 2009
£ £
Aggregate emaluments 1,873,720 2,392 645
Aggregate amounts receivable (excluding shares) under long term
incenlive schemes - -
Excess retirement benefits:
Current direclors - 57.819
Fast directors - -
Other cash payments (note i) el o 48075
_A@7ia0 2508500
Highest Faid Direclor
Aggregate emoluments and amounts receivable {excluding shares}
under long term incentive schemes 700,002 1,086,574

Mote it Mr Nick Prettejohn resigned from the Company and the Prudential Group on 30 Beptember 2008, The
remuneration arrangements an leaving that were approved by the Remuneralion Committes of the Prudential Group
indluede & payment equivalent 1o nine months salary and benefits, paid in instalments in October 2009 and January
2010 relating Lo restrictions en employment wg ta 1 Agril 2010,

Mo direstors (2000: nil) exercised share options during the year. Six directors (2009; saven) were
entitled to shares under Prudential's main long-term incentive scheme and two directors {2009 twa)
were enfitied to retirement funds under defined benefit schemes. The highest paid director did not
exercize any share options and did nof receive shares under long-term incentive schemes. The highest
paid director in 2008 did not exercise any share options but did receive shares under long-term incentive

schemes.

43



THE PRUDENTIAL ASSURANCE COMEANY LIMITED

Motes on the financial statements (continued}

14, Auditors’ remunerafion

During the year the Cempany obiained the following services from KPMG Audit Plg {(KPMG) at costs as

detailed below:

2010 £m 2009 £m

Audit services
Fees payable 1o KPMG for the audit of the Company's accounts 1.9 20
Non-audit services
Fees payable 1o KPMG and its associates for ather services:
Otlher services pursuant o legislation, including the audit of the regulatory
return 0.9 0.7

2.8 2.7
16, intangible assets

Distrbution Rights Licence Total
£m £m £m

Cost;
At 1 January 2010 13z 174 306
Exchange differences 4 - 4
Additions - - -
Disposals - - -
At 31 December 2010 e 36 TR 310
Amortisation:
Al T January 2010 6 70 76
Exchange differences - - -
Provided in the year in the long-term 7 10 17
husiness technical account
Dizpnsals - - -
At 31 Decarmber 2010 13 a0 a3
Net book value 2t 31 December 2010 123 a4 217
Met book value at 31 December 2009 126 104 230

The charge for amortisation far the year ended 31 Decemnber 2008 was £15m charged to the long-term

business technical account.

The ficence primarily represents the value of an agregment with a fellow subsidiary company for the use of
cerain Scottish Amicable asseats, which i3 being amorised over a period of 20 vears (0 30 September 2017,
on a basis consistent with the revenue stream from the agreement. Under this basis, the amortisalion
commenced in the year 2000, when the benefits from the agreement first slarted to arise.

The disinbution rights relate to facilitation fees paid in relation o the bancassurance partnership
arrangements in Asia for the bank distribution of insurance products for a fixed peried of time, The
distribation rights ameotnts are amortised on the basis to reflect the pattern in which the distibution rights’
fulure economic banefits are expectad to be consumed by tha Company by reference to new business

ievels.

There have baen no impairments during the year (2008 £Nil).

16. Land and buildings

Current value
Freeholds
Leasehalds with a term of over 50 years
Laaseholds with a term of less than 50 yvears

Coet

The vatue of land and buildings occupisd by the Company amounted to £87m (2009 £79m}
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If the revaluad land and buildings were stated on the historical cost basis, the amounts would ba:

Freehold and leasehold landg and buildings

At cost

Aggregaie depreciation

Mef book value based on historical cost

17. Investments in group undertakings and participating interests

Shares in group undertakings
Long-termn fund investments
Shareholder investrments

Loans to group undertakings
Leng-term fund loans

Total

Prudential Retirement Incoroe

Limited

* Prudential Annuities Limited

*  Prudential European Assurance
Holdings Limited

Prudential Pensions Limited

Prudential Lifetime hMortgages

Limited

¥ {Owned by the long-term fund.

The Company has onc asseciate at 31 December 2010

Prudential Health Holdings

Limited

Lost Current value
2810 £m 200% £m 2010 £m 2009 £m
1,624 1,566 3,294 3189
1,146 1.227 1,878 2,204
2,770 2,793 5,273 5,483
917 TG0 817 TG0
3,687 $.583 8130 6743
The principal subsidiary undertakings of the Company ot 31 December 2010, all whally owned:
Class of Frincipal Country of
shares held Acliviby [ncorporation
Ordinary shares £1  Pension Scotland
Praference shares £1 annuities
Ordinary shares £1  Pension England and
annuities Wales
Frefarance shares £1 Financial
Services Scotland
Holding
Company
Crdinary shares £1  Pensions England and
Wales
Ordinary shares £1  [Mortgage lending Scotland
Preference shares £1 and administration
Class and proportion Principal Country of
of shares held Activity [ncomaralion
A ordinary shares £1 Frivate England and
25% hoiding meadical Valas
insurance
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18, Other financial investments

Cost Carrying value

2010 £m 2000 £ 2040 £m 2009 £

Shares and other variable yield securities and
units in unit tnists 24,225 23,644 34,295 31,510
Debt securifies and other ixed income securilios 34,608 31,382 36,739 32,808
Dertivative ascoets 128 128 739 Ga7
Loans secured by morgages 1,085 678 1,136 679
Loans to policyholders sequred by insurance policies a0 74 80 74
Qther loans a76 930 976 930
DCeposits with credit institulions 7.376 10080 7,376 10,080
68,479 66,215 81,343 76,769

The change in carrying value of other financial investments included in the Profit and Loss account was a
gain of £2,946m (2009: £5604m gain} analyzed between a gain of £2,948m (2009: £5 809m galn) included
in the Long-term business technical account and ENil {2009; £5m loss) included in the Non-technical
account, The changs in carnying value of £2 846m (2009; £5604m} included a gain of £2 086m (2009
£4,283m gain) in respect of equity secunities, a gain of £723m {2008: £1,557m galn} in respect of debt
securiies, a gain of £89m (2009: £16m loss) in respect of derivatives and a gain of £66m (2009 £230m

loss] in respect of oiher financial instruments.

Amounts included in the above relating to listed investments:

Carrying value

2010 Em 2008 £m

Shares and other variabie yield securities and units in unit trusts 30,614 23,585
Debt secunties and other fixed income securities 33,960 30,360
64,574 53,845
The table balow analyses the dervativa positions of the Company.
2010 £m 2009 £m
Fair Fair Fair Fair
value value value valie
assals liakilities assets tiabilities
Derivative financial instroments held o manage
interest rate and currency profite:
Intergst rate swaps 216 13 240 77
Cross currency swaps 5 24 - 15
inflation swaps - - i 2
Currency exchange forward contracls 308 433 330 297
lrvigrest rata awaptions - " 55 il
Gond futures 92 48 28 33
Credit Default Swaps 4 1 2 1
Crerivative financial instrumeants hadd to manage
markel risk and efficient investmeant managemeant:
Equity options 41 - 4 -
Equity futuras 20 7 7 20
Total refurn swvaps 1 22 1 4
Tolal 730 549 ci7 455

The nature and extent of Lhe dervative financial instrumenls used by the Company in 2010 are similar o

those usad in 2009 and their use and notional ameounts are disclosed in note 34.

18.  Assets held to cover linked liabilities
Cost
2010 £m 2009 £m

Assets held to cover linked liabilities
{net of reinsurance} B,669 6,764

46

Current value
2010 £m 2008 £m

10,280 7648



THE. BERUBENTIAL ASSURANCE COMPANY LIMITED
Notes on the financial statements {(continued)

20. Reinsurers' share of taghnical provisions

The reinsurars’ share of the long-term business provision relates mainly to cesgions to Prudential Annuities
Limited and Prudential Retirernent Income Limited, subsidiaries of the Company. The reinsurers’ share of
the technical provisions for linked liabililies relates mainty to cessions ta other group companies.

21. Other debtors
2010 fm  2009%m

Amounts owed by fellow subsidiaries and holding company 672 5ag
Amounts owed by subsidiary companiss 427 420
Tax recoverable 151 59
Odher Bg 100

1,338 1,115

22,  Tangible fixed assets

Computer Equipment  Fixtures & Fitings Total
£m £m £m
Cost:
At 1 January 2010 40 T4 19
Exchange differancas - - -
Additions 2 2 4
Dizposals (34) - {34}
Al 31 December 2010 . 8 81 89
Depreciation:
At 1 January 2010 39 73 112
Exchange differences - - -
Provided in the year 1 2 3
Disposals {34} - {34)
Al 31 December 2010 L 75 31
et book value al 31 December 2010 B & 8
Met book valug al 31 December 2009 1 ] 7

23,  Assetls alftribulable to the long-term business fund

Of the total amount of assets shown in the balance shest on page 19, £E123.455m (2009; £115,063m) is
atlributabie to the long-term business fund.

24. Share capital

The Company's issued share cagital iz £330,517,064 comprising 970,468,264 ordinary shares of 20n sach
fully paid, 1,000,000 A Preferenca Shares of £1 each fully paid, and 347,600,000 B Preference Shares of
25p each fully paid. No changes in the share capital of the Company (eok place during the year,

The A Prefarence Shares issued shall be redeemed by the Company without nolice on & May 2018, The
premium payable on redemption amounts to 28.08p, which is increased by the percentage of the RPIHrom &
date 30 days prior fo the Tirst issue of any preference shares to a date 30 days prior to redemption. The A
Preference Shares carry the right to receive an index knked cumulative preferential dividend, pavable
annually. The A Preference Shares carry no voling rights except if 3 resolution is proposed abrogating,
varying or modifying any of the righls or privileges of the hoiders of the A Preference Shares, but carry
preferential rights in priority to other shareholders to payment on & return of capital in the evenl of lhe
winding up of the Company. The B Preference Shares issued carry the right to receive a non-cumulative
preferential dividend which shall accrue at the rate of two pence per annum. The B Preference Shares may
not be redeemad otherwise than af the option of the Company af any lime after the fifth anniversary of the
date of issue of such B Preference Share. The B Preference Shares carry no voting righls except i a
resolution i propased in relation to (i) the winding op of the Company, & volunfary arrangement with
craditors of the Company or proposed receivarship, administrative receivership or administration of the
Company: or {il) an alferation of lhe nights of the B Preference Shares or in relation to any other matter
which will have detrimental effect upon the rights of the B Preference Shares.
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25. Shareholders' reserves

Revaluation Oher  Profit and loss Total
reserve ressrves account
Em Em Em £Em
Balance at 1 January 2010 247 538 1,888 3,368
Exchange adjustments - - 2 2
Profit for the financial year . - 943 8943
Dividends - - (B00) (800}
Revaluation of subsidiares 265 - - 265
Movement on transfer of BT Prudentiat Life
Assurance {nate 10 {562} - - (562}
Movement on lransier of PCA Securilies
Investment Trust Company Limiled (nate 10} 63 - - 63
Transter of 50% of the revalualion movernant
accumulated for Prudential Health Holdings
Lirmited prior 1o its partial disposaf (nate 10) 13 - (13} -
Bailance al 31 December 2010 728 536 2018 3.280

2010 £m 2009 £m
Analysis of profit and loss account:

Distribuiable retained profit 1,730 1,484
Undistributable retained prafil 288 405
2,018 1,886

26.  Fund for future appropriations
2010 Em 2003 £

Prudeniial Assurance Company with-profits fund {excluding SAIF) 10,355 10,330

27.  Bank current accounts

Under the terms of the Company's arrangemants with the Frudential Group's main UK banker, the bank has
a right of sei-off betwean credit balances (othaer than those of long term husingss funds) and all averdrawn
balances of those Group undertakings with similar arrangements.

28, Other creditors including taxation and social security

2010 £m 2009 £m
Amounts owed to fellow subsidiaries and holding company 70 150
Amounts owed to subsidiary companies 1,367 1,067
Tax 255 336
Cerivative liahility {see note 18} 549 455
Other craditors 1,810 1,706
4,161 3,733

29,  Preference shares
2010 £m 2008 £m
A preference shares af £1 each — see note 24 1 1

30.  Ultimate parent company
The uitimate and immediate parent company is Prudential pls, which is lhe parenl company hal prepares

group accounts.  Copies of these accounts can be obtained from the Company Secretary, Laursnce
Pountney Hill, London EC4R OHH,
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31. Related party transactions

The Company has taken advaniage of the exemption under paragraph 3(¢) of FRS 8 'Related party
disclosures’ fram disclosing transactions with other wholly-owned subsidiary undertakings of the
Prudential Group.

During 2010, in respact of the Company's associale {(Prudential Heallh Holdings Limiled), a £19m
{2009: £14m} capital injection was made, £24m (2008; £11m) was recharged to the Company from
Prudential Health Services Limitad for senvices provided in respect of the PruProtect product
undarwritten by the Company. £2m (2008: £Nil} of interest was recharged by the Company to Prudantial
Health Services Limited in respect of the use of nogative reserves in the Company's balance sheet for
FroProtect. An agreement was entered into on 2 September 2007 which altows the Company to borrow
from Prudential Health Heoldings Limited up to an agogregate amount of £2%0m. The oan amount is
principally linked to the emergence of regulatory losses arising in respect of all income and costs
associated with selling and undecwriting the Flaxible Protechan Plan and PruProtect Plan. The loanis to
be repaid as reguiatory surpluses arise in the future. In 2010 the Company borrowad £18m {2009
£19m) under {his arrangement.

32 Leng-term business provision

The principal vatuation methods and bases adopted for the main relevant classes of business which are
nal reinsured are as follows:

Business in With-Profits Sub-Fund, SAIF and Defined Charge Participating Sub-Fund

The overarching principle in assumption setting is that realistic pravisions are established using best
estimate assumptions, taking irto accounl the firm's regulatory duty to treat lie customers fairly.

Assummpions are required in three areas, namely:

{i} HRstrospective assumptiona.
{ii} Prospective assumpticns, and
{iii} Siochastic modelling assumptions relating {o the economic asset model and management actions.

Retrospective assumptions

Fetrospective assumgtions are required for the accumulation of past asset shares up to the valuation
date. Thesa assumphions are determined by reference to actual past experience primarily in relation to
investment returns, expenses and miscellanzous surplus. The assumptions inctude past expense write-
offs and enhancements to assel shares, and sre as used when caloulating specimen asset shares for
the purpose of bonus setling.

The 2010 year end Investment Refurn for asset shares fs:

Return ¢ With-Profits Sub High Reversionary | Prufund Cautious BAIF
Fund Benus fund Fund
(held within the With- * {held withln the With-
Profits Sub-Fund) :  Profits Sub-Fund}
Gross refurn 12.70%% t1.76% 10.97% 11.96% |
Net return® 10.92% 10.79% 10.01% 10.20% |

* This reprnaents e pure neg of tax vensimenst retum o the fands. Additionaily, the net of @ investment retum allocaeed e
e assed shares of WiLh-hofils Sub Fund UK Hie policies durmg 2010 was velrospostively increased Dy 0078% to abow for the

diffurence bebween dhe tax chargsd bo assel shaws did e lax hat was actaally paid to e nland Revenue over the years 2005-
2009

The High Reversionary Bonus and PruFund Cautious funds are contained within the With-Profits Sub-
Fund. Comparad with the assets backing the main asset share fund, the High Reversionary Banus and
PruFund Cauticus funds are both allocated a higher proportion of fixed interest securities and a lower
proporiion of equities.
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Prospective assumptions

Prospective assumplions are required for the agdjustmenis to asset shares where a prospective
calculalion gives a higher result angd for fhe stochastic moedeling of the cost of guarantees, options and
sragothing.

For asset share adjustments, the econamic assumptions used represent our best estimate assumplions
allowing for prevailing market conditions at the valuation dale.

Expense assumplions have been taken as the level of expenses incurred during 2010,

The martality assdmption has been s21 to the realistic companent of the statutory basis. This means that
for a given business class, the margin for adverse deviations (MAD} has been removed from the
corresponding statutory assemption.

The table below shows the 2010 moralily bases:

o e an
Prudence Bond ; AMOZ F AFDL -141 F00F 100

FSA ! PIB | AMIZ [/ AFOZ 0505 100/ 100
Personal Pensions AMOZ ! AFG2 =141 100/ 100
fOrdinary Eranch assurances AMO2 / AFO2 -0.5/-0.5 100 1100
Industrial Branch PAC 78 WL (Internal Table) +0 40 V0
With-Profit Delerred Annuilies AMOAZ [ AF92 <141 100/ 100
SAIF Conventional Wilh-Profits AME2 [ AFD2 +1 4 +1 7070
SAIFex-SAL Acournulating With- AME2Z [ AFDZ +1 4 +1 F0f70

Profits Life

For persistency, the assumglions for most producls are based on those used for Ewropean Embedded
Walue calcufations. The persistency assumptions used to value the cost of options and guarantees are
reduced by a 10% margin o make an allowance for the impact of policyholders' group actions in
axireme market scenarios.

Stochastic asset model economic calibration and management actions

The cost of options, guarantees and smoothing are assessad on a market congistent basis, so that the
reserves held are equal lo Lhe theoretical cost of hedging the guarantees in the market. |n the absence
of a desp, figuid marketl these costs ore assessed using a “markat consisten!” model, with a markel
conskstent calibration.

In order 1o value the Company’s guarantess and oplions, the stochastic assetMabilily model projecls the
with-profits labilies forward over the naxt 40 years for 5 000 separate economic scenarios.

The risk free rate was assumed to be the fong term gilt rate.

Separate asset modals are used for the risk free rate, UK aquities, averseas equities, corporate bonds,
property and real interest rates. Where appropriate securities or dervatives are traded, it has been
demanstrated that the model is able to closely reproduce these prices. Where this is noi the case {for
examgle for property and corporate bonds) expert judgement has been applied, Allowance has alzo
boen made for the comrelation of investment returns hetween different zoset classes.

The cost of guarantees, options and smocthing is very sensitive to the bonus, market value reduction

gnd invesiment policies that the Company will employ under vanying investment conditions, The
slochasiic modelling incorporates several managemen! actions to protect the fund in adverse
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investment scenanios. These management aclions are consistent with the PPIFM and the obligation 1o
treat customers fairly.

Other non-linked business

Provisions are calculated by the net premium valuation method. Discount rates are derived from the
retuens available on appropriate investments and, for equily and propecy assets, are based on expedled
income andfor earnings with no allowance for potential future capital growth. Allowance is made as
follows for the risk that some or afl of the anticipaled futere income will nat be received:

(&) Forequity and property assets the income is restricted where necessary to ensure that no individual
helding had a yield in excess of the annual yield on the Merrill Lynch over 10 years corporate bond
index, less a risk margin,

{b) For fixed interest securities, agyregate bond asset yields have been adjusted to allow for potential
defaults within the non-linked and index-linked asset portfolios respeclively.

The fallowing discount and martality bases were used:

Interest Rate Actuarial Mortality Table
ko Reference” ]
UK {excluding Scottish Amicable
Insurance Fund}
Terrn assurances - life business 3.00 AMIAFGZ+1
Teim R3SUrANCes — pensions business 3.75 AMAFG2+1
Scottish Amicahie Insurance Fund
Term assurances - life business 3.00 AWWAFD2+1
Term assurances — pensions business 3.75 AMMIAFA2+1

*For assurances, provision for AIDS is made aithar by increasing the underlying mortality rates or by
holding an explicit addifional pravision, In both casas, the adjustment is ong-third of the "REA" tables.

Linked business in the Non-Profit Sub-Fund

The provision for moriahity, morbidity and expenses is calculated using & discountad cashilow method
on the following hases:

Discount Rale 4.00% gross

Fund Growth 5.70% gross

Mortality AMIAF9Z+1 plus 1/3 AIDS "REA” for most contracts
Adminislration Expenses £25 to £225 p.a. depending on the product type
Expense Inflation 4.25% p.a.

Campared with the 2009 valuation the assumptions regarding administration expenses have been
revizsed to allow for actual and forecasl costs,

Linked business in the With-Profit Sub-Fund

Thse provision for mortality, marbidity and expenses is calculated vsing & discounted cashflow method
on the following bases,

Discount Rate 4.00% gross

Fund Growth 5.75% groses

Mortality AMAFSZ -3 years

Administralion Expanses £26 to £143 p.a. depending on the product type
Expense Inflatian 4.25% p.a.

81



THE PRUDENTIAL ASSURANCE COMPANY LIMITED

Notes an the financial statements {(continuad)

Compared with the 2008 valuation lhe assumptions regarding administration expenses have been
revised to allow for actual and forecasl cosis,

Other long-term busingss provisions

Additional provisions have been eslablished, the most significant being for the potantial cosls and
expenses of compensating the Company's pension policyholdars under the FSA review of pansion apt-
ouls and transfer cases, for the potential costs of compensating endowment morigage policyholders, for
the potential cost of meeting anouity rate guarantees at vesting, for Industriat Branch whole of life and
andowment assurances unclaimed afler malunty date or policy anniversary after age 90 and for
additions! expenses, not otherwise catered far in the basic net premium valuation, of running off the
indusirial branch business.

35 Contingencies and Related Obligations

Consistent with FRS 12 'Provisions, confingent liabililies and contingent assets', approprigle provision has
been mads in the financial statements where the Company either has an obligation, or it & probable that i
has an abligation, arsing from the events or activiies described below, where a reliable estimate of the
obligation can be made, but not for contingent liabilities which are discussed balow.

Pension Mis-selling Review

In 1988, the UK government introduced new pensions fegisistion intended to enccurage more
individuals to make their own arrangements for their pensions, During the period from April 1988 to
Jung 19%4, many individuals were advigsed by insurance companies, Independent Financial Advisers
and other inkermediares to not join, to ransfer from o to apd out of their occupational pension schemes
in favour of private pension praducts introducad under the UK Income 2nd Corporation Taxes Act 1938.
The UK insurance reguiator (previously the Personal Invesimend Authority, now the Financial Services
Authority, (FSA)), subseguently determined that many individuals were incorrectly advised and would
have been better off not purchasing the private penstan praducts sold to them. Industry participants ara
responsible for compensating the persons to whom private pensions were mis-sold. Ag a result, the FSA
required that all UK life insurance companies review Lheir polential cases of pension mis-selling and pay
compensation lo policyhalders where necessary and, as a consequence, record a provision for the
esfimated costs. The Company met the raquirement of the FSA ta issue offers to all cases by 30 June
2002,

Provisions in respect of the costs associated with the review have been included in the changs in long-term
technical provisions in the Company's profit and loss account and the transfer to or from the fund far future
appropriations has been determined accordingly. The table below summarises the change in the pension
mis-selling provision for the year ended 31 Decembrer 2010.

Year ended Year endead
31 December 2070 31 December 2009

Balance al start of the perod 322 345
Changes to actuarial assumptions and method

of calculation a7 20
Discount unwind z2 3
Redress to policyholdars {46) (44)
Payment of administralive costs {1 {2)
Balance at end of the period 314 322

The Financial Ombudsman Senvice periedically updates lhe actuarial assemplions to be used in
calculating the compensation payments, including interest rates and mortality assumptions. The pension
mis-selling provision represents the discounted value of future expected payments, including berwefit
payments and all intermal and external legal and administrative costs of adjudicating, processing and
settling those claims. To the extent that amounts have not been paid, the provision increases each year
reffecting the shorter period of discouni.
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The directors bekieve that, based on current information, the provision, together with foture investment
return an the aszels backing the provision, will be adaguats to cover the costs of pension mis-zelling.

Such provision reprasents the best eslimate of probable costs and expenses. However, lhere can be no
assurance thal the current provision level will not need ta be increased.

The costs associated with the pension mis-selling review have been met from the inherited estate.
Accardingly, these costs have not besn charged to the asset shares used in the determinatian of
policyholder bonus rates. Hence policyholders' pay-out values have been unafiected by pension mis-
selling.

In 1998, Prudential stated that deducting mis-selling casts from the inherited eskate would not impact its
bonus or investment pelicy and it gave an assurance that if this unlikely event were to oceur, it would
make availaie suppeod o the fund from shareholder resources for a3 iong as the situalion conlinued, ¢
as to ensure thal policyholders were not disadvaniaged. The assurance was designed to protect both
existing policyholders at the dale it was announced, and policyholders who subsequently purchased
peolicigs while the pension mis-selling review was continuing.

This review was campleted on 30 June 2002, The assurance will continue {0 apply ko any policy in force
2t 31 Decamber 2003, both for premiums paid befare 1 January 2004, and for subsequent regular
premiums (inciuding future fixed, retail price index or salary related increases and Deparment of Work
and Pensions rebale business), The assurance has not applied to new business since 1 January 2004,
Maw business in this context consists of new policias, new members o existing pension schemes plus
regular and single premium top-ups, transfers and swifches to existing arrangements. The maximum
amount of capital support available under the terms of the assurance witl reduce over time as claims are
paid on the policies covered by it

The bonws and invastment policy for each type of with-profits policy is the same irrespective of whether
or not the assurance applies. Hence removal of the assurance for new business has had no impact on
policyholder relums and this is expected to continue for the foreseeable future.

Ciring 2002, the FSA issued a policy statement canfirmiing that certain payments of compensation and
redress for events cccurring after 31 July 2002 may only be paid from asszets attribulable fo
shareholders, As the pensions mis-selling review was concluded prior to this date, the requirements of
the policy statement do not impact the provigions cutlinad above.

Mortgage Endowment Products Review

In cammon with several other UK insurance companies, the Company used to sell low-cost endowment
products related 1o repayment of residenlial mortgages. At sale, the initial sum assured is set at a levsl
such that the projected benefits, including an estimate of the annual bonus receivable gver the life of the
policy, will equal or excead the morlgage debt. The FSA is concerned that the maturity vaiue of some of
these products will be less than the mortgage debt because of & decrease in axpected future investment
refums since these products were sold. The FSA has worked with insurance companies to devise a
programme whereby the companies write (o customers indicating whethar they may have a possible
shortfzll and outline the actions that the customers can lake lo pravent this possibility.

The Company is exposed to morgage endowment products in respect of policies issued by Scollish
Amicable Life ple {SALY and policies issued by Scottish Amicable Life Assurance Society (SALAS) and
transfemed into the Seollish Amicable Insurance Fund {(SAIF). Technical provisions of £2m in the non-prafit
sub-fund and £20m in SAIF were held at 31 December 2010 to cover patential compensation in respect of
mortgage endowment product mis-selling claims. As SAIF is a separale sub-fund of the Company's long-
term business fund, wholly attributabie to the policyholders of the fund, this provision has no impact on
shareholders.

In addition, the Company's main with-profits fund paid compensation of £2m in respect of morigage
andowment products mis-selling claims in the year ended 31 December 2010 and held a technical
oravision of £32m at 31 December 2010, in respact of further compensation, This provision has no impact
on the Company's profi hefore tax.

in May 2008 the Company introduced a deadiine for both Prudential and Scottish Amicable morgage

endowment complaints, In dine with the time BEmit prescribed by the F5A and the ABI impacted
customers have three years 1o lodge a mis-ssliing complaint from the date they receive their first “red”
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lztier indicating that thera is a high rigk their morgage endowment may not achieve its projectad final
value,

Guaranteed Annuities

The Company used to sell guaraniesd annuity products in the UK and held a technical provision of
£24m at 31 December 2010, within the main with-profits fund {0 hanour guarantees on these products.,
The Company's main exposure o guaranteed annuilies in the UK is through the Scotfish Amicable
Insurance Fund {SAIF} and a tachnical provision of £336m was held in SAIF at 31 Dacember 2010, to
honour the gquarantees. As SAIF is a separale sub-lund of the Company's long-term business fund,
wholfy attributable to the policyhaolders of the fund, this provision has no impact on shareholders,

Guarantees and Commitments

The Company has provided, from time to fime, other guarantees and commiiments to third paries
entered info in the normal course of busingss but the directors do not consider that the amounts
involved are significant.

Inherited Estate

The assets of the with-profits sub-fund {WPSF] within the long-term fund of the Company compiise the
amounts that it expects to pay out {0 meel its obligations to exisling policyholders and an additional
amount used as working capilal. The amount payable aver time to policyholders from the WPSF is egual
{0 the policyholders’ accumuiated assetl shares plus any additional payments that may be required by
wary of smonthing or lo meet guarantess. The halance of the assets of the WPSF is called the 'inherited
sslate’ and has accumulated over many years from varous sources,

The inherited estate, as working capital, enables the Company o support with-profils business by
providing the benefits associated with smoothing and guarantees, by providing investmeant fexibility for
the fund's assets, by meeting the regulatory capilal requirements that demansirate solvency and by
absorbing the costs of significant events or fundamental changes in its long-term husiness without
affecting the bonus and investment policies. The size of the inherited eslate fluctuates from year to year
deperding on the investment return and the extent to which it has been required to meeat smoathing
cists, guarantees and other events,

Support of Long-term Business Funds by Shareholders' Funds

As a proprietary insurance company, the Company ig liable to mect its obligations o policyholders even
il the assets of the long-term funds are insufficient to do s0. The assels, represented by the unallocated
surpfus of with-profits funds, in excess of amounts expected to be paid for fulure terminal bonuses and
refated sharsholdar transfers ('the excess assels’} in the long-term funds could be materialiy deplefed
over lime by, for example, a signilicant or sustained equity market downturn, costs of significant
fundamental strategic change or @ material increase in the pension mis-selling provision, In the unlikely
circumstance that the deplefion cof the excess assets within the long-term fund was such that the
Campany's ability to salisfy policyholders' reasonable expectations was adversely affected, it might
become necessary to restrict the annual distribution to sharaholders ar to contribute shareholdars' funds
to the long-term: funds to provide financial support.

In 1997, the business of Scottish Amicable Life Assurance Society, a nutual society, was transferred to
the Company, In effecting the transfer, a separate sub-fund, the Scottish Amicable |nsurance Fund
[SAIF), was established within the Company's long-term business fund. This sub-lund tontaing all the
with-profits business and all other pension business thal was transferred. No new business has been or

will be written in the subsfund and the sub-fund iz managed to ensure that all the invested assels are
distributed to SAIF palicyholders over the lifelime of the SAIF policies. With the exception of cerain
amaunts in respect of the unitised with-prefils life husiness, al future earnings arising in SAlF are
relained for SAIF policyholders, Any excess (deficlency) of revenue over expense within 3AIF during =
period is offset by a change in the SAIF technical provisions (na FEA is shown far SAIF in 2010 because
technical provisions are set at & level al which the realistic working capital is zero). Shareholders have
ha interest in the profilts of SAIF but are entitted to the investment manggement ees pald on this
business. Wilh the exception of certain guaranteed annuily products menlioned arlier in this note, the
majarity of SAIF with-profits policies do not guarantee minimum rates of retirn to policyholdars,
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Should the assels of SAIF be inadeguate 1o meet the guaranteed benefit obligations to the policyholders of
SAIF, the Company's long-term fund would be liable to cover any such deficiency. Oue Lo the quality and
diversity of the assets in SAIF, and the ability of SAIF to revise guaranteed benefits in the event of an asset
shortfall, the directors believe that tha probability of sither the Company's long-term fund or the Company’s

shargholders' funds having to conlribute to SAIF is remote,

34, Financial assets and liabilities

A Financial instruments - designation and fair values

All financial assets of the Company are designated as either fair valug through profil and loss or loans and
receivables. Financial liabilities are designated as either fair value through profit and loss, amortised cost
or inveslmenl contracts with discretionary paricipation features accounted for under FRS 26 and the ABI
SORP as deseribad in the Actounting Policies section.

2010

Frinancial Assets

Deposits with credit inslitulions

Equily securilies and portlelio haldings in
unit frusts

Debt securities and other fixed income
securilies {note i

Loans (note i)

(Mher investmenls {ncle i}

Derivalive assels

Acsets held o cover linked fiabilities
Arcrued investrment incoma

Oiher dettors

Cash a{ hank and in hand

Tetal

Financial Liabilitias

Ameunts awed o oradif institutions
Other borrawings nol owed 0 sredit
instiulons (nate iv)

lnvesiment conlracts with discredonary
participation features {nole v)
Irvesbent conlracts withcol discretionary
participalion features

Creditors ansing qut of direct insurance
operations

Creditors arising out of reinsurance
operalions

Other creditors

Derivative liabilities

Total (note v)

Fair valug Loans and Total Fair value
through  receivabies carrying
prefit and value

loss

£m £m £m £m

- 7.37H 7376 1,378

32,209 - 32,208 iz 208

36,739 - AT 36,739

2&T 1,987 2,194 2,154

2,086 - 2,086 2,086

739 738 7aa

10,280 - L2860 10,280

- B3y 837 857

- 1,188 i,188 1,183

- 855 955 955

82,200 12,323 094,613 04,572

Fair value Amortised ABI SAORP/ Total Fair value
through cest FRSZ26 carrying
profit and valye

lozs

£m £m £m £m £m

- 46 - 4f 46

- 347 - 347 347
- - 25115 25115

5,600 - - 5,600 5,600

- 106 - 106 106

- 8k - o958 o8

227 3118 - 3,34% 3,343

545 - - 349 548

6,376 3,713 25,115 346,204 10,088
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2009 Fahr value Loans and Total Fair value
through receivables carrying
profit and valus
ass
£m £m £m £m
Financial Assets
Deposits wilh credif ingtifutions - 10,08¢ 10,080 10,0530
Equity securilies and portfolic holdings in 29,660 - 29,6060 29,660
Unit irests
Debt secunties and olher fxed income 32,809 32,809 32,809
securilies (note i}
Loans (note i - 1,683 1,683 1,60
Crher investmansts (note an 1.8:0 - 1,450 1.850
Mssets held to cover linked lizbiliies 7548 7,648 7.648
Derivative assets 837 - Ga7 887
Accrued mvestimenl income - THE TH6 766
Other debilors - 1,056 1,056 1,056
Cash at bank and in hand - 856 e o Bee o Be
Total 72,654 @44 87,065 87.018
Fair valus Amortised ARI SORPY Total Fair value
through cost FR526 carrying
profit and value
loss
£m £m £m £m £m
Financial Lizhilities
Amounts owed to credit inatiufions 45 - 45 45
Other borrewings not owed to credit - 359 - 359 359
inshtuticns (nete i)
Investment confracts with discrelionary - - 24,815 24,815
paricipation featires {nole v)
Invesiment contracts withcul discreticrary 5,829 - - 5,824 5,829
participalion features
Credilors afising qul of direc! ingurance 77 - T s
aperations
Creditors ansing out of reinsurance 52 - 52 52
operations
Other creditors . 2822 - 2922
Derivative liabilities 455 - S e A58
Teotal {nots v) 5.284 3.455 24848 R 9,738

Motes

{iy  As at 31 December 2010, £655m {2008 £648m) of convertible bonds were included in debt secunties. There
were ne cotverlible bands included In borrowings.
fii}  Loans and receivabies are reported net of allowance for loan losses of E44m (2009: £33m ),

(i} Other investments include parlicipation in varous investment funds and limited liabiily propery padnerships.

fiv)  As at 31 December 2010, £347m (2009 £359m) of loan repavable, contingeni on regulalory surplus
emerging, was included in *Other borrowings not owed to eredit institufions™.
W) Ilis impractical to determine fair value of investment contracts with discretionary padicipation festures due to the
lack of a rellable basis o measure such features,
{vi}) Far financial liabilitics designaled as fair value through profit and loss there was no malenal impact on profit
Trom movements in credit risk during 2010 and 2009,

Determination of fair value

The fair values of the financial assels and liabilities as shown in the tabile above have been determined on
the following bases.

The fair values of the financial inslruments for which fair valuation is required under LKGAAP are
determined by the use of currenl market bid prices for quoted investments, or by using guotations from
ingependent ihird-parties, such as brokers and pricing services or by using appropriate valuation
lechniques. Investmants valuad using vabuation techniques include financial investments which by their
nature do not have an externslly quoted price based on regular frades and financial investments for
which markels are no longer aclive as a result of market conditions e.g. market iliguidity. The valuation
techniques used include camparison to recent arm's length transactions, referance to other instruments
that are substantiafly the same, discounied cash fiow analysis. oplion adjusted spread models and, if
appficable, enterprise valuation, These technigues may includs a number of assumptions relating lo
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variables such as credit risk and interest rates, Changes in assumplions relating 1o these variables could
positivaly or negatively impact the repored fair value of these instruments. When delermining the inputs
into the valuation technigues uzed priority is given to publicly available prices from independent sources,
whan available biut overall, the source of pricing is chosen with the objaclive of arriving at a fair value
measurement which reflects the price at which an orderly fransaction would take place between market
paricipants on the measurement date.

The fair value estimates are made at a specific point in fme, hased upon available market infomation
and judgements about the financial instrumerts, including estimates of the timing and amount of
expected future cash Nlows and the credit standing of counterparties. Such estimates do not reflect any
premium or discount that could result fram offering for sale at one time the Company's entire haldings of
a parlicular financial instrument, nor do they consider the tax impact of the realisation of unrealised
gains o lossas from salling the financial instrument being fair valued. In some casas the fair vale
eslimates cannot be substantiated by comparison o independent markets, nor can the disclosed valug
ke realised in immediate setfiement of the finangial instrument.

The lpans and receivables have been shown net of provisions for impairnent. The fair valus of lpans
has been cstimated from discounted cash flows cxpacted to be received. The rate of discount used was
the markat rate of interast.

The estimated fair value of derivative financial instroments reflects the estimated amount the Company
would receive or pay in an am's length fransaction. This amounl is determined using quoted prices if
exchange listed, quetations from independent third-parties or valued internally using standard markst
practices.

The fair value of other financial liabilities is determined using discounted cash flows of the amounts
expected to be paid.

Level 1, 2 and 3 fair value measurement hierarchy of financial instruments

The table below includes financial instruments carded sl fair value analysed by level of the FRS29
defined fair value hierarchy. This higrarchy |3 based on the inputs fo the fair value measurement and
reflects the lowest level input that is significant {o that measurermnent.

The classification criteria and its application to the Company can be summarised as (ollows:
Leve! 1 — quoted prices {unadjusted) in active markets for identical assets and liahilities

Lavel 1 principally includes exchange listed equities, mutual funds with quoted prices, exchangs traded
derivatives such as futures and options, ang national government bonds vnless there is evidence that
trading in & given instrument is 50 infrequent that the market could not possibly be considered active. i
alse includes other financial instruments where there is clear avidence that the year end valuation is
based on a traded price in an active market.

tevel 2 ~ inputs other {han gquoted prices included within ievel 1 that are observable either
directly {i.e. as prices} or indirectly (i.e. derived from prices)

Level 2 principally includes corporate bonds and other non-national government detit securilies which
are valued using obssrvable inputs, fogether with overthe-counter dervatives such as forward
exchangs confracts and non-quoted invesiment funds valued with observable inputs. 1 also includes
investment contract liabilities that are valued using observable inputs.,

In additicn level 2 includes debt sacurities that are valued internally using standard market practices, Of
the tolal Tevel 2 debl secueitios of £30,458m (2009: £28 068m), £1,374m {2008: £1,414m) are valuead
internally. The majorily of such securities uze matrix pricing, which is based on assessing he credit
guality of the underiying borrower to derive a suitabla discount rale relative to government securilies,
Under mairix pricing, the debt securities are priced taking the credit spreads on comparable quoted
public debi securities and applying these to the equivalent debt instnuments fackoring a specified liquidity
pramium. The significance of the parameters used in this valuation technique are readily observable in
the market and, therefore, are not subject lo interpretation.
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Level 3: Significant inputs for the asset or liability that are not based on observable market data
{unobservable inputs)

Level 3 principally includes investments in privale equity funds, investments in propery funds which are
exposed to bespoke properies or risks and investments which are internally valued or subject to a
significant number of unobservable assumplions. It also includes debt securities which are rarely traded
or traded anly in privately negotiated transactions and hence where il is difficull o assert Ihat these have
been based on observable market data. The inherent nature of the vast majority of these assets means
that, in normal market conditions, there is unlikely to be significant change m the specific underlying
assels classified as level 3.

At 31 December 2010 the Company held £2,225m (2000; £2,070m), 3% {2009: 3%} of the fair valued
finangial instruments, within level 3. Of these amounts £2.224m (2009 £2.060m) was held by lhe
Company's paricipating funds and therefore shareholders’ profit and equity are not impacted by
movemernts in the valuation of these linancial instruments. Total levetl 3 assets represented 3% (2008
4% of the tatal assets of the participating funds at 31 Decamber 2010,
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31 Decernber 2014

Level Level 2 Level 2 Tataf
£m £1m £im £m

With-profits
Equity sccurnitizs and portfolio heldings in unit lrusts 30,472 1,155 98 32,022
Debi geowilies 5,304 23,4358 246 33585
Other investments (including dervative assets) 137 988 1,583 2,708
Derivalive liabilities {B8) {308) - {449
Totad financial invesiments, net of derivative labiliies 35,857 3,185 2,234 58,766
Pearcentape of folsl 53% 44% 3% 100%
Unit-linked
Agsels held la gover linked liahilities 8,723 63 - 8,786
Total financial investments net of derivative Mabilities B723 83 - 8,756
Imvesiment contraot without discretionary participation
features held al fair value - 15,600} - {5,600)
Total 8,723 (5,537) - 3,186
Percentage of lotal 274% (174%)

Non-linked shareholder-backed

Equily secwrities and partfolic holdings in unit trusts 112 75 - 87
Deabt securities T30 2,023 1 2,754
Qiher invesiments {including derivative assets) B 111 - 197
Derivalive iabilitics - {1G0) - {100}
Tatal financial invesimends, net of derivalive liabilities B848 2,109 1 2,958
Fercentage of tatal 20% 1% - 100%

Campany {otal

Equily securilies and portfalio holdings in unit lusts 30,584 1,230 35 32,209
Crebt tecuritios 6,034 30,458 247 36,729
Qther investments (inciuding derivative assets) 43 1,000 1,583 2,825
Ascels held W eover linked iabililies 8723 53 - 8,786
Cerivative lizbilites {0} {483 —— {549)
Total financial investments, net of derivative liabililies 45428 32,357 2,225 80,010
Investment contract withcut discretionary participation

features held at fair value i (5,600} - {5,800}
Tatal 45,428 26,757 2,225 74,410
Perceniage of total 61% 36% 3% 100%
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31 December 2009

Level 1 Level 2 Level 3 Total
Eim f£m Em £m

With-profits
Equily securiies and porlllioc haldings in unit frusts 283,484 637 aag 28 513
Debt securities 3,874 26,197 330 30,401
CHher invesiments {incluging darivalive asse!ls) 9 1,026 1,341 2,446
Derivative fiabilities {54 [326) - [380)
Tolai financial invesimenls, net of derivative lisbilitics 32,383 27,534 2,068 61,986
Percentags of total 52% A4% 4% 0%
Unitdinketf
Agsets held to cover linked lizhilifies G.591 o2 - 6,643
Todal finandcial investiments net of derivative liabilities G,591 b2 - 6,643
Investment contract without discretionary paricipation
fealures held at fair value - (5.829} - (5,829}
Tolal 5,691 (6,777} - g14
Parcentage of totad 810% (710%) - 100%
Nonrlinked shareholder-backed
Equity securities and portfolic holdings in unit trusls 139 2 - 141
Debt securilies 536 1.871 1 2,408
Crher investments {including derivative assets) 7 a4 - 1
Derivative liabiblics ) (74} - {75}
Total financial investments, net of derivative liahilities 681 1,583 1 2 565
Percentage of lotal 27% 3% - 100%
Company {otal
Equity securities and portiolic holdings in unit trests 25,623 639 398 29,660
Debl securilies 4,410 28,068 iyl 32,809
Other investrnents fincluding derivalive assets) 26 1,110 1,341 2,637
Assels held ta cover Enked linhilities 8,5 52 - 6,643
Darivalive liabilities [55] {400} - (455)
Tatal financial investrments, net of derivative liabilities 39,855 29 483 2070 71.194
Inveslmient sonteacl without discrelionary participation
features held at fair value - (5879 - {5,829}
Tota e s e e 38855 23,640 2,070 65,365
Percentage of total B1% 36% 3% 100%.
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Assets held to cover linked liabilities, shown in the table, only covers those assets which are requirad to be
disclosed under the provizions of FRS29 'Financia! Instruments’ for the fair valug hierarchy. There are a
further £1,504m {2009: £1,005m) of assets which comprise the {otal asseis held o cover linked liabilities,
which consisl mainly of cash at bank, other debtors and property.

Reconsiliation of movements in level 3 financial instruments measured at fair value

The following table reconcites the value of level 2 financial instruments at 1 January 2010 to thal
presentad at 31 December 2010, Total gains and logses recorded in the long-term technical account in
the period represents realised gains and losses, including interest and dividend income, unrealised
dains and losses on financial instruments classified at fair value through profit and joss and foreign
exchange movements on gverseas investments. All these amounts are included within “investment
income” and "unrealised gains (osses)” in the long-term technical account,

Transters out of level 3 are primarily debt securitics reclassifications fram level 3 to level 2 which reflect
improving liquidity during the period.

Tofal gains or

[losses) in
long-term Transfers Transfers
At 1 Jan technicat into level out of At 31 Der:
2610 aceount  Purchases  Bales 3 level 3 2010
£m £m £Em £m £m £m £
With-profits
Equity securties and porifoia holdings in
unif frysts 398 K 48 {38 - {43} 385
[Debt securities 330 74 8 {108} 8] {59} 248
Dher lnvestmenls (including derivative
assels) 1,341 1 238 (128) - - 1,583
Trerivalive liabilities - - - - - -
Tetal financtal investmenls net of
derivative lishililies 2,069 235 295 [274) 11 (112} 2,234
Total 2,069 235 295 {274} 11 {1124 2,224
Hon-inked shareholder-backed
Equity securities and portfolio holdings in
uriit trusts - - - - - -
Debt securnties 1 - - - - 1
Hhar investmenis {including derivative
azsels} - - - - - -
Derivalive liabiilies - - . . R
Tolal financial fovestm erts nel of
derivafvalispilfes 1 - 1
Tatal 1 - - - - - 1
Company totai
Equily secornities and porifalic haldings in
unil trusts 298 a0 45 £38) - (43 395
Deb! securities 3 74 8 £108) i} {68} 247
Other investments {intluding derivative
assets) 1,341 31 239 {128} - 1,583
Drerivative #rabilities - - - -
Tokal fimancial investments net of
derivative lizbilities 2,070 239 295 {274} 11 (112} 2,225
Tolal 2078 235 285 {274) 11 t112) 2,225

Of the total profits of £235m (2008: loss of £270m) in the periad, £184m (2009 [oss of £267m) ralates 1
Level 3 financiafl instruments still held at the end of the year, which can be analysed as £22m (2009
£15m) for equity secunties, £32m (2009 £61m) for debt securities and £430m {2009 £19Tm) far other
investmenls.
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Total gains ar

{losses) in
leng-tarm Transfers Transfers
At 1.Jan tachnical into level out of At 31 Dac
2409 ageount  Purchases  Sales 3 lavel 3 2009
£m £ £m £m £m
With-profils
Equity securities and portfelic haldings in
uhit trusls 376 (15) 3G (2} - - 396
Debt securities 380 (BQ) G {71) 100 (28] 330
Other investments {including derivative
assets) 1,454 {193) 133 {51) - - 1,341
Crerivative lishilities - - - - - -
Tetal financizl investments net of
dervative liabiliigs. 2310 [270) L K- T Y= ) 100 (25 . 2,068
Total 2210 (270} 178 {124) 100 {25) 20849
Mon-linked shareholder-backed
Equity securilies and pertfolio holdings in
unit irusts - - - . - .
Dett securities 1 - - - - 1
Other investmeils (including derivalive
Jssets) - - - - - -
Derivative liabiities - - - - - -
Total financial investiments net of
derivalive liabifilies 9 - - - - 1
Totai i - - - - 1
Comgpany total
Equity securities and partlolio haldings in
unit trusls 376 {153 358 {#) - - 398
Debt securities 381 (604 ] {71 100 {25} Kkl
Qther invesiments {induding derivative
assets) 1,454 {195] 133 {51 - 1,341
Denvative liabilitres - - - -
Total firancial invesiments net of
derivalive habililies 2.211 {270] 178 {124} . Jdog 88 2070
Total 2 211 {270] 178 {124} 106 {25) 2,070

Transfers between level 1 and level 2

During 2010, transfers from leved 1 to level 2 ampunted to £354m in respect of certain investment funds
helg by the Company's with-profit sub-fund which arase fo reflect the change in the abservability of the
inputs issued in valuing these funds. There were no significant transfers between level 1 and {evel 2

during 2004,

Interest income and expanse

The interest income on financial assets not at fair value through profit and loss was £134m for the vear

ended 31 December 2010 {2009 £123m).

The interest expense on fingncial kabilities not at fair value through peafit and loss was £26m for the year

ended 31 Decamber 2010 {2008; £3m),
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B, Market Risk

The financial assels and liabillies altaching lo the Company's lile assurance business are, to varying
degrees, subject to market risk thal may have a material effect on the profit or loss and equity.

Market risk is the risk thal the fair value or future cash flows of a financial instrument or, in the case of
liabiliies of insurance contracts, their carrying value will flucluate because of changes in market prices,

Market risk comprises four types of risk, namely;

= Interast rate risk: due to changes in market inlerest rates,

+  Liguidity risk: inability to meet payment of obligations in a timely manner al a reasonable cost ar the
risk of unexpected increases in the cost of funding the porffolio at appropriate maturilies or rales

»  Currency risk; due to changes in forgign exchange rates, and

»  {Other price risk: due to flucluations in market prices (other than thase arising from interest rate risk
OF currency risk).

Witi-profits huisiness

The sharsholder rasults of the Company's with-profits business are sensitive to market risk only through
tha indirect effect of investment performance on declared policyholder bonuses. The investmant assets
of the Company's with-profils fund are subject to market risk. However, changes in their carrying value,
nal of the refaled changes to asset-share liabilities of with-profil confracts, affect the level of funds for
fiture appropriations, which is accounted for as a liahility, movements in its value do not affect
sharsholders’ profit or sharehalders’ funds.

The shareholder rasulls of the Company's with-profits fund correspond to the shareholders’ share of the
cost of bonuses dectared on the with-profits business. This currently coresponds to one-ninth of the
cost of bonuses declared.

Investiment perormance is a key driver of bonuses, and hence lhe shareholders' share of cost of
honuses. Due to the ‘smoothed’ basis of bonus declaration the sensitivity to investment performance in
a single year is low. However, over multiple perieds it iz important.

SAIF

SAIF is a ring-fenced fund in which, apart from asset management fees, shareholders have no interest,
Accordingly, the Company's profit and sharshaolders' funds are insensifive to the diract effects of market
tisk attaching fo SAIF's assets and liabilities.

Sharehoider-iacked non-profit sub-fund

The Company’s non-profit sub-fund principally comprises annuity business previously wiitlen by Scollish
Amicable Life, credit life, unit-linked and other non-participating business. The finangial assels covering
lhe kabillies for those types of business are subject o market risk. The habilities for annuity conlracts
ara subject o market risk arising from changes in the returns of the atfaching assets. Excepi mainly to
the extent of any minar assedlisbility duration mismatch, and exposure fo credil risk, the sensilivily of
the Company's nen-prafit sub-fund’s annuity business’ results to market risk for movements in the
carrying value of llatilifes and covering assels is broadly neulral on a net basis.

The ffaldilies of the unil-linked business change in line with Ihe matching linked assels, Amounts under
unit-linked contracis are generally repayable on demand and the Company is responsihle for ensuring
thera Is sufficient hquidity within the asset portfolio ¥ enable liabilities to unitinked policyhalders ta be
met 28 they fall due. Cther lizhilities of the Company's non-profit sub-fund are broadly insensilive fo
market rsk,

The principal items affecting the results of the Company's non-prafit sub-fund are montality experiences
and assumptions and credit risk.
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fnterest rate risk

The following table shows an analysis of the classes of financial assets and liabiliies and their direct
exposure ko interest rate risk. £ach applicable cfass of the Company's assets or lishilitiss are analysed
hetwesn those expased to fair valug interest rate dsk, cash flow interest rate sk and those with no direct
interest rate risk exposura.

2010 Falr valug Cash flow  Not diractly Total
interestrate  interest rate exposed to
risk risk  inferest rate
risk
£m £m £m £m
Financizl Assets
Dreposits with credit instibutions 2 75374 - 7,378
Debl securitiey and ather fixed income securities 34,144 2,508 - 36,720
Loans 1,232 23] - 2,194
Cervalive asset 923 - 216 73g
Cagh at hank and in hand - 855 - go5
356,308 11,689 216 48,003
Financizl Liabilities
Amounts owed to credit institutions - 46 - 45
Diher borcovdngs not owed By credit ingtibutions - 47 - 347
Investmenl contracls withoul discretionary paricipalion
features - - 5,800 5,600
Denvative liabililies 221 - 228 540
3 383 5828 6,542
2008 Fair value Cash fiow Mot directly Total
interest rafe  interest rate exposed (o
rlsk risk  interest rate
risk
£m £m £in £m
Financial Assets
Deposits with credit institutione z 10,078 -
Betit securiies and other fixed income securities 30,453 2350 -
Loans TEE 918 -
Drerivadive asset 407 - 280
Cashatbankandinhend O .- J L S g
31,633 14,202 280
Financial Liakilities
Amounts owad to credii inslitutions - 45 - 45
Other Borrawings not cwed to credil institutions - 359 - 350
Invesinient contracts without discretionary participation - - 5,524 5529
fealures
Derivative liabilitics T84 455
261 404 8023 5,588
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Liquidity Analysis

{iY Coniractual maturities of financial liatifities

The following tables set cut the contractual maturilies and repricing dates for applicable classes of
financial liabilties, excloding derivative liabilities and investmenl contracts, which are separately
presented. The nancial lizbililies are included in the column relating to the contractual maturities and
repricing dates at the undiscounted cash flows (including contractual interest payments) due 10 be paid
assuming condilions are consistent with those of year end.

2010 1year Afterd Afters After After Over Mo Total un- Total
ar vear years 10 15 20 stated discounted  carrying
less to§ to 19 yaars Yiars years  matunty cashflows valug
Years  years te 16 to 20
yaars years
£m £m £m £m Em £m £m £m fm
Financial Liahilities
Amounts owed to dredil
ingHiLlons - 46 - - - 46 46
Olthear borrowings nol gwed
to credit insbitutions 112 262 - - - 374 347
112 308 - - - 420 393
2004 1year After1 AferS Alter After Qver No Total un- Total
or year  years 10 5 20 stated  discounted  carrying
lzss teh to 14} yiars years years  mmaturify cashflows value
years years to 15 to 20
years  years
£m £m £m Em £m £m £m Em Em
Finangial Liakilities
Arncints ovsed to credit
instilufions - 45 - - - - 45 45
Ciher borrraings nod orwed
lo credit institutions 140 272 - - 412 358
140 517 - - - - PR = A TN
ity Matunity analysts of dedvatives and investiment contracts
The following table provides a maturity analysis of derivative assets and {tabilities:
2010 Total 1yearor Afteritol ARer3to5 Aftar 5 Totai
carrying less years years years
value
£m £m £rn £m £m £m
Net derivative position 194 190 - - - 190
2008 Total 1yearar  Afterdto3  After 3105 After 5 Total
carrying lgss years yEaTs years
wvalue
______ Em £m £m £m £m £m
Met derivative position 232 232 - - - 232

The net derivative positions as shown in the table above comprise the following derivalive assets and

iakbilities:

Derivative asseats
Derivative liakilitizs
Met denivative position

2010 2008
£m £m
733 887
{543} (455}
180 232




THE FRUDENTIAL ASSURAMNCE COMPANY LIMITED

Notes on the financial statements {continuecd}

The derivalive assats and liabifities have heen included at fair value within the 1 year or less column
representing the basis on which they are managed (Le. to manage principally asset or hability value
exposures). Contractual maturilies are not considerad assential for an undersianding of the fiming of the
cash flows for these instruments and in parlicular the Company has no cash flow hedges.

The table befow shows the maturity profie for investment contracts on an undiscounted basis to the
nearest billion, This maturity profile has been based on the cash flow projections of expected benefit
payments as pait of the determination of the vaiug of in-force business when preparing the European
Embedded Value {EEV) basis rasulis.

T year After 1 After § After 10 After18  Qwer 20 Total un- Total
or tess yearto  yearslo yearste  yearsta years distounted  carrying
Byears 10 years 15 years 20 years value value
£bn £hn £bn ibn £bn £bn £bn £bn
2010
life assurance 3 12 14 13 i1 15 68 |
investment contracts
2008
Life assurance 3 10 13 12 11 16 85 H
irvesbnent contracts
This table has heen prepared on an undiscounted tasis and accerdingly the amounts shown for life
agsurance inveslmenl contracls differ from those included in the balance sheet. Durations of leng-lerm
business conlracts, coverng both insurance and investment conlracts, on a discounted basis are included
below.
Durations af long-erm business contracts on a discounted basis:
With the exceplion of mosl unitised with-profit bands and other wheie of life contracts the majonty of the
contracts of the Company have a contract term. Howsaver, in effecl, the maturity term of contracts
reflecls lhe earlier of death, maturity, or lapzation. In addition, with-profit contracts include projected
future bonuses based on current invastment values. The actual amounis payable will vary with fulure
investmant parformance of SAIF and the WPEF. Instead the Company uses cash flow projections of
expected benefil payments as part of the defermination of the value of in-force banefits when preparing
the European Embedded Value basis results for the Prudential Group. The following table shows tha
matunty profile of the cash flows used for insurance contracts i.e. those containing significant insurance
risk, and investmant contracks, which do not contain significant insurance rigk:
2019 With-profits business Cther
Insurance investment Total Insurance Investment Total
contracts coniracts contracis contracts
% Y % %o U %
0-5 years 47 31 39 35 29 32
B-1{1 yefirs 25 25 25 26 21 23
10-15 years 13 19 16 18 20 19
1520 years 7 14 1 3 11 11
20-25 years 4 [+ & 5] g 7
Ower 25 years 4 3 3 5 11 3
2009 With-profits business Qther
Insurance Investment Total Irsurance Investmant Total
contracts conracis contracts contracts
% % % % a %o
0-5 years 50 28 40 33 34 34
5-10 years 28 25 25 25 22 24
10-15 yaars 13 19 16 18 19 15
1520 years g 14 10 11 11 11
20-25 years 3 8 & 7 g 6
Ower 20 years z 5 3 G 8 7
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Moles:

{3y The cash flow projections of expecied benafit payments used in the maturily profile tabia above are from
in-force business and exclude the value of fulure new business, including vesting of intemnal pension
contracls.

fii} Benefit paymenis do net reflect the paitern of benuses and shareholder transiers in respect of the wilh-
prafils business.

{iii) Imyestment contracts under Other comprige unit-linked and similar contracts.

vy For business with no maturity term included within the contracts, for example with-profits investment bonds

such as Prudence Bond, an assumption is made as to fkely duration baged on prior experience,
Sensitivify lo interest rate movement

As described above, the net exposure to interest rate movement for the Company is very substantially
amelioraled by vifue of the close malching of assels with appropriate duration 1o the ligbilities.

The close maiching by the Cormpany of assels of appropriale duralion {0 ils non-profit sul fund's anawity
lighilities is based on maintaining ecanemic and regulatory capital. The measurement of lizbilities under
capital reporling reguiremanls and UKGAAP is not the same, with contingency reserves and some other
marging for prudence within the assumplions required under the FSA regulalory sclvency basis not
included for UKGAAP reporting purposes. As @ resull UKGAAP's sharsholders' funds are higher than
regulatory capital and theyefore maore sensitive to interest rate risk.

The estimated sensitivity of the shargholder-backed business to a movement in interest rates of 1% and
2% as at 31 December 2010 and 2009 are as foflows:

2010 2009
Fallof Riseof Fallof Riseef Fallof Risseof Fallof Riseof
1% 1% 2% 2% 1% 1% 2% 2%
£m Em £m £m £m £m £m £m

Carrying value of debl

securities and derivatives 339 {282) 755 (522} 254 {243) 647 {463)
Long term business

provision (290] 243 (640) 448 (276} 231 (510} 427
Related tax effects {13) 11 (31) 20 {5} 5 {10} 10
et sensitivity of profit after

tax and shareholders’

funds 36 {28) a4 (54} 13 {13} 27 [26)

Currency Risk

As al 31 Decamber 2010, the Company held 389% and 3% (2009: 40% and 4%} of its financial assets and
financial liabilties respectively, in currencies, mainly US dollar and Euro, other than the functional currency
of the refevant business unit.

The financial assets, of which 81% (2009 82%) are held by the with-profit fund, allaw the fund fo obtain
expasure 1o forgign equily mairkets.

The financial iiabilifies, of which 81% (2009: 88%) are held by thae with-profil und, mainly relale to
irvesiment canlracis with discretionary paricipation features.

The exchange risks inherent in these axposures are mitigaled through the use of derlvatives, mainly
forward cumrency contracts.

g7
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Naotes on the financial staternents (continued)

Qther Price Risk — Equities and Property

In addition, the shareholder backed porticiio of the Company includes equity securnities and propetty.
Excluding any second order effects on tha measurement of the liabiliies for future cash flow 1o the
policyholder a 2l in their value would have given rise o the following effects on pre-tax profit, profit after
tax, and shareholders’ enuity,

2010 2009
Decrease of Decrease of Decrease of Derrease of

20% 10% 20% 10%

£m £m £m £
Pre-tax profl{ (89) {44} (92} [46)
Refated defemad tax
effocts 24 12 28 12
Met sensitivity of
profif afler tax and
shareholders’ funds __fesy . 3e) L 168) {33}

A 10% or 20% increase in their value would have an approximately cqual and opposite elfect on profit
and shareholders' eguity to the sensitivitizs shown above.

In the equity risk sensilivity analysis given above the Company has considered the impact of an
instantanecus 20 per cent fall in equity markets. If equity markets were ta fall by more than 20 per cent,
the Company believes that this would not be an instantanequs fall but rather this would be expected to
occur over a pedod of time during which the Company would be able to put in place mitigating
management actions.

C. Derivatives and Hedging

The Company uses derivatives for efficient portfolio management to obtain cost effective and efficient
exposure to various markets and to manage exposure to interesl rate, currency, credit and other
business risks,

The Company uses various interest rale derivative instruments such as interest rate swaps to reduce
exposure 10 interast rate volalility,

The Company also uses varicus currency derivalives in order Lo limit volatility due fo forsign currency
exchange rate fluctuations arising on securities denominated in currencies ather than steding.

The Company also holds interest-rate sensitive investments that centain credit risks on which a certain
level of defaults is expected. Inorder to manage the default risk an certain underlying assets and hance
reduce the amount of reguiatory capital held to supnort the assets the Company purchases swaptions.

As part of the effictent portfolic management of the PAC with-profits fund, the fund may, from time ta time,
invest in cash-selfled forward contracls over Prudential ple shares, which are accounted for consislently
wilh other derivatives. Thig is in grder to avoid a mismatch of the with-profits iwvestment portfclio with the
investment benchmarks set for its aquity-based investment funds. The confracts will form part of the long-
term investments of the wilh-profits fund. The contracts are subject to a number of limitations for legal and
regulatory reasons.

All over-the-counter derivative transactions are condusted under standardised ISDA {International
=waps and Derwatives Association Inc) master agreements and the Group has collateral agreemenis
betweaan the individual group entities, of which the Company is one, and ralevant counlerparties in place
under each of these market master agreements.
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The lotal fair vaiue balances of derivative assets and derivative liabilities are shown in note 18. The
notional amount of the dervatives were as follows at 31 December 2010 and 31 December 2004

2010 Notional amaunt on which future payments are based
Asset Liability
fm m
Cross-CUMansy sWaps 31 38
Equity index opticns . 1458
Swaptions - -
Fuiuras a.052 7146
Forsards 19,380 19.504
Equity options 34 -
Credit defaull swaps 145 3
Cradid derivalives T -
Tolal retum swaps 215 215
Interest rate swaps 3,258 3,259

2009 Maotional armount an which future payments are based
Asset Liability
£m £m
Cross-curmecy Swaps 3 a7
Equity index options - -
Swaplions ann [o0
Fulures 2,254 28748
Forwards 14 6526 18,435
Single afock oplions 30 587
Credit defaull swaps 85 12
Credi{ derivalives - -
Total relurn swaps 420 421
Inkerast rate swaps 4,812 4813

There zre hedging arrangemeants in place for the Habilities, the main objective baing to broadly malch 2
proportion of the market consistent liabilities and hence protect the Pillar | solvency of the with-profits
hbusiness against market movements. A benchmark of thearetical equity put options representing the
liabilities has been determined, based on characleristics of the wilh-profits liabikty. The company deals
in an approgriate amaunt of hedging instruments so that movements in the instruments held reflect
movemeants in the benchmark put options representing the liabilities.

The actual and required hedging positions are compared an a regular basis (at {east weekly), and the 1-
month Value at Risk between the assets and henchmark is caloulated. If this amount is significant, then
an assessment is made as to whether or not to address the balance, and how much to rebalance.
Autormnatic rebalancing is triggered if the monthly Value at Risk and the actual and reguired positian is
graater than £25m.

The Company has chosen to designate as a fair value hedge cerain fixed to floating rate swaps which
hedge the fair value exposure lo interest rate movements of certain of the Company's operational
bomowings. The fair value of the derivatives designated as fair value hedges sbove at 31 December
2010, were an assat of £5m {2000 a liabdity of £1m). Movements in the fair value of the headging
instruments of a nel gain of £6m {2009: net loss of £1m} and the hedged ilems of a net fogs of £6m
{2009 net gain of £1m) are recorded in the fong term tachnical account in respect of the fair value
hedges above.
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D. Credit risk
Debt Securities and Other Fixed Income Securities

The fallowing table summarnses by rating the securities held by the Company as at 21 December 2010
and 2009,

With-profits With-profits

sub fund  Olher funds Tolal 2010 sub fund  {Hher funds  Tolal 2008

£Em £m £m £m £m £m

SEF — AAn 8,008 834 9,003 6,451 FIE 7,225

S&P - AA+ 1D AA- 2,345 255 2,600 2,596 218 2,814

CAP - A+ to A 8639 45 9,484 8,058 716 ar772

3&F - BBE+ to BBB- 7,918 426 8,342 7.178 452 7,636

S&F — Onher 2,628 21 2.6499 1,782 24 1,518

20,507 2541 32,078 26,073 288 28,2681

Moady's ~ Aaa Bdd 10 554 357 7 3654

Moody's ~ Aat to Aad 100 26 126 138 24 162

Moody's — &1 to A3 1986 19 217 224 42 286

Moody's — Baai to Saa3 420 32 452 229 26 415

Meody's = Other 128 A 132 o Ae7 g 17¢

1,380 ot 1,481 1275 L dos 1,383

Fitch ~ A48A 20 - 20 85 - a5

Fiteh — A4+ o AA- u B - 20 1 ey

Fitch = A% to A- 178 21 1289 170 22 189

Fitch — BER+ 1o BEB- & - 6 32 - 22

Fitch — Oiher 28 - 78 38 1 40

232 21 253 34E 1 377

Cither 2,827 100 2027 2,708 &0 2,788
Total debt securities and

other fixed incoms
securities 33,9680 2,753 36,739 30,402 2407 32809

In the table above S&P ratings have been used where available. For securties where S&P ratings are
not immediately available thase produced by Moody’s and then Fitch have been used as an alternative.

Where no external ratings are available internal ratings produced by the FPrudential Group's asset
managemenl aperations, which are prepared on a comparable basis to exlernat ralings, are used where
possible. Of the total debl securiies held at 31 December 2010 which are not externally raled, £662m
{2009: £583m) were internally rated AAA Lo A-, £1,725m (2009: £1,457m) wera internally rated BBEB+ 1o
B- angd £640m werg intemally rated as below B- or unrated (2009: £748m). The majority of the unratad
debt security investments were held by the Company's with-profits fund and relate to convertible debl
and cther mvestments which are not covered by rating analysts nor have an internal rating attributed to
them.

Ag detailed in saction B the pimary sensitivity of profit or loss and shareholders’ eguity of the Company
relates to non-linked shareholder~hacked business which covers the "other funds™ in the table above.

Exciuded from the table above is £119m (2009 £158m} of assets backing unit-inked contracts which
arg included within assets beld to cover linked liabilities. The holders of these contracts bear the credit
risk arising from these assels.

Loans and receivables

In accordance with accounting policy, inpairment reviews were performed for {oans and receivables.

During the year ended 31 December 2010, impairment losses of £6m {2009: £10m)} were recognised for
loans and receivables.
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ot the total loans and recetvables held £11m {(2008: E7m) are past their due date but have not been
impaired. 5% (2009; 98%) of the loans and receivalies that are past dus but not impaired are lass than
one year past their dus date for 20110. The Company expects full recovery of these loans and
receivables.

Financial assets that would have been past due or impaired had the terms not besn renegotiated
amounted to £Nil (2009: £Nil).

Securities lending and revarsa repurchase agreements

The Company has entered into sacurities lending {including repurchase agreements) whereby blocks of
securilies are loaned {o third parfies, primarily major brakerage firms. The amounts above the fair value of
the loaned secuntizs required to he held as collateral by the agreements, depend an the quality of the
collateral, calculated on a daily basis. The loaned securities are not removed from the Company's balance
sheet; rather they are retained within the appropriate investment classification. Collateral, typically consists
of cash, debt securities, aquily seourilies and letters of credit. At 371 December 2010, the Company had lent
£4,936m (2009: £6,393m) of securities and held collateral under such agreements of £5,244m (2009:
£6,534m).

Al 31 December 2040, the Company had entered into reverse repurchase transactions under which il
purchased securities and had faken on the cbligation o resell the securities for the purchase price, £883m
{2009 £913m). together with accrued interest,

Collateral and pladges under derivative transactions

At 31 December 2010, \he Company had pledged £223m {2009: £120m] for lizbilities and held collateral of
£413m {2009: £243m} in respect of over-the-counter denvative transactions.

Reinsurer's shrare of technical provisions

The majority of the reinsurers' share ¢f technical provisions relate lo cessions to subsidiaries of the
Company or other group companias. See note 20,

Of the reinsurer's share of lechnical pravisions at 31 December 2040 of £17,186m (2008 £16,756m),
4% {2009 2%) of the balance relstes to companies outside of the Prudential Group and of this 7%
(2009 11%) of the balances were from reinsurers with S&P's rafing of AA- and above, based on the
ratings al the lime of signing these financial slatements,

E. Risk Management

The Campany's business invoives the acceptance and management of risk. The Company has in place
a risk management process, which 15 undertaken in accordance with {he Group Risk Framework
adopted by the Prudential Group in 1899,

A number of risk factors affecl the Company's operating results and financtzal condition. The financial risk
factors affecling the Gompany include the effecls of market risk, credil risk and liquidity risk on the
financial instruments of the Cormpany.

The Company Uses dervatives to facilitate efficient portfolic management or to reduce investment risk.
The most widely used denvalives by the Company are exchange traded futures and currency forwards.

The Company also usas over-the-counter swaps (including tolal return swaps), options, swaplions and
warranfs.

It is the Company's policy that cash or corresponding assets cover amounts at risk through derivative
transactions. Dervative financial instrumenls vsed {o fagilitate efficient portiolio management and Ffor
investmeant purposes are carnied at fair value with changes in fair value included in the profil and oss
acoount, The Company has not applied hedge accounting 1o its derivatives,
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Markef rigk

Market risk is the risk that arises from adverse changes in the value of, or income from, assets and
changes in inkeresl rates or gxchange rates.

The primary market risks that the Company faces are equity risk and inferest rate risk because most of
its assets are investments thal are either aguily lype of mvestments and subject to equity price nsk, or
bonds, morgages or cash deposits, the valugs of which are suhbject to intersst rate risk. The amount of
risk borne by the Company's shareholders depends on the extent to which its customers share the
investment risk through the stnecture of the Company's products.

The split of the Company's investments between equity investments and interest-sensitive instruments
gepands principally on the type of liabilties supported by those investments and the amount of capital
ihe Company has available. This mix of liabilities allows the Company to invest a substantial portion of
ite: investmant funds in equily and properly investments thal the Company balisves produse greater
returns over the lang term. On the othar hand the Company has some liabilities that contain guarantead
returns which generally will be supporied by fixed income invesirments.

Credit risk

Cradit risk is the nsk of loss to the Company if another party fails to perform its obligations, or fails to
perform them in a timely manner. The Campany’s long-term fund holds farge amounts of interest-
sensilive investments that contain credit risk on which a certain leve! of defaults is expected. These
expected losses are considered when the Company determines the crediting rates, deposit rates and
premium rales for the products that will be supported by these assets. Cerain over-the-counter
derivatives contain a credit risk element that is controlled twough evaleation of collateral agreements
and masler nelfing agreements on interest rate and currency swaps. The Company is also exposed to
credit-related fosses in the event of non-performance by counterparties.

Liguidity ri

Liguidity risk is the risk that the Company may be unable 1o mest paymant of obligations in a timely
manner at a reasonable cost or the risk of unexpected increases in the cost of funding the portfolio at
appropriate maturities or rates. Liguidity management in the Company seeks to ensure that, even under
adverse conditions, the Company hag access to the funds necessary o cover surrenders, withdrawals
and maturing liabikities.

In practice, most of the Company's assets are marketable securities. This, combined with the fact that a
large proportion of the liabilities contain discretionary surrender values or surrender chames, reduces
the liquidity risk.

358, Capital Requirements and Management

Regulatory capital requirameants apply at both an individual company level and at the Prudential Group
tevel, of which the Company is a part, for life assurance and investment management busingss, The
Prudentizl Group is cumently subject to the solvency reguirements of the Insurance Groups Directive
{iGD) as implemented by the FSA. Under the 1GD a parent company continuous solvency test is
applied. Under this test the surplus unrestricted capital held i each of the regulated subsidiaries,
including the Company, is aggregated with the free assets of non-regulated subsidiaries. From this tatal,
Prudential Group botrowing s are deducted, other than subordinated debtissues which gualily as capial,

In addilion to chligations under subsidiary and Prudential Group regulatery requirements, the Prudential
Group applies an economic framework to its management of capita!. Economic capital providss a
realigiic and consistent view of the Group's capital requirements, allowing for diversification benefits,

At the Compaiy [evel, the FS4 rules which govemn the prudential reguiation of nsurance form part of the
Prudential Sourcebook for Insurers, the General Prudential Sourcebocok aznd Interim Prudential
Sourcebonk for Insurers. Overall, the net requirements of the General Prudenttal Sourcebock are
intended ta align the capital adequacy requirements for insurance business more closaly with thoge of
banking and investment firms and building societies, for example, by addressing tiers of capital, rather
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than looking at nel admigsible assets. An insurer must hold capilal resources equal at least to the
Minirmum Capital Requiremeant (MCR).

ITED

The Prudential Sourcebgok for Insurers alse cantams rules on Individual Capital Assessments. Under
these rules and tha roles of the General Prudential Sourcebook all insurers musl assess for themselves
the amount of capital neaded 1@ hack their business, If the FSA views the results of this assessment as
insulficient, it may draw up ffs own Individual Capilal Guidance Tor a fiom, which can be superimposed as
a requirement,

With-Prafits Sub-Fund, SAIF and Defined Charge Participating Sub-Fundd

Under FSA nules, insurers with with-profitg liabilities of more than £500m must hold capital equal to the
higher oi the MCR and the Enhanced Capital Reguirement (the "ECR”). The ECR is intended Lo provide
a more risk responsive and “realistic” measure of a with-profit insurars capital requirements, whereas
the MCR 1s broadly speaking equivalent to the previous required minimum margin under the Interim
Prudential Sourcebook and satisfics the minimum EU Standards,

Determination of the ECR involves the companson of bwo separate measurements of the fim's

resources requirament, which the FSA refers to as the "twin peaks” approach. The two separate peaks

are:

{i} the requirement comprised by the mathematical reserves plus the "Long-Tenm Insurance Capital
Requirement’ (the "LTICR"), togather known as the "regulatory peak’™; and

{ifl & calculation of the "realistic’ present value of the insurer's expected future contractual habilities
togeiner with projected “fair discretionary bonuses to policyholders, plus a risk capital margin,
together known as the “realistic peak'.

Available capital of the WPSF and SAIF and DCPSF of £6.7bn (2009: £6.4bn) represents the excess of
assets over ligbilities on the FSA realistic hasis. Unlike the previously discussed FRS 27 basis, realistic
liakilitizs on the regulalory hasis include the shargholdars' share of future bonuses. These amounts are
shown before deduction of the rsk capital margin (RCM) which is £1.6bn {2008 £1.5bn) at 31
Cecember 2010,

The FS5A's basis of selting tha RCM is to fargel a levet broadly equivalenl to a Standard & Poor's credit
rafing of BBB and ta judge this by ensuring there are sufficient assets to absorb a 1 in 200 year event.
The RCM calculation achisves this by setting rules for the determinalion of margins lo cover defined
stress changes in asset values and yields for market risk, credit risk and termination risk for with-profils
policies.

The Company has discration in its management actions in the case of adverse inveslmenl condilions,
Management actions encompass, but are not confined to, inveslment allocation decisions, levels of
reversionary bonusaes, credifing rates and lotal claim values. To illustrate the fexibility of management
actions, rates of regular honus are determined for each 1ype of policy primarily by targeting them at a
prudent proporlion of the lang-term expected future investmen! relurn on the underlying assets, The
expacted future investment return is reduced as appropriate for each type of policy to allow for items
such as expenses, chargas, tax and shareholdars' transfers. However, the rates declared may differ by
product type, or by date of payment of the premiums or date of issue of the policy, if the accumulated
annual bonuses are particularly high or low relative 1o a prudent proporiion of the achieved invesiment
return.

When targst bonus levels change, the Company's board has regard to the overall financial strength of
ihe long-term fund when determining the length of time over which it will seek to achieve the amended
product target bonus level,

In normal investment conditions, the Company expects changes fo regular bonus rates to be gradual
over time and changes are not cxpected to excesd one per cert per annum over any yaar, However,
discrelion is retained as o whether or not a regular bonus is declared each year, and thers is no limit on
the amount by which regular bonus ratas can be changed.

As regards smoothing of maturity and death benefits, in normal circumstances the Company does not
expact most pay-out values on policies of the same duralion to change by more than 10 per cenl up or
down fram one year to the next, although some larger changes may occur to balance pay-out values
between different policies. Greater flexibility may be required in certain circumstances, for example
following a significant rise or fall in market values (either sudden or over a period of years) and in such
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siluations the Company's board may decide 1o vary the standard bonus smoothing limils 10 protect lhe
overall interests of policyholders.

For surrender benefits, any substantial fall in the market valug of the assefs of the with-profits sub-fund
would lead o immediale changes in the application of MYRs for accumulating with-profils policies, lirsliy
lo increasa the size of MYRs gleady being applied and, secondly, {o extend the range of policies for
whigh an MVR is appliad.

Non-Prafit Sub-Fund

The available capital of £140m {Z008: £119m) reflects the excess of regulatory basis assets over
liabilities of the Company. The regulatory capital resources requirement of £366m (2008; £342m} is
covered in parl {as is permitied by the FSA Regulations) by assets in the shareholder funds, The
available capital and capital resources requirement is monitored during the year. In addilion, a realistic
asseasment of availatle capital and capital requirements sufficiant to cover a 1 in 200 year event is
underiaken. Additional capital is soughl fram the parent company as nacessary.

The capital requiremenl required by regulation was maintained during the year.

The Company's capital position for life assurance businesses with reconciliations to shareholders’ funds
is shown below. Avaitable capilal for each fund is determined by reference to the FSA regulalions at 31

Decamber 2010 and 2005,

21 December 2010

_______ . T

Total
with-]

Shareholdars’ funds

Held outside long-temm funds
Mat aseels

. Googwil

SAIF
£y

WESF and
DCPSF
£m

profits!
fund
£m

Mon-profit
sub-fund
Em

Total lifey
assurance!
£

Shareholders’
tunds
£m

3,Dﬂﬁ

Company]
tota
Em

3,082

Total

3,082

3,082

Held in fong-term funds {nele i)

525

824

4

525

Totzl shareholders' funds

528

528

3,082,

3,610

Adjustinents (o regutatory basis
Funds for future appropriation {note i
Shareholders” share of realistic
lizhilities
Eeferred acquisition costs of non-
paricipaling business and
intangible assets {distribution rights
and licence) not recognised for
regulatary reporting purposes
idjustment from FRS17 basis
pension surples altribuable Lo
WP3SF ta pension labikily for
regulatory pUrpDEes
Watuakion difference on PAL betwaen
UKGAAP basiz and regulatory
pasis
fOther adjustrments to restate these
amounts ko a regulatory basis (wilh
SAIF and the WEPSF cn a Peak 2
reafistic basgis) (nete i)

10,395

{2,838}

.[wnf

{4

{1,202

609

10,395

{2,936

{100

{09)

{1,202

609

(207

{91k

10,395

{2,938)

{397}§

(849

{1,202

18

(Fatal adjustments

B,B75

6 675]

{3B&)

6,287

[Total available cagital resources of
life assurance busingsses on
FSA reqgulatory bases

6,675

6,675

140

6815
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31 Dacamber 2008
Tota
with4 Non-profig
WPSF and  profits| sub- Total life, Shareholders’  Compan
SAIF  DCPSF fune fund assurance funds total
£m £m fm £m £mi £m £m
ISharehclders' funds :
Hald outside long-term funds:
et assets g g e 3075 3.075
Soodwdll _ L I - 4 . ]
Tota! j 4 4 E 3,075 3.075
Held in long-lerm funds nole i) -J. E k E24 624 - B4
[Fotal shareholders' funds - . 1 624 g¢4 3,076 3,609
ndjustments to regulatory basis :
Funds for luture appropriation {nole i 10,3300 10,330 . 10,330
Shareholders' share of realistic
$abilitics . {3.001) (3,001 . (3.001
Deferred acquisition costs of non-
parlicipaling buginess and
intangible assets {distnbution righls
and licence) not recagnised far
regutatory reporting purpeses {z {85 {97y {284 (3
Adjustment from FRS17 basis :
penston surplus atlrbutable to
WPSF lo pension liability for |
regulziony purposes : 1 {91 (93y {9t
atuation differcnce o PAL belweon |
UKGAAP basiz and regulatory
basis 4 {1,294y (1,204 1,294
iher adjustments 1o restate these
emounts to 2 reguialory basis {with
SAIF znd the WPSF anz Peak 2 i
realistic basis) (note i) 2 59% 594 (21 asy
[Tetal adjusiments . 6,441 6441 L 5,038
Total availabfe capital resources of t
I life assurance businesses on
i FEA regulatory bases Ao B BAdy 1Y 6,560
Notes
i) The temt shareholders’ funds held in long-temn funds refers to the excess of assets over liakilities
attributable to shareholdzrs of funds which are required by law ta e mainisined with segregated
asseis and liabilifies.
fii} Other adjustments to shareholders’ funds and funds for future appropristion include amgunts far the
valug of non-participating business for with-profits funds., deferred Lax, admissibilly and other items
measured differently on the regulatory basis.
{iii} Ingurance business accounted for as financial instruments under FRS26.
36. Litigation

The Company is currently awailing the decision of the English Hioh Court in & case that was heard in
eady 2011 involving PSPS. This case relates to the defined benefit section of PEPS and was heard at
the request of the trustess of the scheme who are seeking to clarify the Company’s ohligations relating
ta discrationary pension ingreases,

In the evenf that the English High Court decides that lhe oblinations relating to discretionary pension
increases are greater than the Company currently believes, the assumptions applied for FRS 17
reporting purposes, and therefore the level of surplus of the Scheme may be affected. The Courl
decision might also affect the level of future deficit funding agreed concurrently with the next actuarial

valuation as at & Apnl 2011,

7
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The impact of sucsh changes on the deficit funding obfigations of the Company's with-profits fund would!
be determined in the conlext of the pra-existing feafurcs applicable to the PSPS scharmea dazoribed
below!

(1} although underlying surpluses of the scheme are recognised only to the extent of the amount which
ig recoverable thraugh reduced future contributions for FRS 17 accaunting purposes, the surplus
determined on the actuarial valuation basis would be considered in the context of setting altered
levels of future deficit funding, and

{ii} the allvcation of any such altered future deficit funding between the Company's with-profits fund and
Frudential ple would be in & 70730 ratio. This ratio was detenminad fallowing detailed consideration in
20035 of the svurce of previous contributions and has been applied from then when deficit funding
has been required.

Additional detaits on PSPS and these features are included in note 12,

Consistent with the Company’'s expeoctations as to the decision of the Courl, no amouni has been
provided in the 2010 financial statements for this item in respect of the Company's with-profits fund,

The Company is, and in the future may be, subjact to legal actions and disputes in the ordinary course
of its business. Whilst the outcome of such matters cannot be predicted with certainiy, the directors
believe that the ultimate outcoma of such litigation will not have a material adverse effect on the
Company's financial condition and results.
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