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THE PRUDENTIAL ASSURANCE COMPANY LIMITED
Incorporated and registered in England and Wales, Reqgistered no. 15454

DIRECTORS’ REPORT FOR THE YEAR ENDED 31 DECEMBER 2011

Principal activity

The principal activity of the Company in the course of 2011 was transacting long-term insurance
business in the United Kingdom. The Company also owns several insurance subsidiary undertakings
and a branch in Hong Kong that transact insurance business in the United Kingdom and overseas,
These activities will continue in 2012,

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

Business review

Market review and strateqy

The Company's long-term products consist of life insurance, pension products and pension annuities. In
common with other UK long-term insurance companies, the Company's products are structured as
either with-profits (or participating) products, or non-participating products including annuities in payment
and unit-linked products. Depending upon the structure, the level of shareholders’ interest in the value of
policies and the related profit or loss varies. With-profits policies are supported by the with-profits sub-
fund and can be single or regular premium. The return to shareholders on virtually all with-profits
products is in the form of a statutory transfer o the Company's shareholders’ funds which is analogous
to a dividend from the Company's fong-term fund and is dependent upon 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 determined as a prudent proportion of the long-term
expected future investment return on the underlying assets. Once credited, annual bonuses are
guaranteed in accordance with the terms of the particular product. In contrast, “final" honuses ars only
guaranteed until the next bonus declaration, and are primarily determined on the actual smoothed
investment return achieved over the life of the policy. With-profits policyholders currently receive 90 per
cent of the distribution from the with-profiis sub-fund as bhonus additions to their policies and
sharehoiders receive 10 per cent as a statutory transfer. On 31 August 2011 the majority of the
annuities previously reinsured to Prudential Annuities Limited (PAL), a subsidiary of the Company, was
recaptured by the Company's with-profits fund.

The defined charge participating sub-fund (DCPSF) forms part of the Company’s long-term fund and
comprises the accumulated investment content of premiums paid in respect of the defined charge
participating with-profits business issued in France, the defined charge participating with-profits
business reassured into the Company from both Prudential International Assurance plc and Canada Life
(Europe) Assurance Lid and the with-profits annuity business transferred to the Company from the
Equitable Life Assurance Society on 31 December 2007. All profits in this fund accrue to policyholders
in the DCPSF.

There is a substantial volume of non-participating business in the with-profits sub-fund and its wholly
owned subsidiary Prudential Annuities Limited (PAL), which is closed to new business; profits from this
business accrue to the with-profits sub-fund. The Company also writes non-participating business, the
profit on which accrues solely to shareholders, and this business is written in the Company’s non-profit
sub-fund. On 31 Cctober 2010 the business of two of the Company’s subsidiaries, Prudential Holborn
Life Limited and Prudential (AN) Limited, transferred into the Company following a Part VIl Transfer
under the Financial Services and Markets Act 2000. The business transferred into the non-profit sub-
fund of the long-term business fund with the exception of a smail amount of with-profits business in
Prudential (AN) Limited, which were transferred to the with-profits sub-fund.

In 2011 the Company continued to pursue a value over volume strategy, actively choosing to compete
selectively in the retirement savings and income market, and balancing the writing of new business with
sustainable cash generation and capital preservation. It is this discipline that has enabled the Company
to deliver ancther strong performance in 2011,

The UK Life & Pensions market, which is mature and the third largest in the world, is characterised by a
concentration of wealth in the 45 to 74 age group and an ageing population, as the "baby-boomers” get
older and progressively move into retirement. Many of these individuals are insufficiently prepared
financially for the prospect of spending a fonger period of time in retirement and as a result, are
considering extending their working lives while adopting a more flexible appreach towards retirement.
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The Company is well positioned to help the "haby-boomers” and subsequent generations meet their
financial needs both as they approach and during retirement through its range of market leading with-
profits and annuity products.

The Company is growing its individual annuity business, in particular with-profits annuities, building on a
robust pipeline of internal vestings from maturing individual and corporate pensions policies.

Onshore bond sales were up 7 per cent on 2010, including with-profits bond sales which increased 9 per
cent despite challenging market conditions. During 2011, the Company re-introduced the PruFund
Protected Growth Fund, with a range of guarantees added to both the Growth and Cautious funds. The
PruFund range comprised 74 per cent of with-profits bond sales, driven by customer demand for
products offering smoothed investment retums and optional capital guarantees. Since inception in 2004,
PruFund has accumuiated £5.4bn funds under management. 2011 also saw the launch of four new Risk
Managed PruFunds, which combine the strengths of the PruFund proposition with elements of the risk-
managed approach adopted by the unit-linked Dynamic Portfolios.

Corporate pensions sales were 5 per cent higher than in 2010, with strong sales to new members of
existing private sector schemes in the first half of the year due in part to existing customers transferring
members from their defined benefit schemes to defined contribution schemes. The Company continues
to focus on retaining and developing existing schemes, securing new members and incremental
business.

Sales of other products, principally individual pensions, PruProtect, and offshore bonds, were 7 per cent
below 2010. Within this, however, individual pensions sales (including income drawdown) were 4 per
cent above 2010, Sales of the Flexible Retirement Plan, the Company’s Retail Distribution Review
(RDR)-compliant individual pension and income drawdown product, grew by 20 per cent.

In the Wholesale market, the Company's aim is to continue to participate very selectively in bulk and
back-book buyouts using its financial strength, superior investment track record and annuitant mortality
risk assessment and servicing capabilities. The Company will continue to maintain a very strict focus on
value and only participate in capital-efficient transactions that meet its strict return on capital
requirements.

The Company's Hong Kong Branch is a leading life insurer with strong brand recognition in the Hong
Kong market. The branch is dedicated to meeting the different needs of its customers by providing a
comprehensive range of insurance services. The range of products includes life insurance, general
insurance, employee benefits, investment, health and protection preducts supported by outstanding
customer service. Retirement and health are currently 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 resuits of the Company for the year as set out on pages 15 to 17 show a profit on ordinary activities
before tax of £480m (2010: £1,063m). The resuits for 2010 were dominated by a profit of £562m arising
on the transfer of one of the Company's overseas subsidiaries, PT Prudential Life Assurance, to
Prudential Corporation Holdings Limited and dividends of £23m received when the business of two
subsidiaries, Prudential (AN) Limited and Prudential Holborn Life Limited, transferred to the Company
following a Part VIi Transfer under the Financial Services and Markets Act 2000. Excluding these one-
off profits, the 2010 comparative is £478m. 2011 results are therefore broadly in line with 2010. The
2011 long-term business results are £442m, £17m higher than in 2010; £21m higher in the UK and £4m
lower in the Hong Kong branch. In the UK, the profit attributable to the non-profit sub-fund business is
£37m higher than in 2010 primarily due to higher profits from PruProtect, annuity and credit life
business, partly offset by higher tosses arising from finked pensions and lower protection business
profits. In the UK, profits attributable to the with-profits business are £17m lower than in 2010 mainty due
to the 2010 profits having being boosted by one-off benefits arising from a difference in claims
experience. In 2011 a change in tax rate and a fall in the annuail bonus rates have contributed to the
lower profits from with-profits business. From 31 December 2008 the Company entered into a
reinsurance arrangement with Prudential Retirement Income Limited (PRIL) to accept 15% of PRIL's
non-profit annuity business on a quota share basis, which allows all of the reinsurance premiums to be
deposited back to PRIL. This has resulted in a profit of £59m (2010: £58m) in the Company, with an
equal and offsetting loss in PRIL. In the Hong Kong branch profits are £4m lower than 2010 mainly due
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to increased new business strain resulting from new business growth and reserve strengthening on
renewal business due to the lower interest rates. Profit arising from the shareholder funds is £14m lower
than in 2010 mainfy due to a loss of £10m arising on the liquidation of Prudential (AN) Limited during
2011 and the commission received on Prudential-branded General Insurance products being £6m fower
than in 2010, at £40m, as the book of business criginally transferred to Churchill in 2004 is decreasing
as expected.

The shareholders’ funds of the Company total £4,179m (2010: £3,610m).

Sales on an APE basis (Regular Premiums plus 1/10" Single Premiums) are £1,066m up 5 per cent
from £1,017m in 2010, This increase is primarily due to demand for the Company’s with-profits products
remaining resifient despite chalienging market conditions. With-profits bond sales are up 9 per cent on
2010 with PruFund accounting for 74 per cent of total with-profits bond sales. Individual pension sales
are up 4 per cent on 2010; this includes a 20 per cent increase on 2010 of the Flexible Retirement Plan.
Sales of corporate pensions products are up 5 per cent on 2010. In Hong Kong sales are up 20 per
cent on 2010 mainly due to increased sales of with-profits and non-profits business driven by successful
customer promotions and new product offerings launched in 2011 such as Evergreen Growth Saver and
Golden Harvest RMB Savings Plans.

The strength and performance track record of the Company’s With-Profits Fund is widely recognised.
Despite extreme market volatility in 2011 the Fund continues to provide customers with solid returns
over medium to long-term time horizons. Over ten years the Fund has delivered investment returns of
92.7 per cent, which compares favourably with other with-profits funds and the FTSE Ali-Share Index
(total return) of 59.5 per cent over the same period. This strong medium to leng-term 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 attractive medium to long-term investment, offering strong
annualised returns compared with other investment options. The Company's with-profits customers
benefit from the security offered by the Company's large inherited estate, with the free assets of the
with-profits fund valued at approximately £6.1bn at the year end, valued on a realistic basis.

As at the date of signing the accounts, the Company’s long-term fund is rated Aa2 by Moody's, AA by
Standard & Poor's and AA by Fitch Ratings. These ratings have a stable outlook.

The Company does not report against Key Performance Indicators in its Business Review. This is
because the Company is part of the wider Prudential Group and the Group's business is managed on a
divisional basis such as UK Insurance Operations and Prudential Asia. Key Performance Indicators exist
for the management of the divisions, of which this Company's business forms a part. The divisional Key
Performance Indicators can be found in the Annual Report of Prudential plc.

Risks & unceriainties

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 Group and is subject to the Group’s internai
control and risk management processes as detailed in the Group Governance Manual and Group Risk
Framewoark. The control procedures and systems established within the Group are designed to manage,
rather than eliminate, the risk of failure to meet 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 functions within the Group,
including the Company, to establish processes for identifying, evaluating and managing key risks. The
risk governance framework is based on the concept of three lines of defence: risk management, risk
oversight and independent assurance.
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A number of factors (risk factors) affect the Company's results and financial condition. The key risk
factors of the Company, mentioned below, should not be regarded as a complete and comprehensive
statement of all potential risks and uncertainties.

1) The business is inherently subject to market fluctuations and general economic conditions.

Uncertain or negative frends in international economic and investment climates could adversely affect
the Company's business and profitability. Since 2008 the Company has had to operate against a
chalienging background of periods of unprecedented volatility in global capital and equity markets,
interest rates and liquidity, and widespread economic uncertainty. Government interest rates have also
fallen to historic lows in the US and UK. These factors have been and would be felt principally through
the following:

« investment impairments or reduced investment returns, as a result of market volatility, could impair
the Company's ability to write significant volumes of new business, which would have a negative
impact on the Company’s assets under management and profit;

s higher credit defaults and wider credit and liquidity spreads resulting in realised and unrealised
credit losses;

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

« estimates of the value of financial instruments are difficult because in certain illiquid or closed
markets, determining the value at which financial instruments can be realised is highly subjective.
Processes to ascertain value and estimates of value require substantial elements of judgement,
assumptions and estimates (which may change over time). Increased illiquidity also adds to
uncertainty over the accessibility of financial resources and may reduce capital resources as
valuations decline.

Global financial markets have experienced, and continue to experience, significant volatility brought on,
in particular, by concerns over European and US sovereign debt, as well as concerns about a general
slowing of global demand reflecting an increasing lack of confidence among consumers, companies and
governments. Upheavals in the financial markets may affect general levels of economic activity,
employment and customer behaviour, For example, insurers may experience an elevated incidence of
claims, lapses, or surrenders of policies, and some policyholders may choose to defer or stop paying
insurance premiums. The demand for insurance products may also be adversely affected. If sustained,
this environment is likely to have a negative impact on the insurance sector over time and may
consequently have a negative impact on the Company's business and profitability. New challenges
related to market fluctuations and general economic conditions may continue to emerge.

A significant part of the Company's profit is related to bonuses for policyholders declared on its with-
profits products, which are broadly hased on historic and current rates of return on equity, property and
fixed income securities, as well as the Company’s expectations of future investment returns.

2} The Company is subject to the risk of potential sovereign debt credit deterioration owing to the
sovereign debt obligations held in its investment portfolic.

The Company is subject o the risk of potential sovereign debt credit deterioration and defauit. During
2011 and 2012, this risk has heightened, particularly in relation to European and US sovereign debt.
Investment in sovereign debt obligations involves risks not present in debt obligations of corporate
issuers. Investing in such instruments creates exposure io the direct or indirect consequences of
political, social or economic changes (including changes in governments, heads of states or monarchs)
in the countries in which the issuers are located and the creditworthiness of the sovereign. In addition,
the issuer of the debt or the governmental authorities that control the repayment of the debt may be
unable or unwilling to repay principal or pay interest when due in accordance with the terms of such
debt, and the Company may have limited recourse to compel payment in the event of a default. A
sovereign debtor's willingness or ability to repay principal and to pay interest in a timely manner may be
affected by, among other factors, its cash flow situation, its relations with its central bank, the extent of
its foreign currency reserves, the availability of sufficient foreign exchange on the date a payment is due,
the relative size of the debt service burden to the economy as a whole, the sovereign debtor's policy
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toward local and international lenders, and the political constraints to which the sovereign debtor may be
subject. Periods of economic uncertainty may affect the volatility of market prices of sovereign debt to a
greater extent than the volatility inherent in debt obligations of other types of issues. If a sovereign were
to default on its obligations, this could have an adverse effect on the Company's financial condition and
resuits of operations.

3) The Company conducts its business subject to regulation and asscciated regulatory risks, including
the effects of changes in laws, regulations, policies and interpretations and accounting standards in
the markets in which it operates.

Changes in government policy, legislation (including tax} or regulatory interpretation applying to
companies in the financiat services and insurance indusiries in any of the markets in which the
Company operates, which in some circumstances may be applied retrospectively, may adversely affect
the Company's product range, distribution channels, capital requirements and, consequently, reported
results and financing requirements. Also, regulators in jurisdictions in which the Company operates may
change the level of capital required to be held by individual businesses or could introduce possible
changes in the regulatory framework for pension arrangements and policies, the regulation of selling
practices and solvency requirements, Furthermore, as a result of the recent interventions by
governments in response to global economic conditions, it is widely expected that there will be a
substantial increase in government regulation and supervision of the financial services industry,
including the possibility of higher capital requirements, restrictions on certain types of transaction
structure, and enhanced supervisory powers.

The EU is developing a new solvency framework for insurance companies, referred to as 'Solvency II'.
The new approach will be based on the concept of three pillars — minimum capital requirements,
supervisory review of firms' assessment of risk, and enhanced disclosure requirements — and will cover
valuations, the treatment of insurance groups and companies, the definition of capital and the overall
level of capital requirements. A key aspect of Solvency |l is that the assessment of risks and capital
requirements will be aligned more closely with economic capital methodologies, and may atlow the
Company to make use of its internal economic capital models, if approved by the Financial Services
Authority (FSA) or other relevant supervisory authority. The Solvency [l Directive was formally approved
by the Economic and Financial Affairs Council in November 2009. The European Parliament is currently
discussing the Omnibus |l Directive which, once approved, will amend the Solvency il Directive. In
addition, the European Commission is continuing to develop the detailed rules that will complement the
high-level principles of the Directive, referred to as 'implementing measures'. The Omnibus Il Directive is
expected to be finalised during 2012 with the implementing measures expectad to be finalised later in
2012. There is significant uncertainty regarding the final outcome of this process. As a result there is a
risk that the effect of the measures finally adopted could be adverse for the Company, including
potentially a significant increase in capital required to support its business and that the Company may
be placed at a competitive disadvantage fo other European and non-Eurcpean financial services
groups.

The UK operates investor compensation schemes that require mandatory contributions from market
participants in some instances in the event of a failure of a market padicipant. As a major participant in
the majority of its chosen markets, circumstances could arise where the Company, along with other
companies, may be required to make such contributions.

Any further changes or maodification to Financial Reporting Standards, or adoption of International
Financial Reporiing Standards (iFRS) may require a change in the reporting basis of fulure results, or a
restatement of reported results.

4) The resolution of several issues affecting the financial services industry could have a negative
impact on the Company's reported results or on its relations with current and potential customers.

The Company is, and in the future may be, subject to legal and regulatory actions in the ordinary course
of its business, These actions could involve a review of business scld in the past under acceptable
market practices at the time, such as the requirement to provide redress to certain past purchasers of
pension and mortgage endowment policies, changes to the tax regime affecting products and regulatory
reviews on procucts sold and industry practices, including in the latter case businesses it has closed,
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Regulators are moving towards a regime of principles-based regulation which brings an element of
uncertainty. Reguiators are increasingly interested in the approach that product providers use to select
third-party distributors. In some cases product providers can be held responsible for the deficiencies of
third-party distributors.

5) Liligation, 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
investigations in the ordinary course of its insurance, investment management and other business
operations. These legal actions, disputes and regulatory investigations may relate to aspects of the
Company's businesses and operations that are specific to the Company, or that are common to
companies that operate in the Company's markets. Legal actions and disputes may arise under
contracts, regulations {including tax) or from a course of conduct taken by the Company, and may be
class actions. Although the Company believes it has adequately provisioned in all material aspects for
the costs of litigation and regulatory matlers, no assurance can be provided that such reserves are
sufficient. Given the large or indeterminate amounts of damages sometimes sought, and the inherent
unpredictability of litigation and disputes, it is possible that an adverse outcome could, from time to time,
have an adverse effect on the Company's results of operations or cash flows.

6) The Company's husiness is conducted in a highly competitive environment with developing
demographic trends and the Company’s continued profitability depends on management’s ability to
respond o these pressures and trends.

The market for UK financial services is highly competitive with several factors affecting the Company’s
ability to sell its products and its continued profitability, including price and yields offered, financial
strength and ratings, range of produet lines and product quality, brand strength and name recognition,
investment management performance, historic bonus levels, developing demographic trends and
customers' appetite for certain savings products.

The Company's principal competitors in the life insurance market include many of the major retail
financial services companies including, in particular, Aviva, L.egat & General, Lloyds Banking Group and
Standard Life,

The Company believes competition will intensify in response to consumer demand, technological
advances, the impact of consolidation, regulatory actions and other factors. The Company's abhility to
generate an appropriate return depends significantly upon its capacity to anlicipate and respond
appropriately to these competitive pressures.

7) Downgrades in the Company’s financial strength and credit ratings could significantly impact its
competitive position and hurt its relationships with creditors or trading counterpariies.

The Company's financial strength and credit ratings, which are used by the market to measure its ability
to meet policyholder obligations, are an important factor affecting public confidence in its products, and
as a result its competitiveness, Downgrades in ratings, as a result of, for example decreased
profitability, increased costs, increased indebtedness or other concerns, could have an adverse effect
on the Company's ability to market products and retain current policyholders, |n addition, the interest
rates the Company pays on its borrowings are affected by its debt credit ratings, which are in place to
measure the Company’s ability to meet its contractual obligations.

In addition, changes in methodologies and criteria used by rating agencies could result in downgrades
that do nat reflect changes in the general economic conditions or the Company's financial condition,

8) Adverse experience in the operational risks inherent in the Company's business could have a
negative impact on its results of operations.

Cperational risks are present including the risk of direct or indirect loss resulting from inadequate or
failed internal and external processes, systems and human error or from external events. The
Company’s business is dependent on processing a large number of complex transactions across
numerous and diverse products, and is subject to a number of different legat and regulatory regimes. In
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addition, the Company outsources several operations, including investment management, a significant
part of its back office and custemer-facing functions as well as a number of IT functions. In turn, the
Company is reliant upon the operational processing performance of its outsourcing partners, but their
performance is monitored carefully.

Further, because of the long-term nature of much of the Company’s business, accurate records have to
be maintained for significant periods. The Company's systems and processes incorporate controls
which are designed to manage and mitigate the operational risks associated with its activities as any
weakneass in the administration systems, finance systems and processes or actuarial reserving process
could have an impact on its resulis during the effective period. The Company has not experienced or
identified any operational risks in its systems or processes during 2011, which have subsequently
caused, or are expected to cause, a significant negative impact on its results of operations.

9} Adverse experience against the assumptions used in pricing preducts and reporting business
results could significantly affect the Company’s results of operations.

The Company needs to make assumptions about a number of factors in determining the pricing of its
products and setting reserves and for reporting its capital levels and the results of its long-term business
operations. For example, the assumption that the Company makes about future expected levels of
mottality is particularly relevant for its annuity business. In exchange for a premium equal to the capital
value of their accumulated pensicn fund, pension annuity policyholders receive a guaranteed payment,
usually monthly, for as long as they are alive. The Company conducts rigorous research into longevity
risk, using data from its annuitant portfolio. As part of its pension annuity pricing and reserving policy,
the Company assumes that current rates of mortality continue to improve over time at levels based on
the Company's calibration of the Continuous Mortality Investigations (CMI) 2008 mortality projection
model as published by the Institute and Faculty of Actuaries. If mortality improvement rates significantly
exceed the improvement assumed, the Company’s results of operations could be adversely affected.

A further example is the assumption that the Company makes about future expected levels of the rates
of early termination of products by its customers {persistency). This is particularly relevant to its lines of
business other than its UK annuity business. The Company’s persistency assumptions reflect recent
past experience for each relevant line of business. Any expected deterioration in future persistency is
also reflected in the assumption. If actual levels of future persistency are significantly lower than
assumed {that is, policy termination rates are significantly higher than assumed), the Company’s results
of operations could be adversely affected.

Another example is the impact of epidemics and other effects that cause a targe number of deaths,
Significant influenza epidemics have occurred three times in the last century, but the likelihood, timing,
or the severity of future epidemics cannot be predicted. The effectiveness of external parties, including
governmental and non-governmental organisations, in combating the spread and saverity of any
epidemics could have a material impact on the Company's loss experience.

In common with other industry participants, the profitability of the Company's businesses ultimately
depends on a mix of factors including mortality and morbidity trends, 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 resuits.

Group risk is present from the consequences of risks arising from other parts of the Group in addition to
those risks arising from the Company's own activities. The independent capitalisation of the Company
as well as the risk management processes and internal control mechanisms within the Company ensure
Group risk is appropriately managed.

11) Changes in tax legislation may result in adverse tax consequences.

Tax rules, including those relating to the insurance industry, and their interpretation, may change,
possibly with retrospective effect. Significant tax disputes with tax authorities, and any change in the fax
status of the Company or in taxation legislation or its scope or interpretation could affect the Company’s
financial condition and resuits of operations,
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Corporate responsibility

The Company is a wholly owned subsidiary within the Prudential Group and Corporate Responsibility
(CR) is integral to the way the Group does business.

The Group, of which the Company is a part, has developed a Group Governance Framework which is
underpinned by a Group Governance Manual and associated processes. This encompasses all key
policies and procedures for example, the Group Code of Business Conduct.

As a husiness that provides savings, income, investment and protection products and services the Group
creates social value through its day-to-day operations. First, the Group provides customers with ways to
help manage uncertainty and build a more secure future. Second, by playing a key rele in financial
markets, the Group provides long-term capital that finances businesses, builds infrastructure and fosters
growth in both developed and developing countries.

The Group aims to be sustainable in the broadest sense — financially, socially and environmentally.
Sustainability is integral to the way it does business. Prudential has long-term liabilities and investments,
and its commitments to its customers and its employees, as well as its support for communities and its
responsibility towards the environment, are rooted in its aim of continuing to deliver strong financial
performance sustainably.

The Group believes that CR is best managed on the ground by those closest to the customer and local
stakeholders. Underpinning this approach are the Group’s four global CR themes:

1. Customers; Using the Group's financial strength, knowledge and skills to provide fair and
transparent products, which meet customers’ needs;

2. People: Recruiting, developing and retaining the best people for the best-performing business;

3. The environment: Increasing the efficiency of the Group’s business by reducing the direct
impact of the properties it occupies and the properties it manages as pari of its investment
portifolio;

4.  Communities: Supporting its communities through donations, employee volunteering and jong-
term partnerships with charitable organisations that make a real difference.

These themes demonstrate the Group’s CR commitments and principles to its stakeholders and provide
clarity to its businesses, including the Company, on where they should focus their CR efforts and
resources in the context of their individual markets.

The Prudential plc Board discusses the Group's CR performance at least once a year and also reviews
and approves the Group CR Report and strategy on an annual basis. Below Board level, the
Responsibility Committee comprises senior representatives from the relevant Group functions and each
of its core businesses. This committee is responsible for monitoring the Group’s CR activities and
reviewing CR policies.

Solvency |l

The European Union (EU) is developing a new solvency framework for insurance companies, referred to
as 'Solvency ', The Solvency || Directive, which sets oul the new framework, was formally approved by
the Economic and Financial Affairs Council in November 2009 and is anticipated to be transposed into
local regulations and take effect for supervisors from 2013, with implementation currently anticipated
from January 2014. The new approach is based on the concept of three pillars — minimum capital
requirements, supervisory review of firms' assessments of risk, and enhanced disclosure requirements,

Specifically, Pillar 1 covers the quantitative requirements around own funds, valuation rules for assets
and liabilities and capital requirements. Pillar 2 provides the qualitative requirements for risk
management, governance and controls, including the requirement for insurers to submit an Own Risk
and Solvency Assessment (ORSA) which will be used by the regulator as part of the supervisory review
process, Pillar 3 deals with the enhanced requirements for supervisory reporting and public disclosure.

A key aspect of Solvency H is that the assessment of risks and capital requirements will be aligned more
closely with economic capital methodologies. Companies may be allowed to make use of internal
economic capital models if approved by the local regulator.



THE PRUDENTIAL ASSURANCE COMPANY LIMITED

DIRECTCORS’ REPORT FOR THE YEAR ENDED 31 DECEMBER 2011 (continued)

The European Parliament is currently discussing the Omnibus 1f Directive which, once approved, will
amend certain aspects of the Solvency Il Directive, including the anticipated implementation date as
described above. The Omnibus |l Directive is expected to be finalised during 2012.

In addition the European Commission is continuing to develop, in consultation with stakeholders
including industry, detailed rules that complement the high-level principles in the Solvency il Directive,
referred to as 'implementing measures'. These are not expected to be finalised until later in 2012, Further
guidance and technical standards are also currently being developed by the European Insurance and
Occupational Pensions Authority (EIOPA). These are expected to be subject to a format consultation
and are unlikely o be finalised before early 2013,

There remains significant uncertainty regarding the outcome from this process. There is a risk that the
effect of the final measures could be adverse for the Prudential Group, of which the Company is a part,
including potentially that a significant increase in capital may be required to support its business and that
it may be placed at a competitive disadvantage to other European and non-European financial services
groups. The Prudential Group is actively participating in shaping the outcome through its involvement in
industry bodies and trade associations, including the Chief Risk Officer and Chief Financiat Officer
Forums, together with the Association of British Insurers {ABl) and Insurance Europe (formerly known
as the Comité Eurcpéen des Assurances }.

Having assessed the reguirements of Solvency I, an implementation programme was initiated with
dedicated teams to manage the required work across the Group. The activity of the local Solvency |
teams is being coordinated centrally to achieve consistency in the understanding and application of the
requirements. Prudential Group is continuing its preparations to adopt the regime when it eventually
arrives and are undertaking in parallel an evaluation of the possible actions to mitigate its effects.
Prudential regularly reviews its range of options to maximise the strategic flexibility of the Group. This
includes consideration of optimising the Group's domicile, including as a possible response to an
adverse outcome on Solvency Il.

Over the coming months Prudential Group will be progressing its implementation and remaining in

regular contact with the FSA as it continues to engage in the ‘pre-application’ stage of the approval
process for the internal model.

Retail Distribution Review

The FSA's review of the retail distribution markeiplace called the Retail Distribution Review (‘RDR’)
culminated in a policy statement on 26 March 2010. The changes contained in the review are designed
to encourage greater levels of transparency, professionalism and sustainability within the industry, with
the prime aim of increasing consumers' confidence in the industry and therefore their desire to engage
with it. The Company supports the removal of commission payments, the introduction of adviser
charging and the new professional standards and believes that these provide an opportunity to put in
place a framework that will better align the interests of consumers, advisers and providers. The new
rules reflecting these changes have been confirmed and will come into force on 31 December 2012.

The changes to be implemented improve the clarity with which firms describe their services to
customers and the role of advisers, particularly with regards to remuneration. The advice market will be
split between independent and restricted advice. This will be supported by the need for specific
disclosure of status both in writing and crally at point of sale. Commission will be replaced by ‘Adviser
Charging' with prescriptive rules aimed at ensuring consumers have total clarity on the cost of advice
services. The changes will in particufar significantly increase the requirements for firms to be able to
describe themselves as independent.

The new rules apply to all retail investment advice and the group pensions marketplacs, although
advisers will continue to be able to be remunerated by commission for pure protection business.
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THE PRUDENTIAL ASSURANCE COMPANY LIMITED

DIRECTORS’ REPORT FOR THE YEAR ENDED 31 DECEMBER 2011 (continued)

Subsidiary and associate undertakings and branches

Particulars of the Company’s principal subsidiary and associate undertakings at 31 December 2011 are
shown on page 45 in note 17. The Company has a branch outside the United Kingdom in Hong Kong.

With-profits governance

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

The Board has established a With-profits Committee {(WPC), made up of three members (each of whom
is external and independent of the Company). The WPC provides the Board with an independent
assessment of the way in which the Company manages its with-profits business, its compliance with the
PPFM, and how the Company balances the rights and interests of policyholders and shareholders in
relation to its with-profits funds. The WPC has the right, if it wishes, to make a statement to with-profits
policyhoiders in addition to the Company's report described above.

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

Post balance sheef evenis

The Finance Act 2011 enacted the reduction in corporation tax rate to 26% with effect from April 2011
and 25% from April 2012. The UK Government announced at the Budget 2012 on 21 March 2012 that
the corporation tax rate would instead reduce to 24% from April 2012 with two further annual 1% cuts to
22% by April 2014. Other than the enacted changes to 26% and 25%, the effects of the announced
changes are not reflected in the financial statements for the year ended 31 December 2011 as they
were not enacted at the balance sheet date.

Accounts

The state of affairs of the Company at 31 December 2011 is shown in the balance sheet on pages 19
and 20. The profit and loss account appears on pages 15 t0 17.

Share Capital

There have been no changes in the Company's share capital during 2011 as shown on page 47 in note
24,

Dividends

An interim dividend of £223.4m (2010; £800.0m) on the ordinary shares was paid on 15 April 2011. The
directors have not declared a final dividend on the ordinary shares for 2011 (2010: £Nit).

A dividend on the A preference shares of £9,623 was paid on 8 May 2011 (2010: £18,813). No dividend
was paid on any other preference shares.

Payment policy

It is the policy of the Company to agree terms of payment when orders for goods or services are placed
and to pay in accordance with those terms. This policy was strengthened in 2009 by signing up to the
Prompt Payment Code, launched in December 2008 by the UK Department for Business, Enterprise
and Regulatory Reform. In 2011, the Company's frade creditor days, based on the ratio of amounts
which were owed to trade creditors at the year end to the aggregate of the amounts invoiced by trade
creditors during the year, were 22 days (2010: 23 days).

11



THE PRUDENTIAL ASSURANCE COMPANY LIMITED

DIRECTORS’ REPORT FOR THE YEAR ENDED 31 DECEMBER 2011 {continued)
Directors
The present directors are shown on page 1. There were no changes during the year,

Political and Charitabie Donations

During 2011 the Hong Kong branch made donations of £47,369 (2010: £81,312). This is broken down
as follows: Education £41,413; Social and Welfare £5,956. No donations were made for political
purposes,

Disclosure fo auditor

The directors who held office at the date of approval of this directors’ 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 director has taken all the steps that he ought to have taken as a director to make himself aware of
any relevant audit information and to establish that the Company’s auditor is aware of that information.
This confirmation is given and should be interpreted in accordance with the provisions of Section 418 of
the Companies Act 2006.

Financial instruments

The Company is exposed fo financial risk through its financial assets, financial liabilities, and
policyholder liabilities. The financial risk factors affecting the Company include market risk, credit risk
and liguidity risk. Information on the financial risk management objectives and policies of the Company
and the exposure of the Company o the financial risk factors is given in note 34 (E) on page 72.
Further information on the use of derivatives by the Company is provided in note 34 {C) on page 69.

Auditor
The directors re-appointed KPMG Audit Plc as auditor of the Company on 2 June 2011, An ordinary
resolution of the Company for the re-appointment of KPMG Audit Ple as auditor of the Company will be

proposed fo the members of the Company in accordance with Section 485{4) of the Companies Act
2008,

Directors' and officers’ protection

Prudential plc has arranged appropriate insurance cover in respect of legal action against directors and
senior managers of companies within the Prudential Group. in addition, the Articles of Association of
the Company provide for the directors, officers and employees of the Company to be indemnified in
respect of liabilities incurred as a result of their office. Prudential plc also provides protections for
directors and senior managers of companies within the Group against personal financial exposure they
may incur in their capacity as such, These include quatifying third party indemnity provisions (as defined
by the relevant Companies Act) for the benefit of directors of Prudential plc, including, where applicabie,
in their capacity as a director of the Company and other companies within the Group. These
indemnities were in force during 2011 and remain in force.

On hehalf of the Board of directors,

S D Windridge
Secretary
23 March 2012
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THE PRUDENTIAL ASSURANCE COMPANY LIMITED

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

The directors are responsible for preparing the Directors' Report and the financial statements in
accordance with applicable law and regulations.

Company law requires the directors to prepare financial statements for each financial year. Under that
law they have elected to prepare the financial statements in accordance with UK Accounting Standards
and applicable law (UK Generally Accepted Accounting Practice).

Under company law the directors must not approve the financial statements uniess 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 that pericd. In preparing these financial statements, the directors are required to:

« select suitable accounting policies and then apply them consistently;

» make judgments and estimates that are reasonable and prudent;

+ state whether applicable UK Accounting Standards have been followed, subject to any material
departures disclosed and explained in the financial statements; and

- prepare the financial statements on the going concern basis

The directors are responsible for keeping adequate accounting records that are sufficient to show and
explain the Company's transactions and disclose with reasonable accuracy at any time the financial
position of the Company and enable them to ensure that the financial statements comply with the
Companies Act 2006. They have general responsibility for taking such steps as are reasonably open to
them to safeguard the assets of the Company and to prevent and detect fraud and other irregularities.

The directors are responsible for the maintenance and integrity of the corporate and financial

information inciuded on the Company's website. Legislation in the UK governing the preparation and
dissemination of financial statements may differ from legislation in other jurisdictions.

Ay

A M Crossley
Director
23 March 2012
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THE PRUDENTIAL ASSURANCE COMPANY LIMITED

INDEPENDENT AUDITORS' REPORT 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 2011 set out on pages 15 te 76. The financial reporting framework 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 bedy, in accordance with Chapter 3 of Part
16 of the Companies Act 2006, Qur audit work has been undertaken so that we might state to the
Company's members those maiters 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 responsibility 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 preparation 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 with applicable law and International Standards on Auditing (UK and Ireland).

Those standards reguire us to comply with the Auditing Practices Board's (AP8'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 financiat statements:

» give a true and fair view of the state of the Company's affairs as at 31 December 2011 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 reguires 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.

. PR .
obert Lot
Robert Lewis {Senior Statutory Auditor) for and on behalf of KPMG Audit Ple, Statutory Auditor
Chartered Accountants
15 Canada Square
Canary Wharf
London
E14 5GL

23 March 2012
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THE PRUDENTIAL ASSURANCE COMPANY LIMITED

Profit and Loss Account for the year ended 31 December 2011

Note General Business Technical Account 2011 £m 2010 E£m
2b Gross premiums written 37 35
Cutward reinsurance premiums (4} (87)
Premiums written, net of reinsurance 33 (52)

Change in the provision for unearned premiums

Gross amount {1) )]
Earned premiums, net of reinsurance 32 (53)
Claims paid
Gross amount (27) (19)
Reinsurers' share 12 4
Claims paid, net of reinsurance {15) (15)

Change in provision for claims

Gross amount 5 (5)
Reinsurers' share {6} 88
Net of reinsurance {1} 83
Claims incurred, net of reinsurance {16) 68
5 Net operating expenses (14) (13}
2b Batlance on the general business technical account 2 2
Analysis:

Continuing operations 2 2

9 Operations in run-off -
2 2
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THE PRUDENTIAL ASSURANCE COMPANY LIMITED

Profit and Loss Account for the year ended 31 December 2011 {(continued)

Note Long-term Business Technical Account

2a Gross premiums written
Cutward reinsurance premiums
11 Recaptured reinsurance premiums

Earned premiums, net of reinsurance
3,1 Investment income
Unrealised (losses) gains on investments

Claims paid
Gross amount
Reinsurers' share

Claims paid, net of reinsurance

Change in provision for claims
Gross amoeunt
Reinsurers' share

Claims incurred, net of reinsurance

Change in long-term business provision
Gross amount
Reinsurers’ share
11 Recaptured reinsurance

Change in technical provision for linked liabilities

Change in other technical provisions, net of reinsurance

5 Net operating expenses
6 Investment expenses and charges
7 Tax attributable to the long-term business

Actuarial and other losses on pension schemes

Transfer from (to) the fund for future appropriations

Balance on the long-term business technical account

2011 £m 2010 £m
6,610 6,484
(1,098) (1,052)
7,650 -
13,162 5,432
8,133 6,513
(3,984) 3,939
(9,658) (9,568)
978 1,119
(8,680) (8,449)
(63) (17)

1 -
(8,742) (8,468)
(2,628) (5,605)
1,540 975
(7,316) -
(8,404) (4,630)
533 (745)
(7,871) (5,375)
{1,011) (783)
(293) (260)
(56) (582)
(25) (45)
1,018 (69)
331 304

All premiums and the halance on the long-term business technical account relate to continuing

operations.
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THE PRUDENTIAL ASSURANCE COMPANY LIMITED

Profit and Loss Account for the year ended 31 December 2011 (continued)

Note Non-Technical Account

2a

3,10

2C

10

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

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

Balance on the long-term business technical account before tax
Investment income

Other income

Other charges

Total profit on other activities

Profit on disposal of related undertakings

Profit on ordinary activities before tax

Tax on profit on ordinary activities

Profit for the financial year

2011€m 2010 £m
2 2
331 304
111 121
442 435
21 62
38 43
(23) (30)
36 75

- 561

480 1,063
{146} (120)
334 943

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 loss account and the results on an
unmodified historical cost basis. Accordingly, given the exemptions provided to insurance companies in
FRS 3.31A, a note of the historical cost profits and losses for the year is not given.

17



THE PRUDENTIAL ASSURANCE COMPANY LIMITED

Statement of Total Recognised Gains and Losses for the year ended 31 December 2011

Note

Profit for the financial year
Other recognised gains and losses:

25 Increase (decrease) in surplus on revatuation of
investments in sharehoider subsidiaries

Transfer to profit and loss reserves of 50% of the
revaluation movement accumuiated for Prudential Health
Holdings Limited prior to its partial disposal

Exchange adjustments

Total recognised gains relating to the financial year

Reconciliation of Movement in Shareholders’ Funds for the year ended 31 December 2011

Total recognised gains relating to the financial year
Dividends

Net movement in shareholders' funds

Shareholders’ funds at beginning of year

Shareholiders’ funds at end of year

Included in Sharehoiders’ funds are aggregate net foreign
exchange differences as follows:

Aggregate net foreign exchange differences included in
opening Shareholders’ funds

Net foreign exchange differences for the year

Aggregate net foreign exchange differences included in
closing Shareholders’ funds

18

2011 Em 2010 £m
334 943

456 (221}

- (13)

2 2

792 711
2011 £m 2010 £m
792 711
(223) {800)
569 {89)
3,610 3,699
4,179 3,610

1 3

1 )

2 2




THE PRUDENTIAL ASSURANCE COMPANY LIMITED

Balance sheet as at 31 December 2011

Note Asseis

15 Intangible assets
Licence
Distribution rights

Investments
16 l.and and buildings
17 Investments in group undertakings and participating
interests
18 Other financial investments

19 Assets held to cover linked liabilities

20 Reinsurers’ share of technical provisions
Provision for unearned premiums
l.ong-term business provision
Ctaims outstanding
Technical provisions for linked liabilities

Debtors
Debtors arising out of direct insurance operations
Policyholders
intermediaries
Cebtors arising out of reinsurance operations
21 Other debtors

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

Prepayments and accrued income
Accrued interest and rent
Deferred acquisition costs
General business
Long-term business
Accrued external dividends receivable
Other prepayments and accrued income

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

19

2011 Em 2010 £m
84 94

117 123
201 217
6,320 6,224
6,042 6,190
88,360 81,343
100,731 93,757
10,199 10,290
2 2

7,035 12,811
104 110
4,075 4,242
11,216 17,165
49 47

19 18
2,865 2,607
1,250 1,338
4,183 4,010

7 8

1,242 955
1,249 963
788 612

7 7

182 180

80 57

107 169
1,164 1,025
128,943 127,427
86 53
129,029 127,480




THE PRUDENTIAL ASSURANCE COMPANY LIMITED

Balance sheet as at 31 December 2011 {continued)

Note Liabilities

Capital and reserves

24 Share capital

25 Revaluation reserve

25 Cther reserves

25 Profit and loss account

2c Shareholders’ funds — equity interests
26 Fund for future appropriations

Technical provisions
Provision for unearned premiums

32 Long-term business provision
Claims outstanding
8 Equalisation provision

Unearned revenue provision
Total technical provisions

Technical provisions for linked liabilities

Provisions for other risks and charges
7 Deferred taxation
Other

Creditors
Creditors arising out of direct insurance operations
Creditors arising out of reinsurance operations
Amounts owed to credit institutions
Other horrowings not owed to credit institutions
28 Other creditors including taxation and social security
29 Preference shares

Accruals and deferred income

Total liahilities

2011 £m 2010 £m
330 330
1,182 726
536 536
2,131 2,018
3,179 3,610
9,363 10,395
20 18
94,759 92,620
544 478

1 1

42 46
95,366 93,163
14,274 14,532
525 841

13 14

538 855

99 106

143 98

56 46

232 347
4,645 4,151
1 1
5176 4,749
133 176
129,029 127,480

The accounts on pages 15 to 76 were approved by the Board of directors on 23 March 2012,

Director
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THE PRUDENTIAL ASSURANCE COMPANY LIMITED

Notes on the financial statements

1. Accounting Policies

A, Basis of Preparation

The financial statements are prepared in accordance with Part 15 of the Companies Act 2006 and
Schedule 3 of The lLarge and Medium-sized Companies and Groups (Accounts and Reports)
Regulations 2008. The financial statements comply with applicable accounting standards (UKGAAPR)
and the ABlI SORP, and have been prepared under the historical cost accounting rules, modified to
include the revaluation of investments.

As the Company is a wholly owned subsidiary underiaking of another company registered in England
and Wales, group financial statements are not prepared. Accordingly, the financial statements present
information about the Company as an individual undertaking and are not consolidated.

The Company has taken advantage of the exemption under FRS1 (Revised} 'Cash flow statements’
from preparing a cash flow statement. The Company has not presented all the supperting disclosures
required under FRS 27 ‘Life Assurance' on the basis that the Company is more than 90 per cent owned
within a group and the Company is included in the publicly available Prudential pic group financial
statements which provide information on a group basis complying with this requirement.

The directors have a reasonable expectation that the Company will be able to continue in operational
existence for the foreseeable future and thus continue to adopt the going concern basis of accounting in
preparing the financial statements. This conclusion has been based upon the following: the Company is
a subsidiary within the Prudential Group and it, its parent company and the ultimate parent company are
continuing to trade profitably and there are no plans for liquidation, the Company has a healthy sclvency
margin, well in excess of the Minimum Capital Requirement (MCR) and Enhanced Capital Requirement
{ECR) (Note 35 on page 73), is supported by its inherited estate {Note 33 on page 54}, generates
positive cashflows and has very low debt-financing. In addition consideration has also been given to the
Company's performance, the market in which it operates, its strategy and risks and uncertainties, as set
out in the Business Review on pages 2 to 10, the management of financial risk as set out in nole 34,
inctuding its exposure to liquidity risk and credit risk.

B. Change in Accounting Policies

The Company has implemented the following changes in preparing its results for the year ended 31
December 2011, These standards closely reflect the requirements of International Financial Reporting
Standards (IFRS) and form part of the continuing convergence of UKGAAP to IFRS requirements in
the UK.

In 2011, the Company adopted the Improvements to Financial Reporting Standards 2010. Their
adoption had no material impact on the financial statements of the Company.

C. L.ong-term Business

The measurement basis of assets and liabilities of long-term business contracts is dependent upon the
classification of the contracts under FRS 26 as either insurance contracts, if the level of insurance risk is
significant, or investment contracts if the risk is insignificant. A further distinction is made between
investment contracts with and without discretionary participation features. Discreticnary participation
features represent the contractual right to receive additional profit-sharing benefits as a supplement to
guaranteed benefits. The Company's insurance contracts and investment contracts with discretionary
participation features are primarily with-profits and other protection type or annuity policies. The investment
contract without discretionary participation features classification applies primarily to certain unit-linked and
similar contracts written by the Company. Insurance contracts and investment contracts with discretionary
participation features are accounted for under previously applied UKGAAP, as set out in the ABI SORP.
Investment contracts without discretionary participation features are accounted for as financial liabilities
under FRS 26 and, where relevant the provisions of the ABI SORP in respect of the attaching investment
management features of the contracts. FRS 26 applies a different accounting treatment to these contracts
than that previously applied primarily in respect of deferred acquisition costs, deferred income reserves
and provisions for fulure expenses commonty cailed “sterling reserves” (see below).

21



THE PRUDENTIAL ASSURANCE COMPANY LIMITED

Notes on the financial statements (continued}

1. Accounting Policies (continued)

A further feature is that investment contracts without discretionary participation features are closer in nature
to a deposit style arrangement between the investors and the Company. Premiums and withdrawals for
these contracts are recorded within the halance sheet as a movement on the investors’ lability and the
long-term business technical account reflects the fee incoms, expenses and taxation on the contracts. The
provisions for investment contracts without discretionary participation features are included in Technical
Provisions for Linked Liabilities in the balance sheet,

Technical account treatment:

Premiums and annuity considerations for conventional with-profit policies and other protection type life
insurance and annuity policies are accounted for when due. For unit-linked business and unitised with-
profit policies, premiums are accounted for when the liabilities arising from the premiums are created.
Premiums exclude any taxes or duties based on premiums. Pensions annuity contracts that vest during
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 accounted for on
the policy maturity date. Annuity claims are accounted for when the annuity becomes due for payment.
Surrenders are accounted for when paid and death claims when notified,

Under FRS 26, the accounting treatment for investment contracts without discretionary participation
features reflects the deposit nature of the arrangement with premiums and claims reflected as deposits
and withdrawals taken directly to the balance sheet as a movement on the investors' liability with the
long-term technical acceount reflecting fee income, expenses and taxation on these contracts.

The costs of acquiring new non-profit insurance contracts, principally commission and certain costs
associated with policy issue and underwriting, which are not matched by policy charges are capitalised
and amortised against margins in future revenues on the related insurance contracts for non-profit
business to the extent that the amounts are recoverable out of margins.

Under FRS 26, for the investment contracts without discretionary participation features, only the
incremental, directly attributable acquisition costs relating to the securing of investment management
element of the contracts can be capitalised and amortised in line with related revenue. If these
contracts involve up-front charges, this income is also deferred and amortised through the technical
account in line with contractual service provision.

Sterling reserves, as defined above, are not permitted to be recognised under FRS 26 for investment
contracts.

Bonus additions made fo policies are included in the change in the long-term business provision or,
where the policy is no longer in force, in claims incurred.

Profits comprise actuarial surpluses allocated to shareholders adjusted, other than for with-profits
business, for the deferral of acquisition costs and movements in the shareholders' interest in reserves
held within long-term funds. For with-profits business, unappropriated surplus is carried forward in the
fund for fulure appropriations and no allocation is made to the shareholders. There is no deferral of
acquisition costs for with-profits business.

The fund for future appropriations comprises amounts arising in relation to participating policies and
other non-linked policies, the allocation of which to policyholders or to shareholders has not been
determined at the balance sheet date.

The assumptions used to calculate the long-term business provisions are described in note 32.

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

Realistic reserves are established using best estimate assumptions, and taking info account the firm's
regulatory duty to treat its custemers fairly.

22



THE PRUDENTIAL ASSURANCE COMPANY LIMITED

Notes on the financial statements (continued}

1. Accounting Policies (continued)

The FSA realistic value of liabilities is calculated as:

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

The WPBR is the main component of the product related Hability, and is mainly determined using a
retrospective asset share calculation.

Asset shares are calculated by rolling up the premiums paid, less expenses and charges using the
actual investment retumns earned on the with-profits fund. The assumptions used within the asset share
calculations are consistent with those that are actually used to determine policyholders’ bonuses. A
number of adjustments are made to reflect future expected policyholder benefits and other outgoings.
For certain classes of business including conventional with-profits whole life, industrial branch and many
pension contracts (which have capped charges) a prospective bonus reserve valuation is performed
instead, valuing future claims and expenses using the expected future bonus rates.

The FPRL inciudes a market consistent valuation of the costs of guarantees, options and smoothing.
This is determined using stochastic modelling. The FPRL also includes ather liabilities such as tax on
sharehoclder fransfers and enhancements to policy benefits arising from the distribution of surplus from
non-profit business written within the with-prefits fund or from the Company’s subsidiary, Prudential
Annuities Limited {PAL). For the Scottish Amicable Insurance Fund {SAIF}, the FSA realistic liability
calculation requires that all of the surpius within the fund is distributed to policyholders and therefore the
FPRL is increased up to the point where the fund has no working capital.

The FSA realistic value of liabilities is adjusted in accordance with FRS 27 to remove the present value
of shareholder transfers and related tax. Shareholder fransfers are recognised as a liability for the
purposes of FSA regulatory returns but, for accounting purposes under FRS 27, shargholders’ transfers
are recognised only on declaration, consistent with the current basis of financial reporting.

The reported assets include the Company’s interest in its subsidiary, PAL, adjusted from the value
reported in the FSA realistic balance to reflect differences in the provisioning and capital requirements
between the accounting and FSA realistic basis.

Under FSA reporting, the assets include the present value of future profits of PAL and of non-profit
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 FRS 27.

D, 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
exclude any taxes or duties based on premiums. In determining the result, the proportion of premiums
written relating to pericds of risk beyond the year end is carried forward to subsequent accounting
periods as unearned premiums, cajculated on a daily basis, so that earned premiums relate to risks
carried during the accounting period. A similar treatment is applied to acquisition expenses.

Claims incurred comprise the settlement and handling costs of paid and cutstanding claims arising from
events occurring in the year and adjustments to prior years' claims provisions. Outstanding claims
comprise claims incurred up to but not paid at the end of the accounting period whether reported or not.

An unexpired risks provision is estaklished for any excess of expected claims and deferred acquisition
costs over unearned premiums and investment return. The assessment of expected claims has regard
to claims experience up to the end of the accounting period. No specific provision is made for major
events oceurring after this date.
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1. Accounting Policies {continued)

An equalisation provision has been established in accordance with the requirements of the Prudential
Sourcebook for Insurers in order to reduce the impact of claims volatility.

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

E. Reinsurance

in the normal course of business the Company seeks to reduce loss exposure by reinsuring certain
levels of risk in various areas of exposure with other insurance companies or reinsurers, An asset or
liability is recognised in the balance sheet representing premiums due to or payments due from
reinsurers and the share of benefits and claims recoverable from reinsurers. The measurement of
reinsurance assets is consistent with the measurement of the underlying direct insurance contracts.

F. Investments

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

Realised gains or losses are determined as the difference between net proceeds on disposal and the
purchase price. Movements in unrealised gains or losses comprise the change in the value of
investments held at the balance sheet date and the reversal of unrealised investment gains and losses
recognised in earlier accounting periods in respect of investment disposals.

Sharehoider investments in entities that undertake long-term business are shown at current values
using embedded values as determined in accordance with the European Embedded Value principles
issued by the CFO Forum of European Insurance Companies in May 2004 and expanded by the
Additional Guidance on European Embedded Value Disclosures issued in Qctober 2005. Investments in
other subsidiaries are valued at net asset value. The movement in values is taken to the revaluation
reserve, other than a permanent diminution in value, which is taken fo the non-technical account.
Investments in participating interests are carried at fair value.

Under FRS 26, upon initial recognition financial investments are recognised at fair value. Subsequently,
the Company is permitted, subject to specific criteria, to designale its investments as either financial
investments at fair value through profit and loss, financial investments held on an available-for-sale basis,
financial investments held o maturity, or loans and receivables. The Company holds financial investments
on the following bases:

(i) Financial investments at fair value through profit and loss — this comprises assets designated
hy management as fair value through profit and loss on inception and derivatives which are
deemed to be held for trading. These investments are valued at fair value with all changes
thereon being recognised i the profit and loss account. An analysis of net gains/losses is
disciosed separately in note 3 on page 30 and note 18 on page 46.

(i) The Company uses bid prices fo value its quoted financial investments. Actively traded
investments without quoted prices are valued using external broker bid prices. If there is no
active established markst for an investment, the Company applies an appropriate valuation
technique such as discounted cash flow technique. Further information on valuation
technigues is provided in note 34 (A) on pages 57 to 58.

{iii) Loans and receivables — these comprise investments that have fixed or determinable
payments and are not designated as fair value through profit and loss or available-for-sale.
These investments include loans secured by mortgages, deposits and loans to policyholders
and other unsecured loans and receivables. These investments are carried at amortised cost
using the effective interest method and subject to impairment reviews. The Company
measures the amount of the impairment loss by comparing the amortised cost with the
present value of its estimated future cash flows discounted at the original effective interest
rate. Certain mortgage lcans of the Company have been designated at fair value through
profit and loss as this loan portfolio is managed and evaluated on a fair value basis and
these are included within loans in the balance sheet.
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The Company uses derivatives for efficient portfolio management to obtain cost effective and efficient
exposure o various markets and to manage exposure to interest rate, currency, credit and other
business risks. The Company designates as a fair value hedge certain fixed to floating rate swaps which
hedge the fair value exposure to interest rate movements of certain of the Company's operational
borrowings. Movements in the fair value of the hedging instruments are recorded in the long term
technical account. All derivatives 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,

Properties are valued annually, by a number of different professional external valuers, at market value
as defined in the Appraisal and Valuation Manual issued by the Royal Institute of Chartered Surveyors
in particular Practice statement 3.2. In accordance with SSAP 19, no depreciation is provided on
investment properties as the directors consider that to depreciate them would not give a true and fair
view.

In accordance with the provisions of Schedule 3, paragraph 76 of The Large and Medium-sized
Companies and Groups {Accounts and Reports} Regulations 2008, there is a requirement to show the
net book value on a historical cost basis of properties in a note to the accounts. For this purpose
properties are depreciated over forty years. Leasehold properties are depreciated over forty years, or if
the lease is less than forty years, over the length of the lease.

G. Financiai Liabilities

Financial liabilities are designated as either fair value through profit and loss, amortised cost or investment
contracts with discretionary participation features accounted for under FRS 26 and the ABI SORP.

The Company helds financial liabilities on the following bases:

{i) Financial liabilities at fair value through profit and loss —~ these comprise derivatives,
investment contracts without discretionary participation features and certain creditors.
Derivative liabilities and certain creditors are valued at fair value with all changes thereon
being recognised in the profit and loss account. An analysis of net gainsfosses is disclosed
separately in note 3 on page 30 and note 18 on page 46. Investment contracts without
discretionary participation features are covered in section C above.

(i) Financial liabilities that are not valued at fair value through profit and loss and are not
investment contracts with discretionary participation features are mainly creditors shown at
settlement value. The Company also has some operational borrowings where it has chosen
to designate as a fair value hedge certain fixed to floating rate swaps which hedge the fair
value exposure to interest rate movements of these borrowings.

{iii) Investment contracts with discrelionary participation features. The accounting policy is
covered in section C above.

H. Tax

Tax is charged on ali taxable profits arising in the accounting peried. The UK HM Revenue & Customs
rules for taxing 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 to
distinct rules. Furthermore the tax calculations are performed using data from the regulatory returns
submitted to the FSA rather than the financial statements. There may be significant and complex
differences between the regulatory and accounting bases.

Except where otherwise required by accounting standards, fuil provision for deferred tax without

discounting is made for all timing differences which have arisen but not reversed at the balance sheet
date.
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I Foreign Currency

Foreign currency revenue transactions are translated at average exchange rates for the year. Monetary
foreign currency assets and liabilities are transiated at year end exchange rates. Exchange differences
on long-term business and on net investments in foreign enterprises less matching borrowings are taken
to reserves. Other exchange differences are included in the profit and loss account.

J. Tangible Assets

Tangible assets, principally fixtures and fittings, building improvements, computer equipment and
software development expenditure, are capitatised and depreciated by equal annual instalments over
their estimated useful lives, Fixtures and fittings 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 2006.
The Prudential Group operates a number of defined contribution and defined benefit pension schemes
and a portion of these defined benefit pension schemes' surplus or deficits is attributed to the Company.
Further details are disclosed in note 12. Contributions in respect of defined contribution schemes are
recognised when incurred.

The assets and liabilities of the defined benefit pension schemes of the Prudential Group are subject to
a full triennial actuarial valuation using the projected unit method. Estimated future cash flows are
discounted at a high quality corporate bond rate, adjusted to allow for the difference in duration between
the bond index and the pension liabilities where appropriate, to determine its present value. The
Prudential Staff Pension Scheme {PSPS) is the largest defined benefit scheme and accounts for 86% of
the underlying scheme liabilities of the Prudential Group’s defined benefit schemes under FRS 17. The
difference between the fair value of the scheme assets and the actuarial value of the scheme liabilities is
a surplus or deficit on the scheme, The Company’s share of pension surplus is recoghised to the extent
that the Company is able to recover a surplus either through reduced contributions in the future or
through refunds from the scheme.

The aggregate of the actuarially determined service cost of the currently employed personnel, the
unwind of discount on liabilities at the start of the pericd, gains and losses on seitlements and
curtailments, less the expected investment return on the scheme assets at the start of the reporting
period are recognised in the profit and loss account. To the extent that part or all of the Company’s
interest in the pension surplus is not recognised as an assel, the unrecognised surplius is initiaily applied
to extinguish any past service costs, losses on settlements or curtailments that would otherwise be
included in the profit and loss account. Next, the expected investment return on the scheme assets is
restricted so that it does not exceed the total of the current service cost, interest cost and any increase
in the recoverable surplus. Any further adjustment for the unrecognised surpius is treated as an actuarial
gain or loss.

The actuarfal gains and losses which arise from assumptions, the difference between actual and
expected investment return on the scheme assets, and experience gains and iosses on liabilities are

recognised in the long-term technical account. Actuarial gains and losses also include adjustment for
unrecognised pension surplus as described above.

L. Intangibie Assels

Intangibie assets are carried at cost less amortisation and any accumulated impairment losses.
Intangible assets include a licence, which represents the value of an agreement with a fellow subsidiary

company for the use of certain Scottish Amicable assets, which is being amortised over a period of 20
years to 30 September 2017, on a basis consistent with the revenue stream from the agreement.
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Intangibie assets also include distribution rights which relate to facilitation fees paid in relation to the
bancassurance partnership arrangements in Asia, in respect of the Company’s Hong Kong branch, for
the bank distribution of insurance products for a fixed period of time, being the term of the contract. The
distribution rights amounts are amortised on the basis to reflect the pattern in which the distribution
rights’ future economic benefits are expected to be consumed by the Company by reference to new
business levels.

M. Dividend Policy

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

N. Share-based Payments

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

Share options and awards of the parent company’s equity instruments, for which the parent company
(Prudential plc) has the obligation to settle, are valued using the share price at the date of grant and are
accounted for as equity-settled i.e. recognised in equity as a capital contributien from Prudential plc.
Share options and awards for which the Company has the obligation to settle are valued using the share
price at the balance sheet date and are accounted for as cash-settled i.e. as an obligation to transfer the
equity instruments of Prudential plc. The compensation costs for all awards and options are recognised
in net income over the plans' respective vesting periods.
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2, Segmental analysis

(a) Long-term business

Premiums and profit Gross premiums
written

2011 £m 2010 £m

Balance on the
technical account

United Kingdom 4,998 5,072
Hong Kong 1,421 1,224
France 191 188

6,610 6,484

before tax
2011 fm  2010Em
410 389
32 36
442 425

New business
Regular premiums

2011 £m 2010 £m

Single premiums

United Kingdom 273 260
Hong Kong 324 273
France - 31

597 564

2011 £m 2010 fm
4,352 4,264
179 106

161 157
4,692 4,527

Single premiums include UK Department of Work and Pensions rebates business and increments
under existing group pension schemes. Regular premiums are determined on an annualised basis.

New business premiums include those contracts excluded from premium income in the 2011 technical
account under FRS26 and the ABI SORP {as amended in December 2006). These are investment

contracts without discretionary participation features and carry no significant insurance risk.

Analysis of premium income

Gross written premiums:-
Direct
Reinsurance accepted

Analysis of gross direct premiums:-
individual business
Group contracts

Regular premiums
Single premiums

Participating contracts

Non-participating contracts

Linked long-term contracts (excluding investment contracts without
discretionary participation features)

United Kingdom
Hong Kong
France

Net reinsurance income

2011 £m 2010 E£m
6,207 5,057
403 527
6,610 6,484
5,650 5,390
557 567
6,207 5,957
2,324 2,285
3,883 3,672
6,207 5,957
4,843 4,745
571 508
793 704
6,207 5,057
4,786 4,733
1,421 1,224
6,207 5,957

Net reinsurance income in respect of long~term business for the year ended 31 December 2011 was

£1,586m (2010: income of £387m).
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2. Segmental analysis (continued)

(b) _General business

Premiums and underwriting resuit

Gross premiums

Underwriting resuit

written
2011 2010 2011 2010
£m £m £m £m
Continuing operations Hong Kong 37 35 2 2
Operations in run-off United Kingdom - - - -
3T _ 35 2 2
Gross Gross Gross Gross
Analysis of technical Premiums Premiums Claims Operating Reinsurance
account Written Earned incurred Expenses Balance
2011 2010 2011 2010 2011 2010 2011 2010 2011 2010
£m  Em £m £m £m £m £m £m E£m £m
Motor
-other classes 2 2 2 2 4 - 2 1 3 6
Marine, aviation and
fransport - - - - - - - - - -
Fire and other
damage 5 4 5 4 1 7 2 2 - (1}
Other 3 29 29 28 17 17 11 11 - 1
37 35 36 34 22 24 15 14 3 6

The geographical analyses of long-term and general business premiums are based on the territory of
the operating unit assuming the risk. Premiums by territory of risk are not materially different.

(c) Shareholders’ other income and funds

Shareholders' other income and sharehoiders’ funds, taking into account the location of business operations
of subsidiaries, relate to the following countries:

United Kingdom
Taiwan

Total profit on

Shareholders'

other activities funds
2011 £m 2010 £m 2011 £m 2010 £m
36 71 4,179 3,610
- 4 - -
36 75 4,179 3,610
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3. Investment income
Long-term business Non-technical account

2011 £m 2010 £m 2011 £m 2010 £m

Income from:
Group undertakings 922 566 (30) -
Other investments
Land and buildings 413 446 - -
Listed investments 2,956 2,641 - -
Unlisted investments 156 269 - -
Other investments 274 287 61 58
4,721 4,209 3 58
(Losses) on loans and receivables {37) (17 - -
Gains {losses) on the realisation of investments
at fair value through profit and loss other than
derivatives 3,325 3,022 {10} 3
Gains (losses) on the realisation of derivatives
- see note 34 93 (819) - -
Exchange (losses) gains {23) 90 - 1
Fees for policy administration and asset
management services arising from unit-linked
investment contracts 54 28 - -
8,133 6,513 21 62

4. Bonuses

Bonuses added during the year are included in the change in the long-term business provision or,
where the policy is no longer in force, in claims incurred. The total cost of bonuses was £2,737m
(2010: £2,668m).

5. Net operating expenses

Long-term business General business

2011 £m 2010 £m 2011 £m 2010£m

Depreciation 4 3 - -
Acquisition costs 581 445 11 10
Change in deferred acquisition costs (2} (19) - (1)
Administrative expenses 411 337 3 4
Amortisation of licence and distribution rights 17 17 - .
{Note 15)

1,011 783 14 13

Acquisition costs include commissions in respect of long-term direct insurance business of £407m
{2010: £294m) and general direct insurance business of £10m {2010: £9m}. Administrative expenses
are principally recharged from Prudential Distribution Limited, a service company within the Prudential
Group.

No exchange differences have been credited (charged) to administralive expenses.

6. Investment expenses and charges
Long-term business Nen-technical account

2011 £m 2010 £m 2011 £m 2010 £m

Investment management expenses 270 233 - -
Interest on bank borrowings 23 27 - -
293 260 - -
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7. Tax
a) Tax charged (credited) Long-term funds Shareholders’
Profits

2011 Em 2010 £m 2011 £m 2010£m
Current Tax
UK corporation tax 368 376 11 16
Double tax relief {11) {17} - -
Overseas tax 38 35 - 1
Adjustments in respect of prior year {22) {7} 21 (22}
Total current tax 373 387 32 (5}

Deferred tax
Origination and reversal of timing differences {314) 184 - {1
Effect of changes in tax rate on closing balances - (6) - -

Adijustments in respect of prior year - 21 - 1
Total deferred tax {314) 199 - -
Shareholders' attributable tax

Current - - 89 49
Deferred - - 22 72
Total shareholders’ aftributable tax - - 111 121
Tax allocated to non-technical account (3) (4) 3 4
Tax charge on profit on ordinary activities 56 582 146 120

The UK Government has announced that there will be substantial changes to the rules relating to the
taxation of life insurance companies, which will be effective from 1 January 2013. The effects of these
changes are not reflected in the financial statements for the year ended 31 December 2011 as they
have not yet been enacted. The new rules will be included in the Finance Bill 2012. Based on the drait
legislation published in December 2011, the new regime is not expected to have a material impact on
the Company’s net assets.

b} Factors affecting t{ax charge for the period

2011 £m 2010 £m
Profit on ordinary activities before tax 480 1,063
Profit on ordinary activities multiplied by effective rate of corporation tax
in the UK of 26.5 per cent (2010: effective rate of 28 per cent} 127 298
Permanent differences {1} 5
Adjustment to current tax in respect of previous periods 31 (25)
Different tax bases of long-term insurance (current tax} (42} (63)
Effect of short term timing differences - 1
Effect of overseas tax 6 (2)
Non-taxable dividend income - (%)
Gains not taxable 3 (157)
Current tax charge for the period 124 48
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c} Balance Sheet Attributable to Attributable to
Long-term funds Shareholders’
funds

211 Em 2010 £m 2011 £m 2010 £m
Provision for Deferred Tax
Accelerated capital allowances M (2) - -
Policy reserves 126 121 - -
Short term timing differences (31} (41) (3) (3)
Unrealised gains 517 831 - -
Deferred acquisition costs {83) (65) - -
Undiscounted provision for deferred tax liability
{deferred tax asset) 528 844 (3) {3)
Deferred tax liability (deferred tax asset) at start
of the period 844 643 (3) (3)
Deferred tax (credited) charged in technical/
non-technical account for the period {316} 201 - -
Deferred tax liability {deferred tax asset) at end
of the period 528 844 (3} {3)

The deferred tax liability refating to the pension asset attributable to the Company of £6m (2010: £4m)
has been netted off against the pension asset on the balance sheet. The movement in this deferred tax
liability has been included in the tax credit within the technical account.

8. Equalisation provision

An equalisation provision has been established in accordance with the requirements of the Prudential
Sourcebook for Insurers. The provision, which is in addition to the provisions required to meet the
anticipated ultimate cost of seftflement of cutstanding claims at the balance sheet date, is required by
Schedule 3 of The large and Medium-sized Companies and Groups (Accounts and Reporis)
Regulations 2008 to be included within technical provisions in the balance sheet, notwithstanding that it
does not represent a liability at the balance sheet date. This has had the effect of reducing
shareholders' funds by £1m (2010: £1m). There has been no movement in the equalisation provision
during the year (2010: Nil). An IBNR (Incurred but not reported) provision has been maintained.

9, Operations in run-off

Operations in run-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:

2011 £m  2010fm

Premiums earned, net of reinsurance - (83}

Ciaims incurred, net of reinsurance

Claims paid - -
Change in provision for claims - 84
Total - 1
Net operating expenses - (1)

Technical resuit -
Investment return - -
Operating profit before tax - -
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The significant movement in premiums and change in provision for ¢laims from 2010 is because the
Company entered into a 100% quota share reinsurance agreement, subject to paid claims limits, in
respect of its commercial lines general insurance business in run-off, on 30 June 2010, The effective
date of the agreement was 1 January 2010, The business reinsured is mostly UK employers' liability and
public liability business. These arrangements exclude the business covered by the Solvent Scheme of
Arrangement.

During 2005, the Company entered into a Solvent Scheme of Arrangement under Section 425 of the
Companies Act 1985, the legislation in force at the time of the arrangement, in respect of certain closed
Marine and London Market business. All claims lodged by creditors by the Scheme submission date
have now been setiled, 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 date are
not valid, however an IBNR reserve has been maintained to meet legal fees incurred repudiating late
reporied claims and to meet claims from countries outside the jurisdiction of the Scheme.

10.  Acquisition and disposal of subsidiaries and participating interests

On 8 July 2011 Prudential (AN} Limited went into liquidation. After taking into account the cost of £28m
the carrying vaiue on liquidation was £18m giving rise to a realised loss of £10m reported in "Investment
Income" in the Non-Technical Acceunt. Prior to liquidation, movements in the value of this company,
were taken to the revaluation reserve. The impact of the liquidation on the revaluation reserve is shown
in Note 25.

There have been no acquisitions or other disposals during 2011,

On 1 August 2010 the Company’s interest in Prudential Health Holdings Limited reduced from 50% to
25%. The ditution followed the acquisition by Discovery SA, the Company's partner in the PruHealth
venture, of Standard Life Healthcare. The profit on the partial disposal is £3m. The profit is calculated
as the difference between the reduction in carrying value following the dilution to 25% (£32m), offset by
the Company’s share of the increase in value of the venture following the acquisition of Standard Life
Healthcare (£35m). Prior to the partial disposal, movements in the value of this company were taken to
the revaluation reserve.

On 29 June 2010 the Company transferred PT Prudential Life Assurance, its life assurance subsidiary in
Indonesia, to Prudential Corporation Holdings Limited for £584m. After taking into account the cost of
£22m the profit on disposal was £562m. Prior to the disposal, movements in the value of this company
were taken fo the revaluation reserve.

The Company transferred PCA Securities Investment Trust Company Limited, its subsidiary in Taiwan,
to Prudential Corporation Holdings Limited in two tranches on 17 May 2010 and 3 June 2010 for a total
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 taken to the revaluation reserve,

11. Transfers of Business

On 31 August 2011 the majority of the annuities previously reinsured from the Company to Prudential
Annuities Limited {PAL), a subsidiary of the Company, were recaptured by the Company. The recapture
premium was equal to the value of the transferring business, as measured on the prudent statutory
basis (‘Pillar I, Peak 1'} and hence assets of this value were transferred from PAL to the Company on
this date. The recapture of the internally vested annuity business by the with-profit sub-fund totalied
£7,650m and is shown as "Recaptured reinsurance premiums” in the Long-term Business Technical
Account and an amount of £7,316m is shown as “Recaptured reinsurance” in the change in long-term
business provision in the Long-term Business Technical Account.

There have been no Part VIl Transfers of business, under the Financial Services and Markets Act 2000,
into the Company during 2011.

On 31 October 2010 the business of Prudential Hotborn Life Limited transferred into the Company
following a Part Vil Transfer under the Financial Services and Markets Act 2000. The business
transferred into the non-profit sub-fund of the long-term business fund. The long-term funds transferred
contained unallocated surplus of £33m which was included as profit in “Investment Income” in the Long-
term Business Technical Account for 2010,
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On 31 Cctober 2010 the husiness of Prudential {AN) Limited transferred into the Company following a
Part VIl Transfer under the Financial Services and Markets 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 unaliocated surplus of £5m which was included as profit in “Investment Income” in
the Long-term Business Technical Account for 2010.

12,  Information on staff and pension costs

The average number of persons employed by the Company during the year 011 2010

was:

United Kingdom 15 16

Hong Keng 850 797
865 813

The majority of employees in the UK are employed by Prudential Distribution Limited, a service

company within the Prudential Group.

The costs of employment were: 2011 £m 2010 £m

Wages and salaries 45 41

Social security and pension costs 2 2

47 43

Defined Benefit Pension Schemes

The majority of staff employed by the Prudential Group in the UK are members of the Prudential Group's
pension schemes. The largest scheme is the Prudential Staff Pension Scheme (PSPS). This scheme is
primarily a defined benefit scheme but no employees with employment offers after 31 July 2003 are
eligible for membership of the defined benefit section of the Scheme. At 31 December 2011, on the FRS
17 ‘Retirement Benefits' (FRS 17) basis of valuation, the underlying PSPS liabilities account for 86%
(2010: 86%) of the aggregate Habilities of the Prudential Group’s defined banefit schemes. There is also
a smaller defined benefit scheme, Scottish Amicable Pension Scheme (SAPS).

For the purposes of preparing consolidated financial statements, the Prudential Group applies IFRS
basis accounting including 1AS 19 ‘Employee Benefits’ (JAS 19). However, individual company accounts
of the parent, Prudential plc and the Company continue to apply UKGAAP including FRS 17. The FRS
17 disclosures are aligned with 1AS 19, The Prudential Group applies IFRIC 14, interpretation guidance
to 1AS 19 with the effect of derecognising the Prudential Group's interest in PSPS surplus and
recognising an additional liability for the deficit funding obligation for PSPS in the Group financial
statements.

For both schemes, the projected unit method was used for the most recent full actuarial valuations.
Defined benefit schemes are generally required to be subject to full actuarial valuation every three years
to assess the appropriate level of funding for schemes having regard to their commitmants. These
valuations include assessments of the likely rate of return on the assets held within the separate trustee
administered funds. The last completed actuarial valuation of PSPS was as at 5 April 2008. This
vatuation demonstrated the Scheme to be 106 per cent funded by reference to the Scheme Solvency
Target that forms the basis of the scheme's statutory funding objective. No formal deficit plan was
required. However, in recognition of the fall in value of the Scheme's investments between 5 April 2008
and the completion of the actuarial valuation in 2009, an additional funding akin to deficit funding was
agreed by the Trustees. The total contributions being currently made by the Prudential Group into
PSPS, representing the annual accrual cost and deficit funding, are £50m per annum. Deficit funding for
PSPS is apportioned in the ratio 70/30 between the Company’s with-profits fund and Prudential plc
following detailed consideration in 2005 of the sourcing of previous contributions. Employer contributions
for ongoing service of current employees have been apportioned in the ratio relevant to current activity.
The current contributions will continue to be made until the next valuation, as at 5 April 2011, is finalised
later in 2012, In 2011, totat contributions for the year, including expenses and augmentations, were
£54m (2010: £565m).
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The last completed actuarial valuation of SAPS as at 31 March 2008 demonstrated the scheme to be 91
per cent funded, Based on this valuation, deficit funding amounts designed to eliminate the acluarial
deficit over a seven year period were made from July 2009 of £7.3m per annum. During 2010, the
Prudential Group agreed to pay additional funding of £5.8m per annum from October 2010 until the
conclusion of the next formal valuation, or until the funding tevel reaches S0 per cent, whichever is the
earlier. The actuarial valuation as at 31 March 2011 will be finalised later in 2012.

For SAPS, it is estimated that approximately 50% of the FRS 17 deficit is attributable to the Company's
with-profits sub-fund. The remaining shareholders’ share of the deficit of SAPS is borne by Prudential
Financial Services Limited, a fellow subsidiary undertaking of the Prudential Group.

Corporate Governance

The rules of the defined benefit section of PSPS, a final salary scheme, specify that, in exercising iis
investment powers, the Trustee's objective is to achieve the best overail invesiment return consistent
with the security of the assets of the scheme. In doing this, consideration is given to the nature and
duration of the scheme’s liabilities. The Trustee sets the benchmark for the asset mix, following analysis
of the liabilities by the Scheme's Actuary and, having taken advice from the Investment Managers, then
selects henchmark indices for each asset type in order to measure investment performance against a
benchmark return.

The Trustee reviews stratagy, the asset mix benchmark and the Investment Managers' objectives every
three years, to coincide with the Actuarial Valuation, or earlier if the Scheme Actuary recommends.
interim reviews are conducted annually based on changing economic circumstances and financial
market levels.

The Trustee sets the general investment policy and specifies any restrictions on types of investment and
the degrees of divergence permitted from the benchmark, but delegates the responsibility for selection
and realisation of specific investments to the Investment Managers. In carrying out this responsibility,
the Investment Managers are required by the Pensions Act 1995 fo have regard to the need for
diversification and suitability of investments. Subject to a number of restrictions contained within the
relevant investment management agreements, the Invesiment Managers are authorised to invest in any
class of Investment asset. Howaver, the Investment Managers will not invest in any new class of
investment asset without prior consultation with the Trustee.

The Trustee consults 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 Trustee.

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

The key assumptions adopted for the FRS 17 valuations in PSPS and SAPS were:

2011 2010
% %
Price inflation:
Retail Price Index (RPI) 2.8 355
Consumer Price Index (CPI) 1.9 nfa
Rate of increase in salares 2.80 5.55
Rate of increase of pensions in payments:
PSPS
Guaranteed - LPI (Max 5%) 2.5 3.55
Guaranteed - LP| (Max 2.5%) 2.5 2.50
Discretionary 2.5 2.50
SAPS 2.8 3.55
Rate used to discount scheme liabilities 4.7 5.45
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Long-term expected rates of return Prospectively 2011 2010
for 2012

% % %
Equities 6.80 8.20 8.50
Bonds 3.00 4.80 5.30
Properties 5.55 6.90 6.75
Other assets 2.00 4.75 4.75
Weighted average ong-term expected rate of return 3.10 5.10 5.90

The long-term expected rates of return have been determined after applying due consideration to the
requirements of paragraph 54 of FRS 17, in particular, taking account of the values of the assets,

The calculations are hased on current actuarially calculated mortality estimates with a specific allowance
made for future improvements in mortality. The 2011 and 2010 specific allowance is in line with custom
calibration of the 2009 mortality model from the Continuous Mortality Investigation Bureau of the
Institute and Faculty of Actuaries ("CMI").

The tables used for PSPS immediate annuities in payment at 31 December 2011 and 2010 were:
Male: 108.6 per cent PNMA 00 with improvements in line with a custom calibration of the CMI's 2009
mortality model, with a long-term mortality improvement rate of 1.75 per cent per annum, and

Female: 103.4 per cent PNFA 00 with improvements in line with a custom calibration of the CMI's 2009
mortality model, with a long-term mortality improvement rate of 1.00 per cent per annum,

The assumed life expectancies on retirement at age 60, based on the mortality table used was:

2011 2010
Years Years
Male Female Male Female
Retiring today 27.8 29.0 277 29.0
Retiring in 20 years' time 30.5 311 30.3 311

The mean term of the current PSPS liabilities is around 17 years.

Using external actuarial advice provided by the professionally qualified actuaries, Towers Watson for the
valuation of PSPS and Xafinity Consulting for SAPS, the most recent full valuations have been updated
to 31 December 2011 applying the principles prescribed by FRS 17.

In July 2010, the UK Government announced plans o use the Consumer Price Index (CP1) in place of
the Retail Price Index (RPI) in its determination of the statutory minimum pension increases for private
sector occupational pension schemes. In December 2010, the Government published the statutory
revaluation order for 2011 which confirms the change to use CPIl. Further, in December 2010, the
Government consulted on the impact of the switch from RP! to CP1 on the private sector occupational
pension schemes. iIn its response following the consultation published in June 2011, the Government
confirmed that it would not introduce legislation to override scheme rules which provide for pension
increases/revaluation on a basis that is higher than the statutery minimum,

For the Company's defined benefit schemes, the pensions in deferment and/or pensions in payment for
certain franches of these schemes are subject to statutory increases in accordance with the schemes’
rules and were therefore be affected by the Government’s decision to change the indexation from RPI to
CPI. Other tranches, whare RPI is specified in the scheme rules, were unaffected.

During 2011, the pension schemes communicated to their members the changes in basis from RPI to
CP! in light of the Government announcement. The change has the impact of reducing the two scheme
liabilities by £264m, of which £175m is altributable to the Company's with-profits fund. However, due to
the allocation of a share of the interest in financial position of the schemes {o the Company’s with-profils
fund, any reduction in the schemes’ fiabilities would have no effect on the shargholders’ profit or
shareholders' funds of the Company.
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The assets and liabilities of PSPS and SAPS were:

31 Dec 11 31 Dec 10 31 Dec 09

£m %o £m % £m %
Fquities 378 6 728 13 1,018 19
Bonds 5,826 84 4,086 71 3,587 68
Properties 297 4 205 3 278 5
Other assets 403 8 748 13 442 8
Total value of assets 6,904 100 5,777 100 5,325 100
Present value of underlying scheme liabilities 5,371 5,438 4,951
Underlying surplus (deficit) in the schemes 1,633 339 374

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

Attributable to the Company’s with-profits fund 92 57 51

After deducting deferred tax, the amounts reflected in the balance sheet of the Company are:

2011 £m 2010 £m 2009 £m
With-profits fund B 86 53 46

The surplus in the Prudential Staff Pension Scheme recognised in the balance sheet of the Company
represents the elemeant of the amount which is recoverable through reduced future contributions that is
aftributabie to the Company and is net of the apportionment to Prudential plc.

Underlying scheme assets and liabilities of PSPS and SAPS
The change in the present value of scheme liabilities and the change in the fair value of the scheme

assets of PSPS and SAPS are as follows:
2011 E€m 2010 E£m

Prasent value of scheme liabilities at beginning of year 5,438 4,951
Current service cost 29 32
Negative past service cost -RPI to CPI inflation measure change (264) -
Interest cost 285 281
Employee contributions 1 1
Actuarial losses 106 399
Benefit payments (224} (226)
Present value of scheme liabilities at end of year 5,371 5,438

2011 Em 2010 £m

Fair value of scheme assets at beginning of year 5777 5,325
Expected return on scheme assetls 293 312
Employee contributions 1 1
Employer contributions™ 73 69
Actuarial gains 984 296
Benefit payments (224) (226)
Fair value of scheme assets at end of year 6,904 5777

* The contributions include deficit funding, ongoing service contributions, expenses and augmentations.
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Pension {charae) credit and actuarial {{osses) gains of PSPS and SAPS

2011 £m 2010 £m
Pension {charge} credit
Operating {charge) credit:

Current service cost (29} (32)
Negative past service cost — RPI to CPI inflation measure change 264 -
235 (32)

Finance income {expense);
Interest on pension scheme liabilities (285) {281)
Expected return on pension scheme assets 293 312
8 31
Total pension credit (charge) of the schemes 243 (1)

Of which the following amounts have been attributed to the Company:
With-profits fund 20 11

The pension credit (charge) relating to PSPS attributable to the Company is related to the surplus
recognised on the balance sheet of the Company. In 2011, an amount of £151m was applied to
extinguish the negative past service cost attributable to the Company’s with-profits fund from the
unrecognised portion of the pension surplus at 31 December 2011. No adjustment was made to the
pension (charge) credit in 2010 relating to the unrecognised portion of the PSPS surplus.

Actuarial (losses) gains 2011 £€m  2010Em 2009 £m 2008 £m 2007 £m

Actual less expected return on scheme assets * 984 296 91 (325) (3}

(14%, 5%, 2%, {6%), 0% of pension scheme assets)

Experience gains {losses) on scheme liabilities 317 {1 62 148 (14)

(6%, 0%,1%, 3%, 0% of the present value of scheme

liabilities)y™

Changes in assumptions underlying the present value of (423) {398) (475) 250 307

scheme liabilities

Total actuarial (fosses) gains of the schemes

{16%, (2%), (7%), 2%, 6% of the present value of the 878 {103) (322) 73 290

scheme liabilities)

Of which the following amounts have been attributed to

the Company:

With-profits fund (25) (45) (55) (287) 205

Shareholders’ funds*** - - - 2 (6)
(25) {45) (55) (285) 199

* The total actual return on scheme assets for both PSPS and SAPS is a net gain of £1,277m (2010; net
gain of £607m} of which a net gain of £885m (2010: net gain of £413m} relates to the amounts
attributable to the Company's with-profits fund.

** The experience gains on scheme liabilities in 2011 of a gain of £317m related mainly to the ‘true up'
reflecting improvements in data consequent upon the ongoing 2011 triennial valuations of PSPS and
SAPS. Similarly, the experience gains in 2008 of a gain of £148m refated mainly to the 'true-up’
reflecting improvements in data consequent upon the 2008 triennial valuation of PSPS.

**  The shareholders’ share of the deficit of SAPS was previously borne by the Company's
shareholders' funds but was transferred to Prudential Financial Services Limited from 2009,

The actuariaf (losses) gains relating to PSPS attributable to the Company's with-profits fund are related
to the surplus (deficit) recognised on the balance sheet of the Company. In 2011, the actuarial (losses)
gains attributable to the Company's with-profits fund included a charge of £633m (2010: £26m) for the
adjustment to the unrecognised portion of the PSPS surplus which has not been applied against the
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pension credit (charge). Since the sharehoiders’ profit in respect of the Company’s with-profits fund is a
function of the actuarially determined surplus for distribution, the overall profit and loss account result is
not directly affected by the level of pension cost or other expenses relating to the with-profits fund. The
amounts of pension credit of £20m (2010: credit of £11m) and actuarial losses of £25m {2010: actuariat
losses of £45m) attributable o the Company’s with-profits fund are included in the technical account and
reflected in the transfer to or from the fund for future appropriations.

Total employer contributions expected to be paid into PSPS and SAPS for the year ending 31
December 2012 amounts to £73m, reflecting the annual accrual cost and deficit funding, and expenses.
However, this is subject to a reassessment when the valuation as at 5 April 2011 is completed later in
2012,

The table below shows the sensitivity of the underlying PSPS and SAPS liabilities at 31 December 2011
of £4,844m (2010: £4,866m) and £527m (2010: £572m) to changes in discount rates, inflation rates and
mortality rate assumptions.

Impact on PSPS and SAPS scheme

Assumption Change in assumption liabilities on FRS17 basis

2011
Discount rate

Decrease by 0.2% from 4.7% to 4.5% Increase scheme liabilities by:
PSPS 3.3%

SAPS 4.9%

Decrease scheme liabilities by:
PSPS 3.1%

SAPS 4.6%

Discount rate Increase by 0.2% from 4.7% to 4.9%

Rate of inflation

Mortality rate

Assumption

RPI; Decrease by 0.2% from 2.9% to
2.7%

CPI; Becrease by 0.2% from 1.9% to
1.7%

with consequent reduction in salary
increases

Increase life expectancy by 1 year

Change in assumption

Decrease scheme liabilities by:
PSPS 0.6%
SAPS 4.1%

Increase scheme liabilities by;
PSPS 2.7%
SAPS 2.1%

Impact on PSPS and SAPS scheme
liabtlities on FR317 basis

2010

Discount rate

Discount rate

Rate of inflation

Mortality rate

Decrease by 0.2% from 5.45% to 5.25%Increase scheme liabilities by:

PSPS 3.6%
SAPS 5.2%

Increase by 0.2% from 5.45% to 5.65% Decrease scheme liabilities by:

PSPS 3.5%
SAPS 4.9%

Decrease by 0.2% from 3.55% to 3.35%Decrease scheme liabilities by:

with consequent reduction in salary
increases
Increase life expectancy by 1 year

PSPS 1.0%
SAPS 5.0%
Increase scheme liabitities by:
PSPS 2.1%
SAPS 2.5%

The sensitivity of the underlying pension scheme liabilities to changes in discount rates and inflaticn
rates as shown above doas not directly equate to an impact on shareholders' profit or shareholders’
funds due o the allocation of a share of the interest in financial position of the PSPS and SAPS fo the
Company's with-profits fund as described above.

The amounts 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 no direct effect on
shareholders’ profit or shareholders' funds.
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Defined Contribution Pension Schemes

The Company operates defined contribution schemes in Hong Kong. The cost of these contributions
was £1.9m (2010: £1.7m). £0.3m was outstanding at 31 December 2011 (2010: £1.3m).

Share-based payments

Employees of the Company participate in a number of share award and share option plans relating to
Prudential plc shares, which are described helow,

The Group Performance Share Plan (GPSP) is the incentive plan in which all executive directors and
other senior executives within the Prudential Group, of which the Company is a part, can participate.
This scheme was established as a replacement for the Restricted Share Plan (RSP} under which no
further awards could be made after March 2006. Awards are granted either in the form of a nil cost
option, conditional right over shares, or such other form that shall confer to the participant an equivalent
economic benefit, with a vesting perlod of three years. The performance measure for the awards is that
Prudential’'s Total Sharehelder Return (TSR) outperforms an index comprising of peer companies.
Vesting of the awards between each performance point is on a straightdine sliding scale basis.
Participants are entitled to the value of reinvested dividends that would have accrued on the shares that
vest. Beginning in 2010, newly issued shares have been used in setflling the awards that vest and are
released.

The RSP was, until March 20086, the long-term incentive plan for executive directors and other senior
executives designed to provide rewards linked to sharehoider return. Each year paricipants were
granted a conditional option to receive a number of shares. There was a deferment period of three years
at the end of which the award vested to an extent that depended on the performance of the Group's
shares including notional reinvested dividends and on the Group’s underlying financial performance.
After vesting, the option may be exercised at zero cost at any time, subject to closed period rules, in the
balance of a t0-year period. Shares are purchased in the open market by a trust for the benefit of
qualifying employees.

UK-based executive directors and eligible employees ars eligible te participate in the Prudential HM
Revenue and Customs (HMRC) approved UK Savings Related Share Option Scheme {SAYE scheme)
and the Asia-based executive directors and eligible employees can participate in the equivalent
International SAYE scheme. The schemes allow employees to save towards the exercise of options over
Prudential plc shares, at an option price set at the beginning of the savings period as determined by
reference to the average market value of the ordinary shares on the three business days immediately
preceding the invitation at a discount of 20 per cent to the market price. Employees may save up to £250
per menth for three or five years. On maturity at the end of the set term, participants may exercise their
options within six months of the end of the savings period and purchase Prudential ple shares. If an
option is not exercised within six months, participants are entitled to a refund of their cash contributions
plus interest if applicable under the rules. The exercise period of the options granted may be advanced
to an earlier date in certain circumstances, for example on retirement, and may be extended in certain
circumstances, for example on the death of the participant the personal representative may exercise the
options beyoend the normal exercise period. Shares are issued to satisfy options that are exercised. No
options may be granted under the schemes if the grant would cause the number of shares which have
been issued, or which remain issuable pursuant to options granted in the preceding 10 years under the
scheme and cther share option schemes operated by the Company, or which have been issued under
any other share incentive scheme of the Company, to exceed 10 per cent of the Company's ordinary
share capital at the proposed date of grant.

UK-hased executive directors and employees are also eligible to participate in the Company's HMRC
approved Share Incentive Plan (SIP) which allows aill UK-based employees to purchase shares of
Prudentiat plc (partnership shares) on a monthly basis out of gross salary. For every four partnership
shares hought, an additional matching share is awarded, purchased on the open market. Dividend
shares accumulate while the employee participates in the plan. Partnership shares may be withdrawn
from the scheme at any time. If the employee withdraws from the plan within five years the matching
shares are forfeit and if within three years, dividend shares are forfeit.
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The Prudential Corporation Asia Long-Term Incentive Plan (PCA LTIP) is an incentive plan created in
2008 for senior employees and Chief Executive Officers. The Company has a branch in Hong Kong and
is therefore eligible to participate. Awards under the new PCA LTIP will vest after three years subject to
the employee being in employment at the time of vesting without any performance conditions. Awards
will be discretionary and on a year by year basis 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 other share awards including the Group Deferred Bonus Plan (GDBP) and other
arrangements. There are no performance conditions attaching to these deferred bonus plans and awards
vest in full subject to the individual being employed by Prudential at the end of the vesting period. The
other arrangements relate to various awards that have been made without performance conditions to
individual employees, typicaily to secure their appointment or ensure retention.

Movements in share options outstanding under the Company’s share-based compensation plans relating
to Prudential pic shares during 2011and 2010 were as follows:

2011 2010

Number of Weighted  Number of Weighted

options average options average

Options outstanding (including exercise price exercise price

conditional options) £ £

Beginning of year: 199,606 3.36 227,863 3.17

Granted 86,026 4,66 26,166 4.61

Exercised (8,524) 474 (7,428) 3.21

Forfeited (11,498) 3.18 {20,995) 2.91

Cancelled {10,234) 3.20 {16,943) 3.39

l.apsed (6,159) 5.58 (9,057) 3.36

End of year 249,217 3.72 189,606 3.36
Options immediately exercisable, end of

year 577 4.96 7,204 5.58

The weighted average share price of Prudential plc for the year ended 31 December 2011 was £6.86
compared to £5.68 for the year ended 31 December 2010.

Movements in share awards outstanding under the Group’s share-based compensation plans relating to
Prudential plc shares at 31 December 2011 and 2010 were as follows:

2011 2010

Number of Number of

Awards outstanding awards awards
Beginning of year: 763,090 515,224
Granted 247,654 467,892
Exercised - (128,952)
Forfeited - (27,989)
Expired (179,789) (63,085)
End of year 830,955 763,090
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The foliowing table provides a summary of the range of exercise prices for Prudential plc options
(including conditional options) outstanding at 31 December 2011

2011 Qutstanding Exercisable
Number Weighted Weighted Number Weighted
outstanding average average exercisable  average
remaining exercise exercise
contractual life prices prices
Range of exercise prices (years) £ £

Between £0 and £1 - - - - .
Between £1 and £2 -
Between £2 and £3 128,876 1.57 2.88 - -

Between £3 and £4 . - - - -
Between £4 and £5 120,046 3.20 4.61 282 4,38
Between £5 and £6 295 0.00 5.51 295 5.51

Between £6 and £7

249,217 2.36 3.72 577 4.96

The following table provides a summary of the range of exercise prices for Prudential plc options
(including conditional options) outstanding at 31 December 2010.

2010 OCutstanding Exercisable
Number Weighted Weighted Number Weighted
cutstanding average average exercisable  average
remaining exercise exercise
contractual life prices prices
Range of exercise prices {years) £ £

Between £0 and £1 - - - - -
Between £1 and £2 -
Between £2 and £3 148,717 2.56 2,88 - -

Between £3 and £4 - - - - -
Between £4 and £5 38,591 2.99 4.49 - -
Between £5 and £6 12,298 0.51 5.55 7,204 5.58

Between £6 and £7

199,606 2.51 3.36 7,204 5.58

The years shown above for weighted average remaining contractual life include the time period from end
of vesting period to expiration of confract.

The weighted average fair vafues of Prudential ple options and awards granied during the period are as
follows:

2011 2010
Weighted average fair value Weighted average fair value
GPSP SAYE Options Awards GPSP SAYE Options Awards
£ £ £ £ £ £
4.10 2.63 5.87 6.68 2.94 6.17

The fair value amounts relating to all options including conditional ni cost options were determined using
the Black-Scholes and the Monte Carlo option-pricing models using the following assumptions:

2011 2010
SAYE SAYE
GPSP Options GPSP Options
Dividend yield (%} 3.59 3.33 3.43 3.43
Expected volatility (%) 28.80 63.65 34.30 67.33
Risk-free interest rate (%) 1.13 0.83 1.58 0.91
Expected option life (years) 3.00 3.27 3.00 3.08
Weighted average exercise price (£) - 4.66 - 4.61
Weighted average share price (£) 7.34 6.06 5.83 6.38
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Compensation costs for all share-based compensation plans are determined using either the Black-
Scholes model or the Monte Carlo model. Share options and awards granted by the parent company are
valued using the share price at the date of grant. Share options and awards granted by the Company
are valued using the share price at the balance sheet date. The compensation costs for all awards and
options are recognised in net income over the plans’ respective vesting petiods. The Black-Scholes
model is used to value all options and awards other than GPSP, for which the Monte Carlo model is used
in order to allow for the impact of the TSR performance conditions. The models are used to calculate fair
values at the grant date or balance sheet date, as appropriate, based on the quoted market price of the
stock at the measurement date, the amount, if any that the employees are required to pay, the dividend
yield, expected volatility, risk-free interest rates and exercise prices.

For SAYE options, the expected volatility is measured as the standard deviation of expected share price
returns based on statistical analysis of daily share prices over a period up to the grant date egual o the
expected life of options. Risk free interest rates are UK gilt rates with projections for three, five and
seven year terms to maich corresponding vesting periods. Dividend yield is determined as the average
yield over the year of the grant and expected dividends are not incorporated into the measurement of fair
value. For GPSP, volatility and correlation between Prudential and an index constructed from a simple
average of TSR growth of 10 companies is required. For grants in 2011, an average index volatility and
correlation of 32% and 78%, respectively were used. Changes to the subjective input assumptions could
materially affect the fair value estimate.

When options are granted or awards made to employees, an estimate is made of what percentage is
more than likely to vest, be forfeited, lapse or cancelled based on historical information. Based on these
estimates, compensation expense to be accrued at that date is calculated and amortised over the vesting
period. For early 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 employee loses their award
because of the Group’s failure to meet the performance criteria, previously recognised expense is not
reversed.

The total share-based payment expense recognised in the non-technical account for 2011 is £0.9m
(2010: £1.4m) of which £0.1m (2010: £0.1m) is accounted for as equity-settled and £0.8m (2010: £1.3m)
is accounted for as cash-seilled.

13, Directors’ emoluments

2011 2010
£ £
Aggregate emoluments 2,496,701 1,973,720
Aggregate amounts receivable (excluding shares) under long term
incentive schemes - -
Excess retirement benefits:
Current directors - -
Past directors - -
Other cash payments - -
2,496,701 1,973,720
Highest Paid Direcior:
Aggregate emoluments and amounts receivable (excluding shares)
under long term incentive schemes 912,894 700,002

Two directors (2010: nil) exercised share options during the year. Six directors {2010: six) were entitled
to shares under Prudential's main long-term incentive scheme and one director (2010: two) was entitled
to retirement funds under defined benefit schemes, The highest paid director did not exercise any share
options and did not receive shares under long-term incentive schemes. The highest paid director in
2010 did not exercise any share options and did not receive shares under long-term incentive schemes.
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14, Auditors' remuneration

During the year the Company obtained the following services from KPMG Audit Plc (KPMG) at costs as

detailed below:
2011 Em 2010 fm

Audit services:

Fees payahle to KPMG for the audit of the Company's accounts 2.4 2.3
Non-audit services:

Fees payable to KPMG and its associates for other services:

Audit of the Company's subsidiaries, pursuant to legisiation 0.1 0.2
Ofther services pursuant to legislation, including the audit of the regulatory

return 0.3 0.3
Tax Compliance services 0.1 -

Tax Advisory services " B
Other assurance services - -
Corporate finance services - -

2.9 2.8

15. Intangible assets

Distribution Rights Licence Total

£m £m £m

Cost:
At 1 January 2011 136 174 310
Exchange differences 1 - 1
At 31 December 2011 137 174 311
Amortisation:
At 1 January 2011 13 80 93
Provided in the year in the long-term
business technical account 7 10 17
At 31 December 2011 20 90 110
Net book value at 31 December 2011 117 84 201
Net book value at 31 December 2010 123 94 217

The charge for amortisation for the year ended 31 December 2010 was £17m charged to the long-term
business technical account.

The licence primarily represents the value of an agreement with a fellow subsidiary company for the use of
certain Scottish Amicable assets, which is being amortised over a period of 20 years to 30 September 2017,
on a basis consistent with the revenue stream from the agreement. Under this basis, the amortisation
commenced in the year 2000, when the benefits from the agreement first started to arise.

The distribution rights relate to facilitation fees paid in relation to the bancassurance partnership
arrangements in Asia for the bank distribution of insurance products for a fixed period of time, being the
term of the contract. The distribution rights amounts are amortised on the basis to reflect the pattern in
which the distribution rights' future economic benefits are expected to be consumed by the Company by
reference to new business levels.

There have been no impairments during the year (2010: £Nil).
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16. Land and buildings

2011 £m 2010 £m

Current value
Freeholds 3,926 3,869
Leaseholds with a term of over 530 years 2,025 1,871
Leaseholds with a term of less than 50 years 378 484
5,329 6,224
Cost 4,835 4,767

The value of land and buildings occupied by the Company amounted to £92m (2010: £87m)

If the revalued land and buildings were stated on the historical cost basis, the amounts would be:

Freehold and leasehold land and buildings

2011 £m 2010 £m
At cost 4,835 4,767
Aggregate depreciation {(1,579) (1,458)
Net book value based on historical cost 3,256 3,309
17. Investments in group undertakings and participating interests
Cost Current value
2011 £m 2010 £m 2011 E€m 2010 £m
Shares in group undertakings
Long-term fund investments 1,499 1,624 2,711 3,294
Shareholder investments 1,160 1,146 2,572 1,979
2,659 2,770 5,283 5,273
Loans to group undertakings
Long-term fund lcans 759 917 759 917
Totat 3,418 3,687 6,042 6,190

The principal subsidiary undertakings of the Company at 31 December 2011, ali wholly owned:

Ctlass of Principal Countyy of
shares held Activity Incorporation
Prudential Retirement Income  Ordinary shares £1  Pension Scotland
Limited Preference shares £1 annuities
*  Prudentiai Annuities Limited Ordinary shares £1  Pension England and
annuities Wales
Prudential European Assurance Preference shares £1 Financial
Holdings Limited Services Scotland
Holding
Company
Prudential Pensions Limited Orginary shares £1  Pensions England and
Wales
Prudential Lifetime Mortgages  Ordinary shares £1  Mortgage lending Scotland
Limited Preference shares £1 and administration

Owned by the long-term fund.
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The Company has one associate at 31 December 2011:

Class and proportion Principal Country of
of shares held Aclivity Incorporation
Prudential Health Holdings A ordinary shares £1 Private England and
Limited 25% holding medical Wales
insurance
18. Other financial investments
Cost Carrying value

2011 £m 2010 £m 2011 £m 2010 £m

Shares and other variable yield securities and

units in unit frusts 24,009 24,225 30,253 34,295
Debt securities and other fixed income securities 42,986 34,609 46,683 368,739
Derivative assets 464 128 1,216 739
l.oans secured by mortgages 1,605 1,085 1,885 1,138
Loans to policyholders secured by insurance policies 87 80 87 80
Other loans 979 976 903 976
Deposits with credit institutions 7,333 7,376 7,333 7.376

77,463 68,479 88,360 81,343

The change in carrying value of other financial investments included in the Profit and l.oss account was a
loss of £2,595m (2010: £2,946m gain) analysed between a loss of £2,595m (2010: £2,946m gain) included
in the Long-term business technical account and £Nil (2010; £Nil) included in the Non-technical account.
The change in carrying value of £2,585m (2010: £2,846m gain) included a loss of £3,889m (2010: £2,088m
gain) in respect of equity securities, a gain of £1,540m (2010 £723m gain) in respect of debt securities, a
loss of £373m (2010: £69m gain) in respect of derivatives and a gain of £127m (2010: £66m gain) in respect
of other financial instruments.

Carrying value

Amounts included in the above relating to listed investments: 2011 £m 2010 £m
Shares and other variable yield securities and units in unit trusts 25,587 30,614
Debt securities and other fixed income securities 44,423 33,960

70,010 64,574

The table below analyses the derivative positions of the Company.

2011 £m 2010 £m
Fair Fair Fair fair
value value value value
assets liabilities assets liabilities
Derivative financial instruments held to manage
interest rate and currency profile:
Interest rate swaps 127 204 216 13
Cross currency swaps 123 214 5 24
Currency exchange forward contracts 508 431 309 433
Bond futures 33 199 93 49
Credit Default Swaps 33 6 4 1
Derivative financial instruments held to manage
market risk and efficient investrment management:
Equity options 336 - 91 -
Equity futures 8 12 20 7
Total return swaps - 5 1 22
Total 1,216 1,071 739 549

The nature of the derivative financial instruments, used by the Company in 2011, are similar to those used
in 2010 and their use is disclosed in note 34.
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19. Assets held to cover linked liabilities
Cost Current value
2011 £m 2010 £m 2011 £m 2010 fm

Assets held to cover linked liabilities
{net of reinsurance) 9,139 8,669 10,199 10,290

20. Reinsurers' share of technical provisions

The reinsurers' share of the long-term business provision relates mainly o cessions to Prudential
Retirement Income Limited, a subsidiary of the Company. The reinsurers' share of the technical provisions
for linked liabilities relates mainly fo cessions fo other group companies.

21, Other debtors
2011 £m 2010 fm

Amounts owed by fellow subsidiaries and holding company 721 672
Amounts owed by subsidiary companies 309 427
Tax recoverable 118 151
Other 102 88

1,250 1,338

22, Tangible fixed assets

Computer Equipment  Fixtures & Fittings Total
£m £m £m
Cost:
At 1 January 2011 8 81 89
Additions 2 3 5
Disposals - {39) {39)
At 31 December 2011 10 45 55
Depreciation:
At 1 January 2011 6 75 81
Provided in the year 2 2 4
Disposals - {37) (37}
At 31 December 2011 8 490 48
Net book value at 31 December 2011 2 5 7
Net bock value at 31 December 2010 2 6 8

The charge for depreciation for the year ended 31 December 2010 was £3m.

23. Assets attributable to the long-term business fund

Of the total amount of assets shown in the balance sheet on page 19, £124,514m (2010: £123,4556m}) is
attributable to the long-term business fund.

24. Share capital

The Company's issued share capitat is £330,517,084 comprising 970,468,254 ordinary shares of 25p each
fully paid, 1,000,000 A Preference 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 tock place during the year.

The A Preference Shares (see note 29) issued shall be redeemed by the Company without notice on § May
2016. The premium payable on redemption amounts to 28.08p, which is increased by the percenfage of the
RP! from a date 30 days prior to the first issue of any preference shares to a date 30 days prior to
redemption. The A Preference Shares carry the right to receive an index linked cumulative preferential
dividend, payable annually. The A Preference Shares carry no voting rights except if a resolution is
propesed abrogating, varying or modifying any of the rights or privileges of the holders of the A Preference
Shares, but carry preferential rights in priority to other shareholders to payment on a return of capital in the
event of the winding up of the Company.
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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 redeemed otherwise than
at the option of the Company at any time after the fifth anniversary of the date of issue of such B Preference
Share. The B Preference Shares carry no voting rights except if a resolution is proposed in relation to (i} the
winding up of the Company, a voluntary arrangement with creditors of the Company or proposed
receivership, administrative receivership or administration of the Company; or (i) an alteration of the rights
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.

25. Shareholders' reserves

Revaluation Other  Profit and loss Total
reserve reserves account
£m £m £m £m

Balance at 1 January 2011 726 536 2,018 3,280
Exchange adjustments - - 2 2
Profit for the financial year - - 334 334
Dividends - - (223) (223)
Revaluation of subsidiaries 446 - - 446
Movement en liguidation of Prudential (AN} Limited

{note 10) 10 - - 10
Balance at 31 December 2011 1,182 536 2,131 3,849

2011 £Em 2010 £m

Analysis of profit and loss account:

Distributable retained profit 1,886 1,730
Undistributable retained profit 245 288
2,131 2,018

26.  Fund for future appropriations
2011 £m 2010 £m

Prudential Assurance Company with-profits fund {excluding SAIF) 9,363 10,395

27, Bank current accounts
Under the terms of the Company's arrangements with the Prudential Group's main UK banker, the bank has

a right of set-off between credit balances (other than those of long term business funds) and all overdrawn
balances of those Group undertakings with similar arrangements,

28.  Other creditors including taxation and social security

2011 £m 2010 £m

Amounts owed to fellow subsidiaries and holding company 46 70
Amounts owed to subsidiary companies 1,355 1,367
Tax 359 255
Derivative liability (see note 18) 1,071 549
Other creditors 1,814 1,910
4,645 4,151
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29, Preference shares

2011 £m 2010 £m

A preference shares of £1 each — see note 24 1 1

30.  Ultimate parent company

The ultimate and immediate parent company is Prudential plc, which is the parent company that prepares
group accounts. Copies of these accounts can be obtained from the Company Secretary, Laurence
Pountney Hill, London EC4R OHH.

31. Related party transactions

The Company has taken advantage of the exemption under paragraph 3(c) of FRS 8 'Related party
disclosures’ from disclosing fransactions with other wholly-owned subsidiary undertakings of the
Prudential Group.

During 2011, in respect of the Company's associate {Prudential Health Holdings Limited), a £4m (2010:
£19m) capital injection was made. £33m (2010: £24m) was recharged to the Company from Prudential
Health Services Limited for services provided in respect of the PruProtect product underwritten by the
Company. £Nil (2010: £2m) of interest was recharged by the Company to Prudential Health Services
Limited in respect of the use of negative reserves in the Company's balance sheet for PruProtact. An
agreement was entered into on 3 September 2007 which allows the Company to borrow from Prudential
Health Holdings Limited up to an aggregate amount of £250m. The |lean amount is principally linked to
the emergence of regutatory losses arising in respect of all income and costs associated with selling and
underwriting the Flexible Protection Plan and PruProtect Plan. The loan is to be repaid as regulatory
surpluses arise in the future. In 2011 the Company borrowed £5m (2010: £18m) under this
arrangement.

32, Long-term business provision

The principal valuation methods and bases adopted for the main relevant classes of business which are
not 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 provisions are established using best
estimate assumptions, taking into account the firm's regulatory duty to treat its customers fairly.

Assumptions are required in three areas, namely:

(i} Retrospective assumptions,
{ii) Prospective assumptions, and
{iii) Stochastic modelling assumptions relating to the economic asset model and management actions.

Retrospective assumptions

Retrospective assumptions are required for the accumulation of past asset shares up to the valuation
date. These assumptions are determined by reference to actual past experience primarily in relation to
investment returns, expenses and miscellaneous surplus. The assumptions include past expense write-
offs and enhancements to asset shares, and are as used when calculating specimen asset shares for
the purpose of bonus setting.

The 2011 year end Investment Return for asset shares is:

Return With-Profits Sub | High Reversionary | PruFund Cautious SAJF
Fund Bonus fund Fund
(held within the With- | {held within the With-
Profits Sub-Fund) Profits Sub-Fund)
Gross return 2.09% 3.71% 5.46% 2.38%
Net return 2.168% 3.41% 4.62% 2.34%
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The High Reversionary Bonus and PruFund Cautious funds are contained within the With-Profits Sub-
Fund. Compared with the assets backing the main asset share fund, the High Reversionary Bonus and
PruFund Cautious funds are both allocated a higher proportion of fixed interest securities and a lower
proportion of equities.

Prospective assumptions

Prospective assumptions are required for the adjustments o asset shares where a prospeciive
calculation gives a higher result and for the stochastic modelling of the cost of guarantees, options and
smoothing.

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

Expense assumptions have been taken as the level of expenses incurred during 2011,
The mortaiity assumption has been set to the realistic compoenent 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 assumption.

The table below shows the 2011 mortality bases:

Product Mort?:\;t}é;rable Ag$el'\;e::;ing MUI(tli\B!IL?r %

Prudence Bond AMY2 [ AFOZ =11 100/ 100
PSA/PIB AM92 [ AFO2 -0.5/-0.5 100/ 100
Personal Pensions AMS2 / AF92 -1/-1 100/ 100
Ordinary Branch assurances AMO2Z [ AF92 -0.5/-0.5 100/ 100
industrial Branch PAC 78 WL (Internal Table) +0 { +0 70470
With-Profit Deferred Annuities AMO2 | AF92 ~1/-1 100/100
SAIF Conventional With-Profits AMO2 [ AF92 +1/+1 7070
SAiF/ex-SAL Accumulating With- AMO2 / AFO2 +1/+1 70/70
Profits Life

For persistency, the assumptions for most products are based on those used for European Embedded
Value calculations. The persistency assumptions used to value the cost of options and guarantees are
reduced by a 10% margin to make an allowance for the impact of policyholders' group actions in
extreme market scenarios.

Stochastic asset model economic calibration and management actions

The cost of options, guarantees and smoothing are assessed on a market consistent basis, so that the
reserves held are equal to the theoretical cost of hedging the guarantees in the market. In the absence
of a deep, fiquid market these costs are assessed using a "market consistent” model, with a market
consistent calibration.

In order to value the Company's guarantees and options, the stochastic asset/liability model projects the
with-profits abilities forward over the next 40 years for 5,000 separate economic scenarios.

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

Separate asset models are used for the risk free rate, UK equities, overseas equities, corporate bonds,
property and real interest rates. Where appropriate securities or derivatives are traded, it has been
demonstrated that the mode! is able to closely reproduce these prices. Where this is not the case (for
example for property and corporate bonds) expert judgement has been applied. Allowance has also
been made for the correlation of investment returns between different asset classes.
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The cost of guarantees, options and smoothing is very sensitive to the bonus, market value reduction
and investment policies that the Company will employ under varying investment conditions. The
stochastic modelling incorporates several management actions to profect the fund in adverse
investment scenarios. These management actions are consistent with the PPFM and the obiigation to
treat customers fairly.

Other non-linked business

Provisions are calculated by the net premium valuation method. Discount rates are derived from the
returns available on appropriate investments and, for equity and property assets, are based on expected
income and/or earnings with no allowance for potential future capital growth. Allowance is made as
follows for the risk that some or all of the anticipated future income will not be received:

{a) For equity and property assets the income is restricted where necessary te ensure that no individual
holding had a yield in excess of the annual vield on the Merrill Lynch over 10 years corporate bond
index, less a risk margin.

(b) For fixed interest securities, aggregate bond asset yields have been adjusted to allow for potential
defaults within the non-finked and index-linked asset portfolios respectively.

The following discount and mortality bases were used:

Interest Rate Actuarial Mortality Table

Ye Reference*
UK {excluding Scottish Amicable
Insurance Fund)
Term assurances - life business 3.00 AM/AFO92+1
Term assurances - pensions business 3.75 AM/AF92+1
Immediate annuity - Fixed 3.84 98% PCMAOG +
CMI_2009 PRU_M[2.25]
Immediate annuity - Linked 0.44 88% PCMAQQ +

CMI_2009_PRU_F[1.25]*

Scottish Amicable Insurance Fund

Term assurances - life business 275 AMIAFI2+1
Term assurances — pensions business 3.50 AM/IAFO2+1

*For assurances, provision for AIDS is made either by increasing the underlying mortality rates or by
holding an explicit additional provision. In both cases, the adjustment is one-third of the "RE6A” tables.

* CMI_PRU_2009_M{X} and CMI_PRU_2009_F[Y] are the male and female improvement rates produced by
Prudential's internal calibration of the 2008 CMI model, with long term rates of X% and Y%.

Linked business in the Non-Profit Sub-Fund

The provision for mortality, morbidity and expenses is calculated using a discounted cashfiow method
on the following bases:

Discount Rate 4.00% gross

Fund Growth 5.25% gross

Mortality AM/AF92+1 plus 1/3 AIDS "R6A" for most contracts
Administration Expenses £26 to £119 p.a. depending on the product type
Expense Inflation 3.75% p.a.

Compared with the 2010 valuation the assumptions regarding administration expenses have been
revised {o allow for actual and forecast costs.
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Linked business in the With-Profit Sub-Fund

The provision for mortality, morbidity and expenses is calculated using a discounted cashflow method
on the following bases:

Discount Rate 4.00% gross

Fund Growth 5.25% gross

Moartality AM/AF92 -3 years

Administration Expenses £25 to £187 p.a. depending on the product type
Expense Inflation 3.75% p.a.

Compared with the 2010 valuation the assumptions regarding adminisiration expenses have been
revised to allow for actual and forecast costs.

Other long-term business provisions

Additionat provisions have been established, the most significant being for the potential costs and
expenses of compensating the Company's pension policyhoiders under the FSA review of pension opt-
outs and transfer cases, for the potential costs of compensating endowment mortgage policyholders and
for the potential cost of meeting annuity rate guarantees at vesting.

33. Contingencies and Related Obligations

Consistent with FRS 12 'Provisions, contingent liabilities and contingent assets’, appropriate provision has
been made in the financial statements where the Company either has an obligaticn, or it is probable that it
has an cbligation, arising from the events or activities described below, where a reliable estimate of the
obligation can be made, but not for contingent liabilities which are discussed below.

Pension Mis-selling Review

In 1988, the UK government introduced new pensions legislation intended to encourage more
individuals to make their own arrangements for their pensions. During the period from April 1988 to
June 1984, many individuals were advised by insurance companies, independent Financial Advisers
and other intermediaries to not join, o transfer from or to opt out of their occupational pension schemes
in favour of private pension products introduced under the UK income and Corporation Taxes Act 1988.
The UK insurance regulator (previously the Personal Investment Authority, now the Financial Services
Autherity, (FSA)), subsequently determined that many individuals were incorrectly advised and would
have been better off not purchasing the private pension products sold to them. Industry participants are
responsible for compensating the persons to whom private pensions were mis-sold. As a result, the FSA
required that all UK ife Insurance companies review their potential cases of pension mis-selling and pay
compensation to policyholders where necessary and, as a consequence, record a provision for the
estimated costs. The Company met the requirement of the FSA to issue offers to all cases by 30 June
2002.

Provisions in respect of the costs associated with the review have been included in the change in long-term
technical provisicns in the Company's profit and loss account and the transfer to or from the fund for future
appropriations has been determined accordingly. The table below summarises the change in the pension
mis-sefling provision for the year ended 31 December 2011,

Year ended Year ended
31 December 2011 31 December 2010

£m £m
Batance at start of the period 314 322
Changes to actuarial assumptions and method
of calculation 97 37
Discount unwind 1 2
Redress to policyholders (49) (48)
Payment of administrative costs (1) {1)
Balance at end of the period 362 314
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The pension mis-selling provision at 31 December 2011 set cut above of £362m is stochastically
determined on a discounted basis. The average discount rate implied in the provision at 31 December
2011 is 2.6 per cent. The undiscounted amounts at 31 December 2011 expected to be paid in each of
the years ending 31 December are as follows:

2011 Em
Year ended 31 December: , R S
205 . , [T SR 1 |
Thereafter 370:‘
Totslundiscounted amount 481
nggregate discount {(119)
Discounted pension mig-selling provision at 31 December 2011 362:

The Financial Ombudsman Service periodically updates the actuarial assumptions 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 benefit
payments and all internal 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
reflecting the shorter period of discount.

The directors believe that, based on current information, the provision, together with future investment
return on the assets backing the provision, will be adequate to cover the costs of pension mis-selling.

Such provision represents the best estimate of probable costs and expenses. However, there can be no
assurance that the current provision level will not need to be increased.

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

In 19898, Prudential stated that deducting mis-selling costs from the inherited estate would not impact its
bonus or investment policy and it gave an assurance that if this unlikely event were to occur, it would
make available support to the fund from shareholider resources for as long as the situation continued, so
as to ensure that policyhotders were not disadvantaged. The assurance was designed to protect both
existing policyholders at the date it was announced, and policyholders who subsequently purchased
policies while the pension mis-selling review was continuing.

This review was completed on 30 June 2002. The assurance will continue to apply to any policy in force
at 31 December 2003, both for premiums paid before 1 January 2004, and for subsequent regular
premiums {including future fixed, retail price index or salary related increases and Department of Work
and Pensions rebate business). The assurance has not applied to new business since 1 January 2004.
New business in this context consists of new policies, new members to existing pension schemes plus
regular and single premium top-ups, transfers and switches to existing arrangements. The maximum
amount of capital support available under the terms of the assurance will reduce over time as claims are
paid on the policies covered by it

The bonus and investment 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 returns and this is expected to continue for the foreseeable future.
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During 2009, the FSA issued a policy statement confirming that certain payments of compensation and
redress for events occurdng after 31 July 2009 may only be paid from assets attributable to
shargholders. As the pensions mis-selling review was concluded prior to this date, the requirements of
the policy statement do not impact the provisions outlined above.

Mortgage Endowment Products Review

In common with several other UK insurance companies, the Company used to sell low-cost endowment
products related to repayment of residential mortgages. At sale, the initial sum assured is set at a level
such that the projected benefits, including an estimate of the annual bonus receivable over the life of the
policy, will equal or exceed the mortgage debt. The FSA is concerned that the maturity value of some of
these products will be less than the mortgage debt because of a decrease in expected future investment
returns since these products were sold. The FSA has worked with insurance companies to devise a
programme whereby the companies write to customers indicating whether they may have a possible
shorifall and outline the actions that the customers can take to prevent this possibility,

The Company is exposed to morigage endowment products in respect of policies issued by Scottish
Amicable Life pic (SAL) and policies issued by Scottish Amicable Life Assurance Society (SALAS) and
transferred into the Scottish Amicable Insurance Fund {(SAIF). Technical provisions of £2m in the non-profit
sub-fund and £15m in SAIF were held at 31 December 2011 to cover potential compensation in respect of
mortgage endowment product mis-selling claims. As SAIF is a separate sub-fund of the Company's fong-
term business fund, wholly attributable 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 £1m in respect of morigage
endowment products mis-selling claims in the year ended 31 December 2011 and held a technical
provision of £26m at 31 December 2011, in respect of further compensation. This provision has no impact
on the Company's profit before tax.

In May 2006 the Company introduced a deadline for both Prudential and Scottish Amicable mortgage
endowment complaints. In line with the time limit prescribed by the FSA and the ABI, impacted
customers have three years to lodge a mis-selling complaint from the date they receive their first "red”
letter indicating that there is a high risk their mortgage endowment may not achieve its projected final
value.

Guaranteed Annuities

The Company used to sell guaranteed annuity products in the UK and held a technical provision of
£90m at 31 December 2011, within the main with-profits fund to honour guarantees on these products.
The Company's main exposure fo guaranteed annuities in the UK is through the Scotfish Amicable
Insurance Fund (SAIF) and a technical provision of £370m was held in SAIF at 31 December 2011, to
honour the guarantees. As SAIF is a separate sub-fund of the Company’s long-term business fund,
wholly attributable to the policyholders of the fund, this provision has no impact on shareholders.

Guarantees and Commitments

The Company has provided, from time to time, other guarantees and commitments to third parties
entered into in the normal course of business but the direciors 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 comprise the
amounts that it expects to pay out to meet its obligations to existing policyhoiders and an additional
amount used as working capital. The amount payable over time te policyholders from the WPSF is equal
to the policyholders’ accumulated asset shares plus any additional payments that may be required by
way of smoothing or to meet guarantees. The balance of the assets of the WPSF is called the 'inherited
estate’ and has accumulated over many years from various sources.

The inherited estate, as working capitat, enables the Company to support with-profits business by
providing the benefits associated with smoothing and guarantees, by providing investment flexibility for
the fund's assets, by meeting the regulatory capital requirements that demonstrate solvency and by
absorbing the costs of significant events or fundamentai changes in its long-term business without
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affecting the bonus and investment policies. The size of the inherited estate fluctuates from year to year
depending on the investment return and the extent to which it has been required to meet smoothing
costs, guarantees and other events.

Support of Long-term Business Funds by Sharcholders’ Funds

As a proprietary insurance company, the Company is liable to meet its obligations to policyholders even
if the assets of the long-term funds are insufficient to do so. The assets, represented by the unallocated
surplus of with-profits funds, in excess of amounts expected to be paid for future terminal bonuses and
related shareholder transfers (‘the excess assets') in the long-term funds could be materially depleted
over time by, for example, a significant or sustained equity market downturn, costs of significant
fundamental strategic change or a material increase in the pension mis-selling provision, In the unlikely
circumstance that the depletion of the excess assets within the long-term fund was such that the
Company's ability to satisfy policyholders' reasonable expectations was adversely affected, it might
hecome necessary to restrict the annual distribution to shareholders or to contribute shareholders’ funds
to the long-term funds to provide financial support.

In 1997, the business of Scottish Amicable Life Assurance Society, a mutual society, was transferred to
the Company. In effecting the transfer, a separate sub-fund, the Scottish Amicable Insurance Fund
{SAIF), was established within the Company's long-term business fund. This sub-fund contains all the
with-profits business and all other pension business that was transferred. No new business has been or
will be written in the sub-fund and the sub-fund is managed to ensure that all the invested assets are
disfributed to SAIF policyholders over the lifetime of the SAIF policies. With the exception of certain
amounts in respect of the unitised with-profits life business, all future earnings arising in SAIF are
retained for SAIF poticyholders. Any excess (deficiency) of revenue over expense within SAIF duting a
period is offset by a change in the SAIF technical provisions (no FFA is shown for SAIF in 2010 because
technical provisions are set at a level at which the realistic working capital is zera). Shareholders have
ne interest in the profits of SAIF but are entited to the investment management fees paid on this
business. With the exception of certain guaranteed annuity products mentioned earlier in this note, the
majority of SAIF with-profits policies do not guarantee minimum rates of retum to policyholders.

Shoudd the assets of SAIF be inadequate to meet the guaranteed benefit obligations to the policyholders of
SAIF, the Company's long-term fund would be liable to cover any such deficiency. Due to 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 the probability of either the Company’s long-term fund or the Company's
shareholders’ funds having to contribute to SAIF is remote.
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34, Financial assets and liabilities

A Financial instruments — designation and fair values

All financial assets of the Company are designated as either fair value through profit and loss or loans and
receivables. Financial fiapilittes are designated as either fair value through profit and loss, amortised cost
or investment contracts with discretionary participation features accounted for under FRS 26 and the ABI
S0ORP as described in the Accounting Policies section.

2011

Financial Assets

Deposits with credit institutions

Equity securities and portfolio hoidings in
unit trusts

Debt securities and other fixed income
securities (note )

Loans (note ii):

Other investments (note i}

Derivative assets

Assets held to cover Enked Fabilities
Debtors arising out of direct insurance ops
Debtors arising out of reinsurance ops
Accrued investment income

Other debtors

Cash at bank and in hand

Total

Financial Liabilities

Amounts owed fo credit institutions
Other borrowings not owed to credit
institutions (note iv)

Investment contracts with discretionary
participation features (note v)
Invaestment contracts without discretionary
participation features

Creditors arising out of direct insurance
operations

Creditors arising out of refinsurance
operations

Other creditors

Derivative liabilities

Total {note v)

Fair value Loans and Total Fair value
through  receivables carrying
profit and value

loss

£m £m £m £m

- 7,333 7,333 7,333

27,876 - 27,676 27,876

46,683 - 46,683 46,683

279 2,596 2,875 2,799

2,377 - 2,377 2,377

1,216 - 1,216 1,216

10,199 - 10,199 10,199

- 68 68 68

- 2,865 2.865 2,865

- 975 975 975

- 1,132 1,132 1,132

. 1,242 1,242 1,242

88,630 16,211 104,841 104,765

Fair value Amortised AB| SORP/ Total Fair value
through cost FRS26 carrying
profit and value

loss

£m £m £m £m £m

- 56 - 56 56

- 232 - 232 232

- - 29,443 29,443 -

5,802 - - 5,802 5,802

- 99 - 99 a9

- 143 - 143 143

281 2,934 - 3,215 3,215

1,071 - - 1,071 1,071

7,154 3,464 29,443 40,061 10,618

56



THE PRUDENTIAL ASSURANCE COMPANY LIMITED

Notes on the financial statements (continued}

2010

Financial Assets

Deposits with credit institutions

Equity securities and portfolio hoidings in
unit trusts

Debt securities and other fixed income
securities {nofe i)

Loans {note ii):

Other investments (note iii)

Derivative assets

Assets held to cover linked liabilites
Debtors arising out of direct insurance ops
Debtors arising out of reinsurance ops
Accrued investment income

Other debtors

Cash at bank and in hand

Totat

Financial Liahilities

Amounts owed to credit institutions
Other borrowings not owed to credit
institutions {note iv)

Investment contracts with discretionary
participation features (note v}
Investment contracts without discretionary
participation features

Creditors arising out of direct insurance
aperations

Creditors arising out of reinsurance
operations

QOther creditors

Derivative Hiabifities

Total (note v)

Notes

Fair value Loans and Total Fair value
through  receivables carrying
profit and value

loss

£m £m £m £m

- 7,376 7.376 7,376

32,209 - 32,209 32,209

36,739 - 36,739 36,739

227 1,967 2,194 2,154

2,086 - 2,086 2,086

739 - 739 739

10,290 - 10,290 10,290

- 85 65 85

- 2,607 2,607 2,607

- 837 837 837

- 1,188 1,188 1,188

- 855 955 855

82,290 14,995 97,285 97,245

Fair value Amortised ABI SORP/ Total Fair value
through cost FRE26 carrylng
profit and value

loss

£m £m £m £m £m

- 48 - 46 48

- 347 - 347 347

- - 25115 25,115 -

5,600 - - 5,600 5,600

- 106 - 106 106

- 98 - 98 98

227 3,118 - 3,343 3,343

549 - - 549 549

6,376 3,713 25,115 35,204 10,089

{iy As at 31 December 2011, £473m (2010: £655m) of convertible bonds were included in debt securities. There
were no convertible bonds included in borrowings.
(it} Loans and receivables are reported net of allowance for loan losses of £76m (2010: £30m).

(liy  Other investments include participation in various investment funds and limited liability property partnerships.

(iv) As at 31 December 2011, £232m (2010: £347m) of loan repayable, contingent on regulatory surpius
emerging, was included in "Other borrowings not owed to credit institutions”.
(v} Itis impractical to determine fair value of investment contracts with discretionary participation features due to the
lack of a reliable basis to measure such features,
(vi) For financial liahilities designated as fair value through profit and loss there was no material impact on profit
from movements in credit risk during 2011 and 2010.

Determination of fair value

The fair values of the financial assets and liabilities as shown in the table above have been determined on

the following bases.

The fair values of the financial instruments for which fair valuation is required under UKGAAP are
determined by the use of current market bid prices for queted investments, or by using quotations from
independent third-parties, such as brokers and pricing services or by using appropriate valuation
techniques. Investments valued using valuation techniques include financial investments which by their
nature do not have an externally quoted price based on regular trades and financial investments for
which markets are no longer active as a result of market conditions e.g. market illiquidity. The valuation
technigues used include comparison {o recent arm's length transactions, reference to other instruments
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that are substantially the same, discounted cash flow analysis, option adjusted spread models and, if
applicable, enterprise valuation. These techniques may include a number of assumptions relating to
variables such as credit risk and interest rates. Changes in assumptions relating to these variables could
positively or negatively impact the reported fair vaiue of these instruments. When determining the inputs
into the valuation technigues used priority is given to publicly available prices from independent sources,
when available, but overalt the source of pricing is chosen with the objective of arriving at a fair value
measurement which reflects the price at which an orderly transaction would take place between market
participants on the measurement date.

The fair value estimates are made at a specific point in time, based upon available market information
and judgements about the financial instruments, including estimates of the timing and amount of
expected future cash flows and the credit standing of counterparties. Such estimates do not reflect any
premium or discount that could result from offering for sale at one time the Company’s entire holdings of
a particular financial instrument, nor do they consider the tax impact of the realisation of unrealised
gains or losses from selling the financial instrument being fair valued. In some cases the fair value
estimates cannot be substantiated by comparison to independent markets, nor can the disclosed value
he realised in immediate setflement of the financial instrument.

The loans and receivables have been shown net of provisions for impairment. The fair value of loans
has been estimated from discounted cash flows expected to be received. The rate of discount used was
the market rate of interest.

The estimated fair value of derivative financial instruments reflects the estimated amount the Company
would receive or pay in an arm's length transaction. This amount is determined using quoted prices if
exchange listed, quotations from independent third-parties or valued internally using standard market
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 befow includes financial instruments carried at fair value analysed by level of the FRS29
defined fair value hierarchy. This hierarchy is based on the inputs to the fair value measurement and
reflects the lowest level input that is significant to that measurement,

The classification criteria and its application to the Company can be summarised as follows:
Level 1 — quoted prices {unadjusted) in active markets for identical assets and liabilities

Level 1 principally includes exchange listed equities, mutual funds with quoted prices, exchange traded
derivatives such as futures and options, and national government bonds unless there is evidence that
trading in a given instrument is so infrequent that the market could not possibly be considered active. It
also includes other financial instruments where there is clear evidence that the year end valuation is
based on a traded price in an active market.

Level 2 — inputs other than quoted prices included within level 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 debt securities which
are valued using obhservable inputs, together with over-the-counter derivatives such as forward
exchange contracts and non-quoted investment funds valued with observable inputs. It also includes
investment contract liabilities that are valued using cbservabie inputs.

In addition level 2 includes debt securities that are valued internally using standard market practices. Of
the total level 2 debt securities of £39,946m (2010: £30,458m), £2,147m (20%0: £1,374m) are valued
internally. The majority of such securities use matrix pricing, which is based on assessing the credit
quality of the underlying borrower to derive a suitable discount rate relative to government securities.
Under matrix pricing, the debt securities are priced faking the credit spreads on comparable quoted
public debt securities and applying these 1o the equivalent debt instruments factoring a specified liquidity
premium. The significance of the parameters used in this valuation technique are readily observable in
the market and, therefore, are not subject to interpretation.
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level 3: Significant inputs for the asset or liability that are not based on observable market data
{unobseivable inputs)

Level 3 principally includes investments in private equity funds, investments in property funds which are
exposed to bespoke properties or risks and investments which are internally valued or subject to a
significant number of unobservable assumptions. It also includes debt securities which are rarely traded
or traded only in privately negotiated transactions and hence where it is difficult to assert that 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 in the specific underlying
assets classified as level 3.

At 31 December 2011 the Company held £2,278m (2010: £2,225m), 3% {2010: 3%) of the fair valued
financial instruments, within level 3. Of these amounts £2,277m (2010: £2,224m) was held by the
Company's participating funds and therefore shareholders’ profit and equity are not impacted by
movements in the valuation of these financial instruments. Total level 3 assets represented 3% (2010:
3%) of the total assets of the participating funds at 31 December 2011,
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31 December 2011

Level 1 Level 2 Level 3 Total
£m £m £m

With-profits
Equity securities and portfolio holdings in unit irusts 25,025 2,214 323 27,562
Debt securities 5,763 37,650 107 43,520
Other investments (including derivative assets} 250 1,351 1,847 3,448
Derivative liabilities (211) (725) - (836)
Total financial investments, net of derivative labilities 30,827 40,490 2,277 73,594
Percentage of total 42% 55% 3% 100%
Unit-linked
Assets held to cover linked liabilities 8,079 80 - 8,159
Total financial investments net of derivative liabilities 8,079 80 - 8,159
investment contract without discretionary participation
features held at fair value - (5,802) - (5,802)
Total 8,079 (6,722) - 2,357
Percentage of total 343% (243%) - 100%
Non-linked shareholder-backed
Eqguity securities and perifofio holdings in unit trusts 229 85 - 314
Debt securities 867 2,296 - 3,163
L.oans at FVTPL - 279 - 279
Other investmentis (including derivative assets) 4 140 1 145
Derivative liabilities - (135} - (135)
Total financial investments, net of derivative liabilities 1,100 2,665 1 3,766
Percentage of total 20% 1% - 100%
Comgpany total
Equity securities and portfclic holdings in unit trusis 25,254 2,299 323 27,876
Debt securities 6,630 39,946 107 46,683
Loans at FVTPL - 279 - 279
Other investments (including derivative assets) 254 1,491 1,848 3,593
Assets held {o cover linked liabilities 8,079 80 - 8,159
Derivative liabilities {211) (860) - {1,071)
Total financial investments, net of derivative liabilities 40,006 43,235 2,278 85,519
investment cantract without discretionary participation
features held at fair value - {5,802) (5,802}
Total 40,006 37,433 2,278 79,717
Percentage of total 50% 47% 3% 100%
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31 December 2010

tevel 1 Level 2 Level 3 Total
£m £m £m £m

With-profits
Equity securities and portfolio holdings in unit trusts 30,472 1,155 395 32,022
Debt securities 5,304 28,435 246 33,985
Other investments {including derivative assels) 137 988 1,583 2,708
Derivative liabililies (56} (393) - {449)
Total financial investments, net of derivative liabilities 35,857 30,185 2,224 68,266
Percentage of total 53% 44% 3% 100%
Unit-linked
Assets held to cover linked ligbilities 8,723 63 - 8,786
Total financial investments net of derivative Habilities 8,723 63 - 8,786
Investment contract without discretionary participation
features held at fair value - (5,600) - (5,600)
Total 8,723 {5.537} - 3,186
Percentage of total 274% (174%) - 100%
Non-linked shareholder-backed
Equity securities and pertfolio holdings in unit trusts 112 75 - 187
Debt securities 730 2,023 1 2,754
Loans at FVTPL - 227 - 227
Other investments (including derivative assets) § 111 - 17
Derivative liabilities - (100} - {100)
Total financial investments, net of derivative liabilities 848 2,336 H 3,185
Percentage of total 27% 73% - 100%
Company total
Equity securities and poerifolio holdings in unit trusis 30,584 1,230 395 32,209
Debt securities 6,034 30,458 247 36,739
Loans at FVTPL - 227 - 227
Other investments {including derivative assets) 143 1,099 1,583 2,825
Assets held to cover linked liabilities 8,723 63 - 8,786
Derivative liabifities {56) (493) - {549)
Total financial investments, net of derivative liabilities 45,428 32,584 2,225 80,237
Investment confract without discretionary participation
features held al fair value - (5,600) - (5,600)
Total 45,428 26,984 2,225 74,637
Percentage of tofai 61% 36% 3% 100%
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Assets held to cover linked liabilities, shown in the table, only covers those assets which are required to be
disclosed under the provisions of FRS29 'Financiat Instruments' for the fair value hierarchy. There are a
further £2,040m {(2010: £1,504m) of assets which comprise the total assets held to cover linked liabilities,
which consist mainly of cash at bank, other deblors and property.

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

The following table reconciles the value of level 3 financial instruments at 1 January 2011 to that
presented at 31 December 2011. Total gains and losses recorded in the long-term technical account in
the period represents realised gains and losses, including interest and dividend income, unrealised
gains and losses on financial instruments classified at fair value through profit and loss and foreign
exchange movements on overseas investments. All these amounts are included within "investment
income” and "unrealised gains (losses)” in the long-term technical account.

Transfers out of level 3 include debt securities reclassifications from level 3 to tevel 2 which reflect
improving liguidity during the period.

Total gains or

{losses) in
long-term Transfers Transfers
At 1 Jan technical into tevel out of At 31 Dec
2011 account Purchases Sales 3 level 3 2011
£m £m £m £m £m £m £m

With-profits
Equity securities and portfolio holdings in
unit trusts 395 14 55 (107) - (34) 323
Debt securities 248 40 21 (351) - (39) 107
Other investments (including derivative
assets) 1,683 81 417 (178) - (56) 1,847
Derivative liabilities - - - - - - -
Total financial investments net of
derivative liabilities 2,224 135 683 {638) - {129} 2,277
Total 2,224 135 683 {636) - {129) 2,211
Non-linked shareholder-backed
Equity securities and portfolio holdings in
unit trusts - - - - - - -
Debt securities 1 - - (N - - -
Other investments (including derivative
assets} - - 1 - - - 1
Derivative labilities - - - - - - -
Total financial investments net of
derivative liabilities 1 - 1 (1 - - 1
Total 1 - 1 (1) - - 1
Company total
Equity securities and portfolio holdings in
unit trusts 395 14 55 {107} - {34} 323
Debt securities 247 40 211 {352) - (39} 107
Other investments {including derivative
assets) 1,583 81 418 (178) - (56) 1,848
Derivative liabilities - - - - - -
Total financial investments net of
derivative liabilities 2,225 135 684 (637) - {129} 2,278

Total

Of the total profits of £135m (2010: profit of £235m) in the period, £76m (2010: profit of £184m) relates
to Level 3 financial instruments still held at the end of the year, which can be analysed as £9m (2010:
£22m) for equity securities, £3m (2010: £32m) for debt securities and £64m (2010: £130m) for other
investments.
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Total gains or

(losses) in
long-term Transfers Transfers
At 1 Jan technical into level out of At 31 Dec

2010 account Purchases Sales 3 level 3 2010

£m £m £m £m £m £m £m
With-profits
Equity securities and portfolio holdings in
unit trusts 398 30 48 (38} - {43) 395
Debt securities 330 74 8 {108} 11 (69) 246
Other invesiments {including derivative
assels) 1,341 131 239 {128} - - 1,583
Derivative liabilities - - - - - - -
Total financiat investments net of
derivative liabilities 2,069 235 295 (274) 11 (112) 2,224
Total 2,069 235 295 (274) 11 (112) 2,224
Non-linked sharehoider-backed
Equity securities and portfolio holdings in
unit trusis - - - - - “ -
Debt securities 1 - - - - - 1
Other investments (including derivative
assets) - - - - - - "
Derivative liabilities - ~ - - - - -
Total financial investments net of
derivative liabilities 1 - - - - - 1
Total 1 - - - - - 1
Company total
Equity securities and portfolio holdings in
unit trusts 398 30 48 (38) - {43) 395
Debt securities 331 74 8 (108) 11 {69) 247
Other investments (including derivative
assets) 1,341 131 239 (128) - - 1,583
Derivative liabilities - - - - - - -
Total financial investments net of
derivative liabilities 2,070 235 295 (274) 11 (112) 2,225
Tota 2,070 235 295 (274) 11 (112) 2,225

Transfers between level 1 and level 2

During 2011, transfers from level 1 to level 2 amounted to £824m (2010: £354m) of which £822m (2010:
£354m) relates to certain investment funds held by the Company’s with-profit sub-fund which arose to
reflect the change in the observability of the inputs issued in valuing these funds.

Interest income and expense
The interest income on financial assets not at fair value through profit and loss was £148m for the year
ended 31 December 2011 (2010; £134m).

The interest expense on financial liabilities not at fair value through profit and loss was £20m for the year
ended 31 December 2011 (2010: £25m).
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B. Market Risk

The financial assets and liabilities aitaching to the Company's life assurance business are, to varying
degrees, subject to market risk that may have a material effect on the profit or loss and shareholders’
funds.

Market risk is the risk that the fair value or future cash flows of a financial instrument or, in the case of
liabilities of insurance contracts, their carrying value will fluctuate because of changes in market prices.

Market risk comprises four types of risk, namely:

+ Interest rafe risk: due to changes in market interest rates,

« Liquidity risk: inability to meet payment 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

« Currency risk: due to changes in foreign exchange rates, and

s Other price risk: due to fluctuations in market prices (other than those arising from interest rate risk
or currency risk).

With-profits business

The shareholder resulis of the Company’s with-profits business are sensitive to market risk only through
the indirect effect of investment performance on declared policyholder bonuses. The investment assets
of the Company's with-profits fund are subject to market risk. However, changes in their carrying value,
net of the related changes to asset-share liabifities of with-profit contracts, affect the level of funds for
future appropriations, which is accounted for as a liability, movements in its value do not affect
shareholders' profit or shareholders’ funds.

The sharehclder results of the Company's with-profits fund correspond to the shareholders’ share of the
cost of bonuses declared on the with-profits business. This currentty corresponds to one-ninth of the
cost of bonuses declared.

Investment performance is a key driver of bonuses, and hence the sharehoiders’ share of cost of
honuses. Due to the 'smoothed’ basis of bonus declaration the sensitivily to investment performance in
a single year is low. However, over muitiple periods it is 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 shareholders’ funds are insensitive to the direct effects of market
risk attaching to SAIF’s assetls and liabilities.

Shareholder-backed non-profit sub-fund

The Company’s non-profit sub-fund principally comprises annuity business previously written by Scottish
Amicable Life, credit life, unit-linked and other non-participating business. The financial assets covering
the liabilities for those types of business are subject to market risk. The liabilities for annuity contracts
are subject to market risk arising from changes in the returns of the aftaching assets. Except mainly to
the extent of any minor asset/liability duration mismatch, and exposure to credit risk, the sensitivity of
the Company's non-profit sub-fund's annuity business' results to market risk for movements in the
carrying value of liabilities and covering assets is broadly neutral on a net basis.

The liabilities of the unit-linked business change in line with the matching linked assets. Amounts under
unit-linked contracts are generally repayable on demand and the Company is responsible for ensuring
there is sufficient liquidity within the asset portfolio to enable liabilities to unit-linked policyholders to be
met as they fall due. Other liabilities of the Company’s non-profit sub-fund are broadly insensitive to
market risk.

The principal items affecting the results of the Company's non-profit sub-fund are mortality experience
and assumptions and credit risk.
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Interest rate risk

The following table shows an analysis of the classes of financial assets and liabilities and their direct
exposure to interest rale risk. Each applicable class of the Company's assets or liabilities are analysed
between those exposed to fair value interest rate risk, cash flow interest rate risk and those with no direct
interest rate risk exposure,

2011 Fair value Cash flow  Not directly Total
interest rate  interest rate exposed to
risk risk  interest rate
risk
£m £m £m £m
Financial Assets
Deposits with credit institutions 1 7,332 - 7,333
£ebt securities and other fixed income securities 44,078 2,605 - 48,683
toans 2,003 872 - 2,875
Derivative asset 819 - 597 1,216
Cash at bank and in hand - 1,242 - 1,242
46,701 12,051 597 59,349
Financial Liabilities
Amounts owed to credit institutions - 56 - 56
Other borrowings not owed to credit institutions - 232 - 232
investment contracts without discretionary participation
features - - 5,802 5,802
Derivative liabilites 884 - 187 1,071
884 288 5,989 7,161
2010 Fair value Cash flow  Not directly Total
interestrate  interest rate exposed to
risk risk  Interestrate
risk
£m £m £m £m
Financial Assets
Deposits with credit institutions 2 7,374 - 7,376
Debt securities and other fixed income securities 34,141 2,598 - 36,739
Leans 1,232 962 - 2,194
Derivative asset 523 - 216 739
Cash at bank and in hand - 955 - 055
35,898 11,889 218 48,003
Financial Liabilities
Amounts owed to credit institutions - 46 - 46
Other borrowings not owed to credit institutions - 347 - 347
Investment contracts without discretionary participation
features - - 5,600 5,600
Derivative liabilities 321 - 228 549
321 393 5,828 6,542
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Liguidity Analysis

(iy Contractual maturities of financial liabilities

The following tables set out the contractual maturities and repricing dates for applicable classes of
financial liabilities, excluding derivative liabilities and investment confracts, which are separalely
presented. The financial liabilities are included in the column relating to the contractual maturities and
repricing dates at the undiscounted cash flows (including contractual interest payments) due to be paid
assuming conditions are consistent with those of year end.

2011 1year After1  After 5 After After Over No Total un- Total
or year  years 10 15 20 stated  discounted carrying
less to s to10  years years years  maturity cashflows value
years years to 16 to 20
years  years
£m £m £m £m £m £m £m £m £m
Financial Liabilities
Amounis owed to credit
institutions i 45 - - - - - 56 56
Other borrowings not owed
to credit institutions 105 136 - - - 241 232
116 181 - - - - - 297 288
2010 1year After1 After5 After After Over No Total un- Total
or year  years 10 15 20 stated  discounted carrying
less to5 t0 10 years years years  maturity cashflows value
years years to 15 to 20
years  years
£m £m £m £m £m £m £m £m £m
Financial Liabilities
Amounts owad lo credit
institutions - 46 - - - - - 48 46
Other borrowings not owed
to credit institutions 112 262 - - - - - 374 347
112 308 - - - - - 420 393
ii) Maturity analysis of derivatives and investment contracts
The following table provides a maturity analysis of derivative assets and liabilities:
201 Total 1yearor After1to3 After3to5 After 5 Total
carrying less years years years
value
£m £m £m £m £m £m
Net derlvative position 145 145 - - - 145
2010 Total 1yearor After1to3 After3to5s After 5 Total
carrying less years years years
value
£m £m £m £m £m £m
Net derivative position 190 190 - - - 190
The net derivative positions as shown in the table above comprise the fellowing derivative assets and
liabilities:
201 2010
£m £m
Derivative assets 1,216 739
Derivative liabilities {1,071) (549)
Net derivative position 145 196

6
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The derivative assets and liabilities have been included at fair value within the 1 year or less column
representing the basis on which they are managed (i.e. to manage principally asset or liability value
exposures). Contractual maturities are not considered essential for an understanding of the timing of the
cash flows for these instruments and in particular the Company has no cash flow hedges.

The table below shows the maturity profile 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 part of the determination of the value of in-force business when preparing the European
Embedded Value (EEV) basis results.

1 year After 1 After 5 After 10 After15  Owver 20 Total un- Total
orless yearto  yearsto years to  yearstoe years discounted carrying
Syears 10 years 15 years 20 years value value
£bn £bn £bn £bn £bn £bn £bn £bn
2011
Life assurance 3 ek 12 k! 8 10 55 35
investment contracts
2010
Life assurance 3 12 14 13 11 15 68 31
investment contracts
This table has been prepared on an undiscounted basis and accordingly the amounts shown for life
assurance investment contracts differ from those included in the balance sheet. Durations of long-term
business contracts, covering both insurance and investment contracts, on a discounted basis are included
below.
Durations of long-term business contracts on a discounted basis:
With the exception of most unitised with-profit bonds and other whole of jife contracts the majority of the
contracts of the Company have a contract term. However, in effect, the maturity term of contracts
reflects the earlier of death, maturity, or lapsation. In addition, with-profit contracts include projected
future bonuses based on current investment values, The actual amounts payable will vary with future
investment performance of SAIF and the WPSF. Instead the Company uses cash flow projections of
expected benefit payments as part of the determination of the value of in-force benefits when preparing
the European Embedded Value basis results for the Prudential Group. The following table shows the
maturity profile of the cash flows used for insurance contracts i.e. those containing significant insurance
risk, and investment contracts, which do not contain significant insurance risk:
2011 With-profits business Other
Insurance Investment Total Insurance Investment Total
contracts centracts contracts contracts
% % % % % %
0-5 years 46 32 39 33 27 30
5-10 years 24 26 25 25 22 24
10-15 years 13 19 16 18 18 18
15-20 years 8 14 11 11 12 11
20-25 years 5 7 6 7 9 8
Over 25 years 4 2 3 6 12 9
2010 With-profits business Other
Insurance Investment Total Insurance Investment Totat
contracts contracts contracts confracts
0/0 % 0/0 O/D 0/0 %
0-5 years 47 31 39 35 20 32
5.10 years 25 25 25 26 21 23
10-15 years 13 19 16 18 20 19
15-20 years 7 14 11 10 11 11
20-25 years 4 8 6 6 8 7
Over 25 years 4 3 3 5 11 8
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Notes:

(0] The cash flow proiections of expected benefit payments used in the maturity profile table above are from
in-force business and exclude the value of future new business, including vesting of internal pension
confracts.

(ii) Benefit payments do not reflect the pattern of bonuses and shareholder transfers in respect of the with-
profits business.

{iii} Investment contracts under Other comprise unit-linked and similar contracts.

{iv) 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 likely duration based on prior experience.
Sensitivity to interest rate movement

As described above, the net exposure to interest rate movement for the Company is very substantially
ameliorated by virtue of the close matching of assets with appropriate duration fo the liabilities.

The close matching by the Company of assets of appropriate duration to its non-profit sub fund's annuity
liabilities is based on maintaining economic and regulatory capital. The measurement of liabilities under
capital reporting requirements and UKGAAP is not the same, with contingency reserves and some other
margins for prudence within the assumptions required under the FSA reguiatory solvency basis not
inctuded for UKGAAP reporting purposes. As a result UKGAAP's shareholders’ funds are higher than
regulatory capital and therefore more sensitive to interest rate risk.

The estimated sensitivity of the shareholder-backed business to a movement in interest rates of 1% and
2% as at 31 December 2611 and 2010 are as follows:

2011 2010
Fall of Riseof Fallof Riseof Fallof Riseof Fallof Rise of
1% 1% 2% 2% 1% 1% 2% 2%
£m £m £m £m £m £m £m £m

Carrying value of debt

securities and derivatives 399 (329) 901 (606) 339 (282} 755 (622)
Long term business

provision {333) 277 (737) 511 (290} 243 {640) 448
Related tax effects (16) 13 (41 23 (13) 11 {31} 20
Net sensitivity of profit after

tax and shareholders’

funds 50 {39) 123 {72} 36 (28) 84 {54)

Currency Risk

As at 31 December 2011 the Company held 35% and 4% (2010: 39% and 3%} of its financial assets and
financial liabilities, respectively in currencies, mainly US dollar and Euro, other than the functional currency
of the relevant business unit.

The financial assets, of which 82% (2010: 81%) are held by the with-profit fund, aliow the fund to obtain
exposure to foreign equity markets.

The financial liabilities, of which 83% (2010; 81%) are held by the wilh-profit fund, mainly relate to
investment contracts with discretionary participation features.

The exchange risks inherent in these exposures are mitigated through the use of derivatives, mainly
forward currency contracts.
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Other Price Risk —~ Equities and Property

In addition, the shareholder backed portfolio of the Company includes equity securities and property,
Exciuding any second order effects on the measurement of the fabilities for future cash flow to the
policyholder a fall in their value would have given rise to the following effects on pre-tax profit, profit after
tax, and shareholders’ equity.

2011 2010
Decrease of Decrease of Decrease of Decrease of

20% 10% 20% 10%

£m £m £m £m
Pre-tax profit {114} (57) (89} (44)
Related deferred tax
effects 28 14 24 12
Net sensitivity of
profit after tax and
shareholders’ funds (86) (43) (65) (32}

A 10% or 20% increase in their value would have an approximately equal and opposite effect on profit
and shareholders’ equity to the sensitivities shown above.

In the equity risk sensitivity analysis shown above the Company has considered the impact of an
instantaneous 20 per cent fall in equity markets. If equity markets were to fall by more than 20 per cent,
the Company believes that this would not be an instantanecus falt but rather this would he expected to
ccour over a period 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 interest rate, currency, credit and other
business risks.

The Company uses various interest rate derivative instruments such as interest rate swaps to reduce
exposure to interest rate volatility.

The Company also uses various currency derivatives in order to limit volatility due to foreign currency
exchange rate fluctuations arising on securities denocminated in currencies other than sterling.

The Company also holds interest-rate sensitive investments that contain credit risks on which a certain
level of defaults is expected. In order to manage the default risk on certain underlying assets and hence
reduce the amount of regulatory capital held to support the assets the Company purchases swaptions.

All over-the-counter derivative transactions are conducted under standardised |SDA (international
Swaps and Derivatives Association Inc) master agreements and the Group has collateral agreements
between the individual group entities, of which the Company is one, and relevant counterparties in place
under each of these market master agreements.

The total fair value balances of derivative assets and liabilities are shown in note 18.

There are hedging arrangements in place for the liabilities, the main objective being to broadly match a
proportion of the market consistent liabilities and hence protect the Pillar 1 solvency of the with-profits
business against market movements. A benchmark of theoretical equity put options and interest rate
exposure representing the liabilities has been determined, based on characteristics of the with-profits
liabitity. The company deals in an appropriate amount of hedging instruments so that movements in the
instruments held reflect movements in the benchmark put options representing the labilities.
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The actual and required hedging positions are compared on a regular basis (at least weekly), and the 1-
month Value at Risk between the assets and benchmark is calculated. If this amount is significant, then
an assessment is made as to whether or not to address the balance, and how much to rebalance.
Automatic rebalancing is triggered if the monthly Value at Risk and the actual and reguired position is
greater than £100m.

The Company has chosen to designate as a fair value hedge certain fixed to floating rate swaps which
hedge the fair value exposure to interest rate movements of certain of the Company's operational
borrowings. The fair value of the derivatives designated as fair value hedges above at 31 December
2011, were an asset of £3m (2010: an asset of £5m). Movements in the fair value of the hedging
instruments of a net loss of £2m (2010: net gain of £6m) and the hedged items of a nef gain of £2m
(2010: net loss of £6m) are recorded in the long term technical account in respect of the fair vaiue
hedges above.

D. Credit risk
Debt Securities and Other Fixed Income Securities

The following table summarises by rating the securities held by the Company as at 31 December 2011
and 2010.

With-profits With-profits

sub fund Other funds Total 2011 sub fund Other funds  Total 2010

£m £m £m £m £m £m

S&P — AAA 5,520 513 8,033 8,009 994 9,003

S&P — AA+ fo AA- 5,469 329 5,798 2,345 255 2,600

8&P - At to A- 11,218 853 12,071 8,639 845 9,484

S&P - BBB+ to BBB- 10,469 545 11,014 7,916 426 8,342

S&P — Other 2,727 25 2,752 2,628 21 2,649

35,403 2,265 37,668 29,537 2,541 32,078

Moody's — Aaa 2,529 603 3,132 544 10 554

Mocdy's ~ Aal tc Aa3 219 55 274 100 26 126

Moody's -~ A1l to A3 496 45 541 198 19 217

Moody's — Baal to Baa3 572 39 611 420 32 452

Moody's — Other 169 7 176 128 4 132

3,985 749 4,734 1,390 91 1,481

Fitch — AAA 6 - 6 20 - 20

Fitch — AA+ to AA- - - - - - -

Fitch — A+ to A- 164 18 182 178 21 199

Fitch — BBB+ to BBB- 17 - 17 6 - 6

Fitch — Other 18 - 18 28 - 28

205 18 223 232 21 253

Other 3,928 130 4,058 2,827 100 2,927
Total debt securities and

other fixed income
securities 43,521 3,162 46,683 33,886 2,753 38,739

In the table above S&P ratings have been used where available. For securities where S&P ratings are
not immediately available those produced by Moody's and then Fitch have been used as an altermnative.

Where no external ratings are available internal ratings produced by the Prudential Group's asset
management operations, which are prepared on a comparable basis to external ratings, are used where
possible. Of the tetal debt securities held at 31 December 2011 which are not externally rated, £1,176m
{2010: £562m) were internaily rated AAA to A-, £2,206m (2010: £1,725m) were internally rated BBB+ fo
B- and £544m were internally rated as below B- or unrated (2010: £640m). The majority of the unrated
debt security investments were held by the Company's with-profits fund and relate to convertible debt
and other investments which are not covered by rating analysts nor have an internal rating attributed to
them. The remaining £132m of debt securities relate to government bonds and corporate bonds held by
the Hong Kong branch which do not have UK ratings.

During the year, S&P withdrew its ratings of debt securities issued by a number of sovereigns. Where
these are no longer available, Moody's ratings have been used.
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As detailed in section B the primary sensitivity of profit or loss and shareholders’ equity of the Company
relates to non-linked shareholder-backed business which covers the “other funds” in the tabie above.

Excluded from the table above is £562m (2010: £119m) of assets backing unitdinked and index-linked
contracts which are included within assets held to cover linked liabilities. The holders of these contracts
bear the credit risk arising from these assets.

The Company's exposure to the eurozone sovereigns of Portugal, ltaly, Ireland, Greece and Spain
(PHGS) is £86m with £85m in the with-profits fund and £1m in the shareholder funds. The Company’s
exposure to banking operations in these eurozone countries is £118m with £72m in the with-profits fund
and £46m in the shareholder funds. The Company has no exposure in Greece.

Loans and receivables

In accordance with accounting policy, impairment reviews were performed for loans and receivables.
During the year ended 31 December 2011, impairment losses of £46m (2010: £6m) were recognised for
loans and receivables.

Of the total loans and receivables held £2m (2010: £11m) are past their due date but have not been
impaired. 98% (2010: 95%) of the loans and receivables that are past due but not impaired are less than
one year past their due date for 2011. The Company expects full recovery of these loans and
receivables.

Financial assets that would have been past due or impaired had the terms not been renegotiated
amounted to £Nil (2010; £Nil).

Securities lending and reverse repurchase agreements

The Company has entered into securities lending (including repurchase agreements) whereby blocks of
secutities are loaned to third parties, primarily major brokerage firms. The amounts above the fair value of
the loaned securities required to be held as collateral by the agreements, depend on 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, equity securities and letters of credit. At 31 December 2011, the Company had lent
£5,064m (2010: £4,936m} of securities and held collateral under such agreements of £6,311m (2010:
£5.244m).

At 31 December 2011, the Company had entered into reverse repurchase transactions under which it

purchased securities and had taken on the obligation to resell the securities for the purchase price,
£1,165m (2010: £883m), together with accrued interest,

Coliateral and pledges under derivative transactions

At 31 December 2011, the Company had pledged £243m (2010: £223m) for liabilities and held collaterat of
£544m (2010: £413m) in respect of over-the-counter derivative transactions.

These transactions are conducted under terms that are usual and customary fo coilateralised
transactions including, where relevant, standard securities lending and repurchase agreement.
Reinsurer’s share of technical provisions

The maijority of the reinsurers’ share of technical provisions relate to cessions to subsidiaries of the
Company or other group companies. See note 20.

Of the reinsurer's share of technical provisions at 31 December 2011 of £11,216m (2010: £17,165m),
7% (2010: 4%) of the balance relates to companies outside of the Prudential Group and of this 23%
{2010: 7%) of the balances were from reinsurers with S&P's rating of AA- and above, based on the
ratings at the time of signing these financial statements.
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E. Risk Management

The Company’s business involves the acceptance and management of risk. The Company has in place
a risk management process, which is undertaken in accordance with the Group Risk Framework.

A number of risk factors affect the Company’s operating results and financial condition. The financial risk
factors affecting the Company include the effects of market risk, credit risk and liquidity risk on the
financial instruments of the Company.

The Company uses derivatives to facilitate efficient portfolio management or to reduce investment risk.
The most widely used derivatives by the Company are exchange traded futures and currency forwards.

The Company also uses over-the-counter swaps (including total returmn swaps), options, swaptions and
warrants.

Derivative financial instruments used to facilitate efficient portfolio management and for investment
purposes are carried at fair value with changes in fair value included in the profit and loss account. The
Company has not applied hedge accounting to its derivatives except as described in note C above.

Market risk

Market risk is the risk of loss for the Company, or of adverse change in the financial situation, resulting
directly or indirectly, from fluctuations in the level of volatility of market prices of assets and liabilities.

The primary market risks that the Company faces are equity risk and interest rate risk because most of
its assets are investments that are either equity type of investments and subject to equity price risk, or
bonds, mortgages or cash deposits, the values of which are subject to interest rate risk. The amount of
risk borne by the Company's shareholders depends on the extent to which its custemers share the
investment risk through the structure of the Company's products.

The split of the Company's investments between equity investments and interest-sensitive instruments
depends principally on the type of liabilities supported by these investments and the amount of capital
the Company has available. This mix of liabilities allows the Company to invest a substantial portion of
its investment funds in equity and property investments that the Company believes produce greater
returns over the long term. On the other hand the Company has some liabilities that contain guaranteed
returns which generally will be supported by fixed income investments.

Credit risk

Credit risk is the risk of loss for the Company or of adverse change in the financial position, resulting
from fluctuations in the credit standing of issuers of securities, counterparties and any debtors in the
form of default or other significant crecit event (e.g. downgrade or spread widening). The Company’s
long-term fund holds large amounts of investments that contain credit risk on which a certain level of
defaults is expected. These expected losses are considered when the Company determines the
crediting rates, deposit rates and premium rates for the products that will be supported by these assets.
Certain over-the-counter derivatives contain a credit risk element that is controlled through evaluation of
collateral agreements and master netting agreements on interest rate and currency swaps. The
Company is also exposed to credit-related losses in the event of non-performance by counterparties.

Liguidity risk

Liguidity risk is the risk that the Company may be unable to meet payment 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 conditicns, the Company has access to the funds necessary to cover surrenders, withdrawals
and maturing liabilities.

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 charges, reduces
the liquidity risk.
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35. Capital Requirements and Management

Regulatory capital requirements apply at both an individual company level and at the Prudential Group
level, of which the Company is a part, for life assurance and investment management business. The
Prudential Group is currently subject to the solvency requirements of the Insurance Groups Directive
(IGD) as implemented by the FSA. Under the IGD a parent company continuous solvency test is
applied. Under this test the surplus unrestricted capital held in each of the regulated subsidiaries,
including the Company, is aggregated with the free assets of non-regulated subsidiaries. From this total,
Prudential Group borrowings are deducted, other than subordinated debt issues which qualify as capital.

In addition to obligations under subsidiary and Prudential Group reguilatory requirements, the Prudential
Group applies an economic framework to its managemeni of capital. Economic capital provides a
realistic and consistent view of the Group's capital requirements, allowing for diversification benefits.

At the Company level, the FSA rules which govern the prudential regulation of insurance form part of the
Prudential Sourcebook for insurers, the General Prudential Sourcebook and Interim Prudential
Sourcebook for Insurers. Overall, the net requirements of the General Prudential Sourcehook are
intended to align the capital adequacy requirements for insurance business more closely with those of
banking and investment firms and building societies, for example, by addressing tiers of capital, rather
than looking at net admissible assets. An insurer must hold capital resources equal at feast to the
Minimum Capital Requirement {MCR).

The Prudential Sourcebook for Insurers also contains rules on Individual Capital Assessments. Under
these rules and the rules of the General Prudential Sourcebook all insurers must assess for themselves
the amount of capital needed to back their business. If the FSA views the results of this assessment as
insufficient, it may draw up its own Individual Capital Guidance for a firm, which can be superimposed as
a requirement.

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

Under FSA rules, insurers with with-profits liabilities of more than £500m must hold capital equal to the
higher of the MCR and the Enhanced Capital Requirement (the "ECR"). The ECR is intended to provide
a more risk responsive and “realistic” measure of a with-profit insurers capital requirements, whereas
the MCR is broadly speaking equivalent to the previous required minimum margin under the Interim
Prudential Sourcebock and satisfies the minimum EU Standards.

Determination of the ECR involves the comparison of two separate measurements of the firm's

resources requirement, which the FSA refers to as the “twin peaks® approach. The two separate peaks

are:

(i} the requirement comprised by the mathematical reserves pius the “l.ong-Term Insurance Capital
Requirement” (the "LTICR")}, together known as the “reguiatory peak”; and

(i) a calculation of the “realistic’ present value of the insurer's expected future contractual liabilities
together 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 £6.1bn (2010: £6.7bn) represents the excess of
assets over liabilities on the FSA realistic basis. Unlike the previously discussed FRS 27 basis, realistic
liabilities on the regulatory basis include the shareholders’ share of future honuses. These amounts are
shown before deduction of the risk capital margin (RCM) which is £2.0bn (2010: £1.6bn} at 31
December 2011.

The FSA's basis of setting the RCM is to target a level broadly equivalent to a Standard & Poor's credit
rating of BBB and to judge this by ensuring there are sufficient assets to absorb a 1 in 200 year gvent.
The RCM calculation achieves this by setting rules for the determination of margins to cover defined
stress changes in asset values and yields for market risk, credit risk and termination risk for with-profits
policies.
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The Company has discretion in s management actions in the case of adverse investment conditions.
Management actions encompass, but are not confined to, investment allocation decisions, levels of
reversionary bonuses, crediting rates and total claim values. To Hlustrate the flexibility of management
actions, rates of regular bonus are determined for each type of policy primarily by targeting them at a
prudent proportion of the long-term expected future investment return on the underlying assets. The
expected future investment return is reduced as appropriate for each type of policy to allow for items
such as expenses, charges, tax and sharehoiders’ 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 to a prudent proportion of the achieved investment
return.

When target bonus levels change, the Company’s board has regard to the overall financial strength of
the 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 to regular bonus rates to be gradual
over time and changes are not expected to exceed one per cent per annum over any year. However,
discretion is retained as to whether or not a regular bonus is declared each year, and there is no limit on
the amount by which regular honus rates can be changed.

As regards smoothing of maturity and death benefits, in normal circumstances the Company does not
expect most pay-out values on policies of the same duration to change by more than 10 per cent up or
down from 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
situations the Company’s board may decide to vary the standard bonus smoothing [imits to protect the
overall interests of policyholders.

For surrender benefits, any substantial falt in the market value of the assets of the with-profits sub-fund
would lead to immediate changes in the application of MVRs for accumulating with-profits policies, firstly
to increase the size of MVRs already being applied and, secondly, to extend the range of policies for
which an MVR is applied.

Non-Profit Sub-Fund

The available capital of £181m (2010; £140m)} reflects the excess of regulatory basis assets over
liabilities of the Company. The regulatory capital resources requirement of £400m (2010: £366m) is
covered in part (as is permilted by the FSA Regulations) by assets in the shareholder funds. The
available capital and capital rescurces requirement is monitored during the year. In addition, a realistic
assessment of avaitable capital and capital requirements sufficient to cover a 1 in 200 year event is
undertaken. Additional capital is sought from the parent company as necessary.

The capital requirement required by regulation was maintained during the year.
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The Company's capital position for life assurance businesses with reconciliations to shareholders’ funds
is shown below. Available capital for each fund is determined by reference to the FSA regulations at 31

December 2011 and 2010.

31 December 2011

Sharehoiders’ funds

Held outside long-term funds
Net assets
Goodwill

SAIF
£m

WPSF and|
DCPSF
£m)

Total
with
profits
fund
£m

Non-profit
sub-fund
£m

Total life
assurance
£m

Shareholders’
funds;
£m)

3,651

Company|
total
£m)

3,651

Total

3,651

3,651

Held in fong-ierm funds (note i)

528

528

528

T otal shareholders’ funds

528

528

3,651

4,179

djustments to regulatory basis

Funds for future appropriation (note i)

Shareholders' share of realistic
liabilities

Deferred acguisition costs of non-
participating business and
intangible assets (disiribution righis
and licence) not recognised for
reguiatory reporting purposes

Adjustment from FRS17 basis
pension surplus attributable to
WPSF to pension liability for
regulatory purposes

Valuation difference on PAL between
UKGAAP basis and regulatory
basis

Other adjustments 1o restate these
amounts to a regulatory basis (with
SAIF and the WPSF on a Peak 2
realistic basis) {note iii}

(89

{107

(644

{74

9,363

(2,394)

(89)

(107

(644

(74

(294)

(53

9,363

(2,394

(383

(107

(644

(127

[Total adjustments

6,055

6,055

{347)

5,708

Total available capital resources of
life assurance businesses on
FSA regulatory bases

6,055

6,055

181

6,236
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31 Becember 2010

Shareholders’ funds

Held outside long-term funds
Net assels

Goodwill

SAlF
£m

WPSF and
DCPSF
£mj

Total
with-
profits|
fund
£m

Non-profit]
sub-fund|
£m)

Total life
assurance
£m

Shareholders’
funds!
£m

3,082

Company
total
£m)

3,082

Total

3,082

3,082

Held in long-term funds (nole i)

528

528

528

iTotal shareholders’ funds

528

528

3,082

3,610

Adjustments to regulatory hasis
Funds for future appropriation {note ii)
Sharenholders’ share of realistic
liabifities

Deferred acguisition costs of non-
participating business and
intangible assets (distribution rights
and licence) not recognised for
regulatory reporting purposes
Adjustment from FRS17 basis
pension surplus aitributable to
WPSF to pension liability for
regulatory purposes

Valuation difference on PAL between
UKGAAP basis and regulatory
basis

Other adjustments to restate these
amounis to a reguiatory basis (with
SAIF and the WPSF on a Peak 2
realistic basis) {note iii)

10,395

(2,938

(100

(89

(1,202

609

10,395

(2,938

(100

(89)

(1,202)

609

{297)

91)

10,395

{2,238)

(397

(1,202

515

[fotal adjustmenis

6,675

6,675

{388)

6,287,

Total available capital resources of
tife assurance businesses on

FSA regulatory bases

6,675

6,675

140

6,815

Notes

The term shareholders’ funds held in long-term funds refers to the excess of assels over liabiiities

attriputable to sharehclders of funds which are required by law to be maintained with segregated

assets and liabilities.

Other adjustments to sharehelders' funds and funds for future appropriation include amounts for the

value of non-participating business for with-profits funds, deferred tax, admissibility and other items
measured differently on the regulatory basis.

36. Litigation

Insurance business accounted for as financial instruments under FR3286.

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