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2. ASSETS

(1) Economic Assumptions For Valuing Non-Profit Business

The following table shows the principal economic assumptions that have been used
to determine the value of future profits arising from non-profit life business written in
the fund. The assumptions vary under the scenario of events assumed to occur when
determining the risk capital margin and these are shown separately from the base
scenatrio.

Economic Assumption® Current Valuation Previous Valuation
Base RCM Base RCM
Valuation interest rate p.a. 2.47% n/a 3.02% n/a
Experience interest rate p.a. 4.28% n/a 3.27% n/a
Risk discount rate p.a. 4.55% n/a 3.84% n/a
Expense inflation p.a. 4.58% n/a 3.54% n/a

* Investment rates are shown net of investment expenses of 0.12% gross per
annum.

(2) Amount Determined Under INSPRU 1.3.33(2)(R)
Not applicable

(3) Valuation Of Insurance Contracts Written Qutside The Fund

Not applicable

(4) Different Sets Of Assumptions
Not applicable

(5) De Minimis Limit

Not applicable — the assumptions in (1) relate to all non-profit business within the
fund.

3. WITH-PROFITS BENEFITS RESERVE LIABILITIES

(1) Calculation Of With-Profits Benefits Reserve

In determining the with-profits benefits reserve shown in Line 31 of Form 19, the
company uses several methods. The methods can be summarised as:

0] Asset Share Calculations
Asset shares are a roll-up, at historic achieved investment returns, of premiums, less

expenses, charges and tax, adjusted for the profit or loss on providing death benefits
and the profit or loss from contracts that terminated early.
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(i) Prospective Method

This method takes the basic policy reserve, including the long term insurance capital
requirement, and deducts the present value of retained earnings. The present value
of retained earnings is the present value of the surplus or deficit compared to the
reserve, after taking into account all future policy-related income and outgo.

(iii) Regulatory Reserves

For some small classes of business it is not practical to apply either of the methods in
(i) or (ii). In these cases the realistic reserve is taken as the regulatory reserve,
excluding the long term insurance capital requirement.

The table below shows the breakdown of the with-profits benefits reserve into these
methods.

Product Type Method With-profits Future policy
benefits reserve | related liabilities

£m £m

Endowment Asset Share 222 98

Whole of Life Prospective Method 129 22

Miscellaneous adjustments _|Regulatory Reserve 2

Claims Pending Regulatory Reserve 7

Total 360 118

Form 19 Line 31 360

Form 19 Line 49 119

In the table above, the future policy related liabilities’ split into the same detail as the
with-profits benefits reserve is approximated. This is partly because the assessment
of prospective items such as the costs of guarantees and smoothing relies on
grouped data, and partly because certain realistic future liabilities are not calculated
at product level.

(2) Correspondence With Form 19 .
The amounts in (1) above reconcile directly to Form 19.
(3) With-Profits Benefits Reserves Below De Minimis Limit

Not applicable
(4) Types Of Products

The level of disclosure in the table above corresponds to material groupings of
contracts offering significant variances in policyholder benefits.

4. WITH-PROFITS BENEFITS RESERVE — RETROSPECTIVE
METHOD

(1) Retrospective Methods

(a) All contracts have been calculated on an individual policy basis.

(b) No contracts have been valued on a grouped basis.
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(c)

(2)
(a)

(b)

(3)

Britannic Industrial Branch Fund

Not applicable as no contracts have been valued on a grouped basis.

Significant Changes to Valuation Method

There have been no significant changes in the method of calculating the with-
profits benefits reserve.

No policies were valued using approaches more approximate than used for
the previous valuation.

Expense Allocation

For each with-profits fund, the basis of allocating expenses to that fund during the
financial year in question is described in note 4006 to Form 40.

(@)

(b)

()

The previous expense investigation was carried out in respect of the financial
year ended 31 December 2008.

Expense investigations are carried out in respect of each financial year.
Interim investigations are carried out during financial years for use in interim
valuations.

The method by which expenses are charged to the with-profits benefits
reserve in respect of individual contracts depends on the type of business and
the method of determining asset shares:

e Traditional with-profits business asset shares are charged expenses
based on the expenses charged by the outsourcers in respect of this
business. The expenses are an amount per policy which varies by
product type and by premium paying status. The amount charged to
asset shares is subject to an uplift to cover direct costs and an element of
project costs. Additional one-off project costs are not charged to asset
shares. Investment expenses are charged to asset shares by reducing
the investment return allocated.

The expenses charged to asset shares are all charged as maintenance
expenses as the fund is no longer actively seeking new business and, for the
purposes of this expense investigation all expenses have been treated as
maintenance and consequently the subsequent analysis does not identify any
initial expenses.

The expenses charged to the with-profits fund in addition to those allocated to
the with-profits benefits reserve comprise:

one-off costs not charged to asset shares;
expenses in respect of with-profits policies that were in force at the
previous financial year end and no longer in force at the current financial
year end;

e the expenses incurred in respect of non-profit business in the fund;
the investment expenses reduction not charged to asset shares;

s investment expenses associated with the investments backing other with-
profits reserves and the estate;

e prior year adjustments; and
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o balance between aggregation of the amounts charged to assets shares
and the items identified above and the aggregate amount allocated to the
fund.

The expenses allocated to the with-profits benefits reserve and the residual
balance charged to the fund during the financial year were:

ftem Expenses
£m
(i) jexpenses charged to with- ]traditional with-profits 7.6
profits benefit reserve business
(i) jother t other project costs 0.5
expenses exiting with-profits policies 1.0
charged non-profit policies 2.9
to fund investment expenses 0.2
prior year adjustments -0.1
balance -0.1
(iii) JTotal expenses 12.0

(4) Significant Charges

Charges for cost of guarantees, cost of capital are not charged to with-profits benefit
reserves.

(5) Charges For Non-insurance Risk

No charges were deducted from this fund for non-insurance risk.

(6) Ratio Of Claims To Reserve

The average percentage of the ratio of total claims paid on with-profits insurance
contracts compared to the sum of the with-profits benefits reserve for those claims
plus any past miscellaneous surplus attributed to the with-profits benefits reserve
less any miscellaneous deficit attributed to the with-profits benefits reserves in
respect of those claims, for the three preceding financial years is:

Year Average total with-profits
claim ratio for financial

Previous year -1 99.0%

Previous year 106.0%

Current year 100.0%

(7) Allocated Return

The investment return before tax and expenses allocated to the with-profits benefit
reserve in respect of the financial year in question is as follows:

Type of business Investment return
All 12.87
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5. WITH-PROFITS BENEFITS RESERVE - PROSPECTIVE
METHOD

(1) Key Assumptions

Prospective methods of valuation are used in determining a proxy for an asset share
calculation in respect of certain contracts. These methods are used where a
retrospective asset share calculation may be inappropriate or impractical.

The prospective method was described in paragraph 3 (1) (ii).

The following table sets out the main assumptions used. There are no explicit risk
adjustments made to assets.

Economic Assumptions®*

Valuation interest rate p.a. 2.47%

Experience interest rate p.a. 4.28%

Discount rate p.a.** 4.55%

Expense Assumptions

Investment Expense p.a. 0.12%

Per policy Expenses p.a. Valuation £23.51
Experience £23.46

Expense Inflation p.a. 4.58%

* Investment rates are shown net of the investment expenses of 0.12% gross per
annum.

** This discount rate is the 15 year gilt yield + 10 basis points which is consistent
with the risk free rates in paragraph 6 (4) (a) (iii) which are derived from the
proprietary economic scenario generator model as described in paragraph 6 (4) (a)
(ii) using the gilt yield curve + 10 basis points.

No future reversionary bonus is assumed in the projections. Sample terminal bonus
rates are: .

Sample Terminal Bonus Rates - %
Policy Term -

Year of Maturity 5 10 15 20 25
2010 0.0 455.0 295.0 290.0 855.0
2015 0.0 385.0 450.0 310.0 385.0
2020 0.0 0.0 435.0 515.0 645.0
2025 0.0 0.0 0.0 385.0 600.0
2030 0.0 0.0 0.0 0.0 455.0
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Sample lapse rates for products valued on a prospective basis, which are based on
historic experience, are:

Sample Lapse Rates - %

Policy Term
Year of Maturity 5 10 15 20 25
Whole of Life 1.0 1.0 1.0 1.0 1.0

(2)

Different Sets Of Assumptions

Not applicable

6.
M

COSTS OF GUARANTEES, OPTIONS AND SMOOTHING

De Minimis Limit

Not applicable

Valuation Methods For Guarantees etc.

(2)
Cost of Smoothing |Extent of No of No of model
Guarantees &|Cost Grouping Individual points
Options policies

All Business |Stochastic Stochastic All business 294,709 432
model model

(a)

(b)

Cost of Guarantees & Options

The costs of guarantees are determined using a stochastic model, with the
asset returns being generated by a proprietary model. The following items
were calculated stochastically:

(i) The reserves required in addition to asset share to meet guaranteed
benefits

The calculations were carried out using a risk neutral approach.

Cost of Smoothing

The cost of smoothing is determined using the same stochastic model.

(0 In the stochastic model, no projections are carried out on individual
policy data.

(ii) The model uses grouped policy data. However, the values for the with-
profits benefits reserve are calculated on an individual basis and added to the
data file before the data is grouped.

(i)  The stochastic model uses a grouped policy data file.

Policies are grouped according to product type, premium status, year of

maturity, year of entry, age and premium term. All policies are assumed to be
male lives.
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There are separate groups for each year of maturity up to and including 11
years after the valuation date. Policies maturing from 12 to 14 years after the
valuation date are grouped, as are policies maturing after that time.

The year of entry grouping is carried out in 5 year bands.

Within each group, weights are applied to certain key policy features before
averaging. For example, the elapsed duration is weighted by the total of the
sum assured and attaching bonuses. For other data, such as premium term, a
simple average is taken.

Grouping Validations

It is impractical to attempt to validate, using the stochastic model, projections
that use grouped data against projections that use individual data. Instead,
comparisons are carried out using deterministic projections.

Comparison is made of the present value of key variables as well as
progression of these variables over a period of up to 40 years. The
comparison includes items such as reserve run off, claims ouigo and
premium income, split by product type as necessary. Where material
discrepancies arise, these may result in grouping being revisited.

Significant Changes

There have been no significant changes since the previous valuation.

@
(a)

Further Information On Stochastic Approach

(i) The stochastic model is used to place a value on:

e Maturity guarantees on conventional endowments;
e The impact of bonus smoothing.

The maturity guarantees on conventional endowments are strongly “in the
money” at the valuation date.

As at 31 December, for a significant proportion of the with-profits business
asset shares exceed maturity payouts. It is intended to reduce this
underpayment in line with the company’s smoothing policy subject to the level

of guarantees. The impact of bonus smoothing is shown in Line 44 of Form
19.

An indication of the combined impact of guarantees and smoothing is
provided in (vi) below.

(i) As for the Britannic With-Profits Fund (see below).
(iii) As for the Britannic With-Profits Fund (see below).
(iv)  As for the Britannic With-Profits Fund (see below).
v) The asset model is not calibrated to any risk-free rates other than

those derived from UK assets. There is no calibration to risk-free rates from
overseas territories.
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(vi)  The following table shows the approximate percentage of the total
present value of guarantees and smoothing by duration to maturity, as
projected by the stochastic model. It is based on the average overpayment
across all projected investment scenarios using the base assumptions.

Term to maturity Endowments - Whole Life

(years)

1-5 70% 15%

6-10 -3% 8%

11-15 0% 4%

16-20 0% 2%

21-25 0% 1%

26-30 0% 1%

Calibration of the asset model to market data is shown, where available, in
paragraph 6 (4) (a) (ii) for the Britannic With-Profits Fund.

(vii)  Comprehensive tests are carried out on the output produced by Barrie
& Hibbert asset model as described for the Britannic With-Profits Fund.

(viii)  The stochastic model is run on 1,000 investment scenarios generated
by the asset model.

The scenario generation process incorporates variance reduction techniques
(antithetic variables) to ensure that the scenarios selected pass the tests
described in (vii) to a close tolerance.

Not applicable
Not applicable

Management Actions

The stochastic model does not take into account the possibility of actions
taken by management in the projected investment scenarios, other than to
the extent described below.

Bonus Policy
Future reversionary bonus rates are assumed to be zero.

Maturity payouts are targeted to be 100% of asset share, subject to the
company’s smoothing policy. To achieve this, the model compares policies
maturing in one year against similar policies maturing in the previous year
and derives a scale of terminal bonus rates such that the maximum change in
payout from year to year is 15%.

Invesiment Mix

The proportion of real assets (UK equities, overseas equities and property) is
assumed to be 30% at the valuation date and to remain constant for all future
periods.
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(b) For the management actions assumed to determine the costs in paragraph
6.(4), the best estimates as to the future proportions of the asset backing the
with-profits benefits reserve which would consist of equities and as the future
annual bonus rates for significant accumulating with profits business as at the
end of the financial year in question, in 5 years time and 10 years time, based
on the 15 year gilt yield plus 10 basis points of 4.55%, that yield increased by
17.5% of the long-term gilt yield, that is 5.33% and that yield decreased by
17.5% of the long-term gilt yield, that is 3.77% are shown in the following

tables.

Yield = 4.55%

Equity Proportion of assets backing
with-profits benefits reserve

Future Reversionary Bonus Rate for
accumulating with-profits business

Type of business atendof | In5years | in10years| atendof | in5years | in 10 years
financial time time financial time time
Traditional Business 32% 18% 18% n/a n/a n/a

Yield = 5.33% Equity Proportion of assets backing Future Reversionary Bonus Rate for
with-profits benefits reserve accumulating with-profits business
Type of business atendof | In5years |in10years| atendof | in5years | in 10 years
financial time time financial time fime
Traditional Business 32% 18% 18% n/a n/a n/a

Yield = 3.77% Equity Proportion of assets backing Future Reversionary Bonus Rate for
with-profits benefits reserve accumulating with-profits business
Type of business atendof | In5years |in10years| atendof | in5years |in10years
financial time time financial time time
Traditional Business 32% 18% 18% n/a n/a n/a

(6) Persistency Assumptions
The surrender and paid-up assumptions are:
Product Average surrender / paid-up rate for the policy
years - %
1-5 6-10 11-15 16-20
CWP savings endowment Surrender 3.0 3.0 3.0 3.0

The fund has no exposure to guaranteed annuity options.

0y
Not applicable

Policyholders’ Actions

7. FINANCING COSTS

There are no financing arrangements currently in place for the fund.

8. OTHER LONG TERM INSURANCE LIABILITIES

No amounts have been included in Line 46 of Form 19. The amount shown in Line

47 of Form 19 is made up as follows:
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£m
Data 1.0
Litigation 0.8
Future Projects 0.9
VAT 0.4
Costs Falling Outside MSA 0.6
Strachan Policy Review 0.2
TCF Reserve 0.0
Additional provision for tax* 1.7
Investment Expense Rebate credited to future asset shares 2.0
Total 7.5

* Consisting of: Tax on future shareholder transfers, CGT reserve, deferred relief on
acquisition expenses, and any adjustments in respect of amounts included in current
liabilities.

REALISTIC CURRENT LIABILITIES

9.

The realistic current value of liabilities, shown at line 51 of Form 19, is taken to be
equal to the value assessed on a regulatory basis, this being £48m. The figure
includes creditors (including outstanding claims), provisions (including taxation),
accruals and deferred income.

RISK CAPITAL MARGIN

10.
(a)

The risk capital margin for the fund was calculated to be zero at the valuation

date.

(0

(ii)

(iif)

(iv)

The risk capital margin allows for a fall in equity values of 20%. This
was compared to a rise in equity values of the same amount and
found to be more onerous for the fund.

A fall of 12.5% was allowed for in the value of property assets, and
again this was found to be more onerous than a rise in property values
of the same amount.

The scenario of a rise in fixed interest yields of 17.5% of the long-term
gilt yield was compared against a fall in yields of the same amount.
The more onerous result was assumed and represented a rise in
yields. The nominal rise and fall in the (annualised) yields was 65
basis points.

There are no significant overseas territories. Overseas stocks were
subjected to the same basis point adjustment as for UK stocks.

The risk capital margin allows for a widening of the yields available on
bonds, where the change in yields depends on the credit rating. The
average change in spread for bonds subject to the test, weighted by
market value, was 54 basis points for the fund. This change in yields
resulted in a fall in the value of these bonds by an average of 6.68%
for the fund.

Persistency rates were assumed to improve by 32.5%. This was

allowed for in the projections by multiplying the assumed lapse, paid-
up and surrender rates at each duration by 67.5%.
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11.
(i)

(ii)
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Applying the persistency test on top of the tests already described in
(i) to (iii) results in an increase in the value of realistic liabilities of
0.54% but this is offset by a corresponding increase in planned
enhancements as described below.

(v) Not applicable

In the stress scenarios the assumption is made that the data contingency
reserve will be increased from £2.5m to £5.0m.

The working capital takes into account planned enhancements which reflect
the intention to distribute to policyholders excess assets within the fund.
These enhancements are assumed to be removed in the risk capital margin
conditions to the extent that they would not be payable due to reductions in
the excess assets. This action has a value of £19m in the fund.

Some policies have been granted discretionary enhancements to investment
returns attributed to asset shares. These enhancements will be removed if the
estate of the fund is insufficient to finance them. Enhancements worth £7.1m
have been assumed to be removed in the risk capital margin conditions.

() The risk capital margin is zero.

(i) The scheme for the funds merger as at 31 December 2006 includes a
provision that in the event that the value of the assets of any with-
profits fund falls below the regulatory minimum, support will be
provided to that fund by way of a loan arrangement from the Non Profit
Fund or the Shareholders’ Fund to the extent that the Board
determines there are assets in those funds available to make such a
loan. :

TAX

The investment returns used in the calculation of the with-profits benefits
reserve are net of policyholder tax, where appropriate. The calculation of the
net rate allows for tax on income and gains, split by asset class and using
assumed rates appropriate to those assets. For unrealised gains, a reduced
rate is used in order to reflect deferral of the gain.

Expenses attributed to the with-profits benefits reserve are reduced to reflect
tax relief where appropriate, based on assumed rates.

Where asset share calculations are used, the value of outstanding tax relief
arising on acquisition expenses is not capitalised. This asset is reflected in
Line 47 of Form 19.

Additional tax arising on shareholder transfers is met from the estate and is
not chargeable to asset shares.

In calculating the value of future policy related liabilities, tax is allowed for in a
number of ways.
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Asset shares (or proxies to asset shares) are projected by the stochastic
model used to determine the value of guarantees and smoothing, and this
allows for policyholder tax as described in (i).

Additional tax on shareholder transfers, which is payable from the estate, is
reflected in Line 47 of Form 19 and is derived from the stochastic model
results.

The accrued amount of any unrealised capital gains is included in Line 47 of
Form 19. This is based on the actual unrealised gains on the valuation date
multiplied by a tax rate that does not allow for deferral of the gain being
realised.

Outstanding tax relief on acquisition expenses is allowed for in Line 47 of
Form 19 and is based on outstanding amounts from the company’'s tax
computation, discounted at a risk-free rate.

The tax relief from any deferred expenses from the company’s tax
computation is assumed to be recovered after one year, and the discounted
value (at a risk-free rate) is included in Line 47 of Form 19.

In Line 47 of Form 19, adjustments are made in respect of any amounts
already included as current liabilities.

(iii) The realistic value of the current liabilities is taken to be equal to the
regulatory value. The value of any tax provisions resulting from the
company’s tax computation is included here.

12. DERIVATIVES

On the valuation date, the fund held futures contracts to sell indices as described in
the table below:

Index Units | Price on | Settiement Unit Settiement
the Price Multiple for Date
valuation Settlement
date
CME-S&P 500 INDEX MAR 2010 19 10,648 10,577 10 18/03/2010
LIFFE-FTSE 100 DIV.INDEX DEC 2010 (INDEXxGBP 10) | -754 1,705 154 10 16/12/2010
EUREX-DJ ESTOX MAR10 STOXX 50 34 23,462 2,274 10 19/03/2010
LIFFE-FTSE 100 INDEX MAR 2010 (INDEXxGBP 10) 353 53,615 5,266 10 19/03/2010
TSE-TOPIX INDEX MAR 2010 37 400 40 10 11/03/2010
SFE-SPI 200 MAR 2010 36 37,831 3,625 10 18/03/2010
HKFE-HANG SENG INDEX JAN 2010 8 6,992 674 10 28/01/2010
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13. ANALYSIS OF WORKING CAPITAL

The movement in working capital over the twelve months to the valuation date is
shown in the following table:

£m

Opening working capital 0.0
Wirite back planned benefit enhancements to zeroise working capital 8.5
Revised opening working capital 8.5
Opening adjustments 3.7
Restated opening working capital 12.2
Investment return on working capital 16.7
Mismatch profits and losses (5.1)
Assumption changes

- Non-economic 11.4

- Economic (2.3)

- Policyholder actions (1.2)
Impact of new business 0.0
Other variances

- Non-economic variance 4.2

- Unexplained 1.6
Closing working capital before zeroisation 37.4
Planned benefit enhancements to zeroise working capital (37.4)
Closing working capital 0.0

The following table shows a breakdown of the liabilities shown on line 47 Form 19 at
the start and end of the year:

£m Current Valuation| Previous Valuation
Data 1.0 2.5
Litigation 0.8 3.8
Future Projects 0.9 1.6
VAT 0.4 -

Costs Falling Outside MSA . 0.6 0.1
Strachan Policy Review 0.2 -
TCF Resene - 0.0

. Additional provision for tax* 1.7 1.8
Investment Expense Rebate credited to future 2.0 2.0
asset shares
The following table shows a breakdown of the liabilities shown on line 51 Form 19 at
the start and end of the year:
£m Current Valuation |Previous Valuation
Regulatory current liabilities 80.0 48.1
Total 80.0 48.1

14. OPTIONAL DISCLOSURE

None made.
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Britannic With-Profits Fund
2. ASSETS

(1) Economic Assumptions For Valuing Non-Profit Business

The following table shows the principal economic assumptions that have been used
to determine the value of future profits arising from non-profit business written in the
fund.

Economic Assumption* Current Previous
Valuation Valuation
Base Base
Valuation interest] Pensions
rate p.a. Pre vesting 4.75% 4.00%
Post vesting 4.26% 3.55%
Life 4.07% 5.20%
Experience Pensions 4.55% 3.84%
interest rate p.a. |Life 4.02% 3.37%
Risk discount 4.55% 3.84%
rate p.a.
Expense inflation 4.58% 3.54%
p.a.

*

Investment rates are shown net of investment expenses of 0.12% gross per
annum.

(2) Amount Determined Under INSPRU 1.3.33(2)(R)
Not applicable

(3) Valuation Of Insurance Contracts Written Qutside The Fund

Not applicable

(4) Different Sets Of Assumptions
Not applicable
(5) De Minimis Limit

Not applicable — the assumptions in (1) relate to all non-profit business within the
With-Profits Fund.
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3. WITH-PROFITS BENEFITS RESERVE LIABILITIES

(1)  Calculation Of With-Profits Benefits Reserve

In determining the with-profits benefits reserve shown in Line 31 of Form 19, the fund
uses several methods. The methods can be summarised as:

(i) Asset Share Calculations

Asset shares are a roll up, at historic achieved investment returns, of premiums, less
expenses, charges and tax, adjusted for the profit or loss on providing death benefits
and the profit or loss from contracts that terminated early.

For the former Century business, the with-profits benefits reserve is based on the
amount transferred from the former Century Life With Profit Fund as at 31 December
2006 in respect of this business (excluding the value of future profits and loss
transfers). The amount transferred was determined using a bonus reserve valuation
approach with future bonuses set so as to equal the amount available for transfer.
This amount transferred became the opening asset share as at 31 December 20086 in
the Britannic With-Profits Fund in respect of this business. This opening asset share
has been rolled up with the actual historic experience as described above.

(i) Prospective Method

This method takes the basic policy reserve, including the long term insurance capital
requirement, and deducts the present value of retained earnings. The present value
of retained earnings is the present value of the surplus or deficit compared to the
reserve, after taking into account all future policy-related income and outgo.

(iii) Shadow Funds

For most unitised with-profits contracts the with-profits benefits reserve is taken as
the shadow fund available from the company’s mainframe systems. The shadow fund
is the result of accumulating premiums less policy charges at the earned investment
rate.

(iv) Regulatory Reserves

For some small classes of business it is not practical to apply any of the methods in
(i) to (iii). In these cases the realistic reserve is taken as the regulatory reserve,
excluding the long term insurance capital requirement (and, in the case of the
Insurance ISA, the sterling reserves).

554



Britannic With-Profits Fund

The table below shows the breakdown of the with-profits benefits reserve into these

methods.

Class Product Type Method With-profits Future
benefits policy
reserve related

fliabilities
£m £m

Conventional Premium-Paying Asset Share 487 62

Regular Premium

Endowments

Channel Islands Regular |Asset Share 6 1

Premium Pensions

(Premium Paying)

Regular Premium, Asset Share 44 43

Premium Paying

Pensions

Whole of Life Asset Share 12 1

Whole of Life Prospective Method 12 1

Other Endowments Prospective Method 4 0

Other Channel Islands  [Prospective Method 1 0

Pensions

Other Pensions Prospective Method 4 4

Miscellaneous pensions |Regulatory Reserve 21 0

& With-profits annuity

Provision Regulatory Reserve 0 73
Unitised With- [Insurance ISA Regulatory Reserve 16 1
Profits

Other UWP products Shadow Funds 3,176 339

Additional

Total 3,782 526

Form 19 Line 31 3,782

Form 19 Line 49 526

In the table above, the split of the future policy related liabilities into the same detail
as the with-profits benefits reserve is approximated. This is partly because the
assessment of prospective items such as the costs of guarantees and smoothing rely
on grouped data, and partly because certain realistic future liabilities are not
calculated at product level.

(2)

Correspondence With Form 19

The amounts in (1) above reconcile directly to Form 19.

3)

Not applicable as all products have been disclosed.

(4)

Types Of Products

With-Profits Benefits Reserves Below De Minimis Limit

The level of disclosure in the table above corresponds to material groupings of
contracts offering significant variances in policyholder benefits. For example, unitised
with-profits business is separated from conventional with-profits business.
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(1)
(@)
(b)
(©)
)
()

(b)

3)
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WITH-PROFITS BENEFITS RESERVE —~ RETROSPECTIVE
METHOD

Retrospective Methods

All contracts have been calculated on an individual policy basis.
No contracts have been valued on a grouped basis.
Not applicable as no contracts have been valued on a grouped basis.

Significant Changes to Valuation Method

There have been no significant changes in the method of calculating the with-
profits benefits reserve.

No policies were valued using approaches more approximate than used for
the previous valuation.

Expense Allocation

For each with-profits fund, the basis of allocating expenses to that fund during the
financial year in question is described in note 4006 to Form 40.

(@)

(b)

(©)

The previous expense investigation was carried out in respect of the current
financial year.

Expense investigations are carried out in respect of each financial year.
Interim investigations are carried out during financial years for use in interim
valuations.

The method by which expenses are charged to the with-profits benefits
reserve in respect of individual contracts depends on the type of business and
the method of determining asset shares:

¢ Conventional business asset shares are charged expenses based on the
expenses charged by the outsourcers in respect of this business. The
expenses are an amount per policy which varies by product type and by
premium paying status. The amount charged to asset shares is subject to
an uplift to cover direct costs and an element of project costs. Additional
one-off project costs are not charged to asset shares. Investment
expenses are charged to asset shares by reducing the investment return
allocated.

e Unitised with-profits business asset shares are charged expenses using
product charges, rather than actual expenses. The product charges cover
acquisition, maintenance and investment expenses.

¢ Smoothed return business, that is with-profits annuity business, overseas
with-profits bond business and with-profits bond business, asset shares
are charged expenses using product charges, rather than actual
expenses. The product charges cover acquisition, maintenance and
investment expenses.

The expenses charged to asset shares are all charged as maintenance
expenses as the fund is no longer actively seeking new business and, for the
purposes of this expense investigation, all expenses have been treated as
maintenance. Consequently the subsequent analysis does not identify any
initial expenses.
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The expenses charged to the With-Profits Fund in addition to those allocated
to the with-profits benefits reserve comprise:

One-off costs not charged to asset shares;

The difference between the expenses charged to the fund in respect of
unitised with-profits business and smoothed business and the product
charges charged to the associated asset shares;

o Expenses in respect of with-profits contracts that were in force at the
previous financial year-end and are no longer in force at the current
financial year-end;

The expenses incurred in respect of non-profit business in the fund;

The investment expenses reduction not charged to asset shares;
Investment expenses associated with the investments backing other with-
profits reserves and the estate;

e Woythall Green costs are netted off against the rental income when
assessing the investment return on Wythall Green to be credited to asset

~ shares and are thus only indirectly charged to asset shares;

e Prior year adjustments; and
Balance between aggregation of the amounts charged to asset shares

and the items identified above and the aggregate amount allocated to the
fund.

The expenses allocated to the with-profits benefits reserve and the residual
balance charged to the fund during the financial year were:

liem £m
(i) |Expenses charged to with |Traditional WP business 3.8
profits benefits reserve Unitised WP business 26.9
Smoothed return business 0.9
(if) {Other expenses charged to |Other project costs 0.7
fund Excess product charges (15.4)
Exiting with-profits contracts 0.8
Non profit contracts 1.1
Investment expenses 2.1
Wythall Green Costs 5.1
Prior year adjustments (0.2)
Balance 1.4
(iii) |Total expenses 271

(4) Significant Charges

Charges for cost of guarantees and cost of capital are not charged to conventional
business or unitised with-profits business with-profits benefits reserves. Charges for
cost of guarantees and cost of capital are included in the product charges for
smoothed return business and hence are charged to the with-profits benefits
reserves. The cost of capital funds the shareholder profit and loss transfer and
associated tax in respect of this business. The amounts charged to the with-profits
benefits reserves are:
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Policies previously During financial year Preceding financial year
written in cost of cost of capital cost of cost of capital
guaraniees guarantees
£m £m £m £m
BA 0.1 0.3 0.2 0.4

{(5) Charges For Non-Insurance Risk

No charges were deducted from the With-Profits Fund for non-insurance risk.

(6) Ratio Of Claims To Reserve

Average ratio of claims to asset shares:

Year Average total with-profits
claim ratio for financial year

Previous year -1 100.0%

Previous year 107.0%

Current year 105.0%

(7) Allocated Return

The investment return before tax and expenses allocated to the with-profits benefits
reserve in respect of the financial year in question is as follows:

Type of business Investment
Return

Policies previously written in BA other than Euro denominated business 13.79%

Policies previously written in BA - Euro denominated business (return in 13.38%

sterling terms)

Policies previously written in Century 6.66%

The assets backing sterling and euro with-profits business asset shares and those
backing former Century business are different and hence the investment returns in
the above table are correspondingly different.

5. WITH-PROFITS BENEFITS RESERVE - PROSPECTIVE
METHOD

(1) Key Assumptions

Prospective methods of valuation are used in determining a proxy for an asset share
calculation in respect of certain contracts. These methods are used where a
retrospective asset share calculation may be inappropriate or impractical.

The prospective method was described in paragraph 3 (1) (ii).

The following table sets out the main assumptions used. There are no explicit risk
adjustments made to assets.
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Policies previously written in BA
Economic Assumptions®
Valuation interest rate p.a.  |Pensions ,
pre vesting 4.75%
post vesting 4.26%
Life 4.07%
Experience interest rate p.a. |Pensions 4.55%
Life 4.02%
Discount rate p.a.** 4.55%
Expense Assumptions
Investment Expense p.a. 0.12%
Per policy Expenses p.a. Valuation £42.79
Experience £42.73
Expense Inflation p.a. 4.58%

* Investment rates are shown net of the investment expenses of 0.12% gross per
annum.

** This discount rate is the 15 year gilt yield + 10 basis points which is consistent
with the risk free rates in paragraph 6 (4) (a) (iii) which are derived from the
proprietary economic scenario generator model as described in paragraph 6 (4) (a)
(i) using the gilt yield curve + 10 basis points.

No future reversionary bonus is assumed in the projections. Sample terminal bonus
rates are:

Policies previously written in BA
Sample Terminal Bonus Rales * - %
Policy Term

Year of Maturity 5 10 15 20 25
2010 0.0 21.0 2.5 8.5 38.5
2015 0.0 26.0 37.5 30.0 39.0
2020 0.0 0.0 50.5 62.5 53.0
2025 0.0 0.0 0.0 58.5 84.0
2030 0.0 0.0 0.0 0.0 92.0

* Other than deferred annuities, for which the projected rates are zero.

For deferred annuity products valued on a prospective basis, lapses are not
modelled. Sample lapse rates for other products valued on a prospective basis,
which are based on historic experience, are:

Policies previously written in BA
Sample Lapse Rates - %
Policy Term
Year of Maturity 5 10 15 20 25
Whole of Life 1.0 1.0 1.0 1.0 1.0
Endowment 4.0 4.0 4.0 4.0 4.0

(2) Different Sets Of Assumptions
Not applicable
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COSTS OF GUARANTEES, OPTIONS AND SMOOTHING

De Minimis Limit

Not applicable

(2) Valuation Methods For Guarantees etc.
Cost of Smoothing |Extent of No of No of model
Guarantees &|Cost Grouping Individuai points
Options policies
All Business |Stochastic Stochastic Ex-BA 72,971 678
model model conventional
Ex-BA unitised 452,595 570
Ex-Century 4,136 318
conventional

()

(b)

Cost of Guarantees & Options

The costs of guarantees are determined using a stochastic model, with the
asset returns being generated by a proprietary model. The following items
were calculated stochastically:

() Guaranteed annuity option reserves;

(i) The reserves required in addition to asset share to meet guaranteed
benefits.

The calculations were carried out using a risk neutral approach.
Cost of Smoothing

The cost of smoothing is determined using the same stochastic model.

(i) In the stochastic model, no projections are carried out on individual
policy data.

(i) The model uses grouped policy data.-However, the values for the with-
profits benefits reserve are calculated on an individual basis and added to the
data file before the data is grouped.

(iii) The stochastic model uses three grouped policy data files: one for
formerly Britannic conventional with-profits contracts, another for formerly
Century conventional with-profits contracts and a third for unitised with-profits
contracts.

Former Britannic Conventional Business Grouping

Policies are grouped chiefly according to product type, premium status,
premium mode, year of maturity, year of entry, premium term, age and joint
life status. For single life policies, all are assumed to be male lives.

Years of maturity are grouped into one or two year bands up to and including
14 years after the valuation date. Policies maturing from 15 to 20 years after
the valuation date are grouped, as are policies maturing after that time.

For the 5 years preceding the valuation date, the year of entry is not grouped.
Before that, years of entry are banded into 2-3 year intervals up to 22 years
preceding the valuation date. Policies that were taken out from 23 to 37 years
before the valuation date are grouped, as are any taken out earlier than that.
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Within each group, weights are applied to certain key policy features before
averaging. For example, the elapsed duration is weighted by the sum
assured, as is the premium term. For other data, such as sums assured and
premiums, a simple average is taken.

Former Century Business Grouping

Policies are grouped chiefly according to product type, premium status, year
of maturity, policy term, entry age and joint life status. For single life policies,
all are assumed to be male lives.

Years of maturity are grouped into one year bands up to and including 20
years after the valuation date. Policies maturing after 20 years after the
valuation date are grouped together.

Policy terms are grouped into 5 year bands around terms of 10, 15 and 20
years. Policies of longer terms are grouped together.

Entry ages are grouped depending on whether greater than or less than age
40.

Within each group, weights are applied to certain key policy features before
averaging. For example, the elapsed duration is weighted by the sum
assured, as is the premium term. For other data, such as sums assured and
premiums, a simple average is taken.

Groups which contain very small subsets of the business are grouped
together.

Unitised With-Profits Grouping

Policies are grouped chiefly according to product type, series number (this
being relevant for bonds that have different dates at which benefits can be
taken without reduction), premium status, premium mode, year of maturity
(where relevant), policy size (by units) and the ratio of the shadow fund to the
value of policy units.

For policies other than whole of life bonds, the maturity year is taken as the
earliest year in which benefits can be taken without reduction. The grouping
by maturity year is carried out in ten year bands, excluding policies due to
mature in the next year.

For the ratio of the shadow fund to the value policy units, banding is normally
carried out in 5% intervals. However, individual bands may be sub-divided
where it is felt that there would otherwise be a bunching of policies.

Within each group, simple averages are taken to determine a representative
policy.

Grouping Validations

It is impractical to attempt to validate, using the stochastic model, projections
that use grouped data against projections that use individual data. Instead,
comparisons are carried out using deterministic projections.

Comparison is made of the present value of key variables as well as
progression of these variables over a period of up to 40 years. The
comparison includes items such as reserve run-off, claims outgo and
premium income, split by product type as necessary. Where material
discrepancies arise, these may result in grouping being revisited.

For unitised with-profits business a closed form model is used to compare the
results from individual policy data and grouped data.
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Significant Changes

There have been no significant changes since the previous valuation.

(4)
(@

Further Information On Stochastic Approach

(i) The stochastic model is used to place a value on:

Maturity guarantees on conventional endowments;
Guarantees on vesting of deferred annuity contracts;

® Guarantees on maturity or retirement for unitised with-profits
contracts;

® Nil-penalty guarantees on the surrender of with-profits bonds at certain
durations;

° The impact of bonus smoothing.

Of these, the guarantees which are strongly “in the money” at the valuation
date are the maturity guarantees on conventional endowments and the
guarantees on the vesting of deferred annuities.

As at 31 December, for a significant proportion of the with-profits business
maturity payouts (including retirements) exceed asset shares. It is intended to
reduce this overpayment in line with the company’s smoothing policy subject
to the level of guarantees. The impact of bonus smoothing is shown in Line
44 of Form 19.

An indication of the combined impact of guarantees and smoothing is
provided in (vi), below.

i) The asset returns in the stochastic model were generated by a
proprietary model purchased from Barrie & Hibbert. The asset classes
modelled are UK equities, overseas equities, UK property, UK corporate
bonds and UK gilts.

Interest Rate

UK gilt returns are modelled using gilts + 10bps calibration in a Monthly
LIBOR Market Model. The Government Nominal Bond yield curve is a direct
input into the model.
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The calibration at the valuation date was as follows:

Term Govt. + 10bp Model Difference (Model -
Market bp)

1 0.97 0.97 (0.05)

2 1.60 1.60 0.01

3 2.19 2.19 {0.01)

4 2.70 2.70 (0.02)

5 3.13 3.13 (0.04)

7 3.75 3.76 0.44

10 4.35 4.36 1.05

15 4.80 4.82 1.31

20 4.86 4.87 0.21

25 4.79 4.79 (0.23)

The volatility within the model is calibrated to the market implied volatility for
at the money swaptions (for 20 year swaps). The calibration at the valuation
date was as follows:

Term Market implied Model Difference (Model -
Volatility Market bp)

1 20.70 20.55 15

2 19.30 19.01 29

3 17.90 18.07 (17)

4 16.70 17.45 (75)

5 15.90 16.59 (69)

7 14.70 16.36 (166)

10 14.10 15.02 (92)

15 14.60 13.99 61

20 14.40 12.87 153

25 14.00 11.32 268

30 13.00 10.90 210

Equities and Property

Excess returns over risk free on UK equities, overseas equities and property
are modelled using separate (but correlated) lognormal models. The equity
model uses a volatility surface calibrated to market implied volatilities for a
range of strikes and maturities. Volatilities are assumed to be constant
beyond quoted strikes and maturities.

The UK equities asset model was calibrated by reference to the implied
volatility of FTSE100 options for a range of strikes (from 0.8 to 1.2) and

maturities of up to 10 years. All strikes are expressed as a proportion of at-
the-money.
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Implied volatility data at the valuation date is shown below:

Market
Term Strike
0.8 0.9 1 1.1 1.2
% % % % %
1 29.10 25.88 22.89 20.29 18.28
3 28.75 26.78 24.92 23.17 21.59
5 28.43 26.74 25.26 24.04 23.11
10 28.67 27.57 26.57 25.65 24.83
Model
Term Strike
0.8 0.9 1 1.1 1.2
% % % % %
1 30.87 28.44 25.74 23.37 21.64
3 29.95 28.54 27.08 25.65 24.33
5 28.97 27.78 26.61 25.51 24.68
10 30.90 29.90 29.04 28.29 27.64

Beyond 10 years the estimated volatility implied by the model calibration rises

as follows:
Term Strike
0.8 0.9 1 1.1 1.2
% % % % %
15 33.64 32.70 31.88 31.14 30.48
20 29.14 28.62 28.17 27.78 27.45
25 29.95 29.50 29.15 28.86 28.58
30 30.17 29.79 29.48 29.22 29.00
35 28.74 28.54 28.34 28.17 28.02
40 31.56 31.24 30.95 30.71 30.51
Difference (Model — Market) %
Term Strike
0.8 0.9 i 1.1 1.2
% % % % %
1 1.77 2.56 2.85 3.08 3.36
3 1.20 1.76 2.16 2.48 2.74
5 0.54 1.04 1.35 1.47 1.57
10 2.23 2.33 2.47 2.64 2.81

There are no tests against market traded instruments for properties since
there are no such instruments. A best estimate has therefore been used of
15% constant volatility

Corporate bond

Corporate bond returns are modelled using the extended Jarrow-Lando-
Turnbull model. This describes bond prices in terms of a real-world transition
matrix, which gives the probability of a transition to each credit rating over one
year. Risk neutral transition probabilities are assumed to vary stochastically.
The transition matrix is consistent with best estimates based on historic data
of long term transition probabilities and spread volatilities and corporate bond
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prices. The model was fitted to a sample of predominantly investment grade
sterling corporate bonds.

The following are examples of observed correlations of year 10 returns from
the scenarios used (ZCB = zero coupon bond):

Qutput Correlations @ Year 10

Cash| Equities| Property] Overseas Syr]  15yr Syrl  15yr 5yr 15yr
Equities| Gowvll Govtj Corp| Corp| Index Index|
ZCB| ZCB| ZCB| ZCB| Linked| Linked
ZCB) ZCB

Cash| 1.00] 0.04 0.15 (0.01) | 048 [(0.62)| 0.34 | (0.59)] 0.68 0.22

Equities 1.00 0.05 0.16 0.04 | (0.07)] 0.26 | 0.04 | 0.10 0.09

Property| 1.00 0.05 0.12 | (0.08) | 0.12 | (0.07)| 0.15 0.09

Overseas equities 1.00 0.12 | 0.04 | 0.14 | 0.05 | 0.11 0.19

5yr Govt ZCB 1.00 | 0.19 | 0.78 | 0.17 | 0.36 0.16

15yr Govt ZCB| 1,00 | 0.17 | 0.94 | (0.41) | (0.07)

5yr Corp ZCB 1.00 | 0.35 | 0.29 0.15

15yr Corp ZCB| 1.00 | (0.38) | (0.05)

5yr Index Linked ZCB 1.00 0.78

15yr Index Linked ZCB 1.00
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(iv)
v)

(vi)

(vii)
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In all investment scenarios the initial equity dividend yield is set to
3.44% and the initial property rental yield to 4.30% p.a.

The asset model is not calibrated to any risk-free rates other than
those derived from UK assets. There is no calibration to risk-free rates
from overseas territories, even where Britannic has significant
investments in those territories.

The following table shows the approximate percentage of the total
present value of guarantees and smoothing by duration, as projected
by the stochastic model. It is based on the average overpayment
across all projected investment scenarios using the base assumptions.

Conventional Unitised With_profits
Term o
maturity | Endowments | Whole Life | Endowments Pensions
(years)
1-5 15.9% 0.0% 0.5% 14.5%
6-10 7.9% 0.0% 0.4% 13.9%
11-15 3.9% 0.0% 0.2% 11.2%
16-20 2.7% 0.0% 0.1% 12.5%
21-25 1.3% 0.0% 0.1% 10.7%
26-30 0.1% 0.0% 0.0% 3.6%
31-35 0.0% 0.0% 0.0% 0.3%
36-40 0.0% 0.0% 0.0% 0.0%

Calibration of the asset model to market data is shown, where
available, in paragraph 6 (4) (a) (ii) above.

Comprehensive tests are carried out on the output produced by Barrie
& Hibbert asset model as follows:

For UK and Overseas equities and for UK property the ratio of the
average (over the simulated scenarios) of the discounted present
values of projected asset values (with income reinvested) to the
original asset value has been verified to be acceptably close to unity —
the martingale property.

The same test has been undertaken for gilts and bonds with terms of
5, 10, 15, 20, 25, 30, 35 and 40 years. Departures from unity in the
average discounted present values have not had a significant impact
on the valuation result.

Zero coupon bond yields calculated from the model cash output have
been verified to match yields calculated from input Government spot
rates and initial spot rates output from the model at time zero within an
acceptable error margin.

For UK equity options verification has been made, within acceptable
limits, that the option prices calculated from the model output and
converted into implied volatilities using Black-Scholes formula
reproduce the expected volatility surface.

Verification has also been made, within acceptable limits, that implied
volatility calculated from the simulation model output reproduces the
market volatility term structure for 20 year at the money swaptions.
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(viii)  The stochastic model is run on 1,000 investment scenarios generated
by the asset model.

The scenario generation process incorporates variance reduction
techniques (antithetic variables) to ensure that the scenarios selected
pass the tests described in (vii) to a close tolerance.

Not applicable
Not applicable

Management Actions

The stochastic model does not take into account the possibility of actions
taken by management in the projected investment scenarios, other than to
the extent described below.

Bonus Policy — Conventional With-Profits Business

Future reversionary bonus rates are assumed to be zero except for business
formerly written in Century. For business formerly written in Century, the
reversionary bonuses are those declared at the valuation date and are kept
constant over the projection period. The cost of guarantees on business
formerly written in Century is immaterial.

Maturity payouts are targeted to be 100% of asset share, subject to the
company’s smoothing policy. To achieve this, the model compares policies
maturing in one year against similar policies maturing in the previous year
and derives a scale of terminal bonus rates such that the maximum change in
payout from year to year is 15%.

Bonus Policy — Unitised With-Profits Business

The reversionary bonus rate is zero for unitised with-profits life business. For
pensions business, no reversionary bonus is paid unless the ratio (in
aggregate) of the shadow fund to the unit fund (including bonus units)
exceeds 105%. In this case a 3% bonus is paid.

Terminal bonus rates are calculated based on a vintage unit method, by
month of purchase. The bonus smoothing logic as described for conventional
business is then applied to each monthly payout. Terminal bonus rates for
each calendar year are taken as an average of the calculated monthly values.

Investment Mix

Appropriate allowance is made for the expectation that the exposure of the
fund to real assets (UK equities, overseas equities and property) will reduce
as the portfolios reach maturity. The proportion of real assets is assumed to
reduce by 0.12% per month from 49% at the valuation date to 20% after 20
years.

For the management actions assumed to determine the costs in paragraph
6.(4), the best estimates as to the future proportions of the assets backing the
with-profits benefits reserve which would consist of equities and as to future
reversionary bonus rates for significant accumulating with-profits business are
shown in the following tables. They are given as at the end of the financial
year in question, in 5 years time and in 10 years time, and are based on the 5
year gilt yield plus 10 basis points (3.06%) and on that yield both increased
(3.84%) and decreased (2.28%) by 17.5% of the long term gilt yield.
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Policies previously written in BA / Century

Yield = 4.55% Equity Proportion of assets backing with-profits Future Reversionary Bonus Rate for
benefits reserve accurnulating with-profits business
Type of business at end of In 5 years time }in 10 years time|  at end of in 5 years time ]in 10 years time
financial year financial year
Former Britannic Assurance 46% 39% 33% nfa na n/a
traditional with-profits business
Former Century Life traditional with- 14% 12% 10% n/a na na
profits business
Unitised with-profits life regular 46% 39% 33% 0.00% 0.00% 0.00%
premium business
Unitised - with-profits life single 46% 39% 33% 0.00% 0.00% 0.00%
premium business
Unitised with-profits pensions 46% 39% 33% 1.00% 1.00% 1.00%
business
Unitised with-profits ISA business 46% 39% 33% 0.00% 0.00% 0.00%
With-profits euro business 59% 67% 59% n/a n/a na
Policies previously written in BA/ Century
Yield = 5.33% Equity Proportion of assets backing with-profits | Future Reversionary Bonus Rate for
Type of business at end of In 5 years time |in 10 years time]  atend of in 5 years time |in 10 years time}
financial year financial year
Former Britannic Assurance 46% 39% B% n/a n/a na
fraditional with-profits business
Former Century Life traditional with- 14% 12% 10% na na na
profits business
Unitised with-profits life regular 46% 39% 33% 0.00% 0.00% 0.00%
premium business
Unitised with-profits life single 46% 39% 33% 0.00% 0.00% 0.00%
premiumn business
Unitised with-profits pensions 46% 3%% 33% 1.00% 1.00% 1.00%
business
Unitised with-profits ISA business 46% 3%% 33% 0.00% 0.00% 0.00%
With-profits euro business 59% 67% 59% n'a na nfa
Policies previously written in BA/ Century
Yield =3.77% Equity Proportion of assets backing with-profits | Future Reversionary Bonus Rate for
Type of business at end of In5 years time |in 10 years time| atend of in 5 years time lin 10 years time
financial year ) financial year
Former Britannic Assurance 46% 39% 33% na n/a nfa
traditional with-profits business
Former Century Life traditional with- 14% 12% 10% n/a na na
profits business
Unitised with-profits life regular 46% 39% 3B% 0.00% 0.00% 0.00%
premium business
Unitised with-profits life single 46% 39% 33% 0.00% 0.00% 0.00%
| _premium business
Unitised with-profits pensions 46% 39% 33% 1.00% 1.00% 1.00%
business
Unitised with-profits ISA business 46% 39% 33% 0.00% 0.00% 0.00%
With-profits euro business 59% 67% 59% n/a na n/a
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(6) Persistency Assumptions

The surrender and paid-up assumptions are:

Britannic With-Profits Fund

Product Average surrender / paid-up rate for
the policy years - %
1-5 6-10 11-15 16-20
CWP savings endowment Surrender 4.0 4.0 4.0 4.0
UWP savings endowment Surrender 5.5 5.5 5.5 5.5
UWP bond Surrender 10.0 10.0 10.0 10.0
CWP pension regular premium Surrender 0.0 0.0 0.0 0.0
CWP pension single premium Surrender 0.0 0.0 0.0 0.0
UWP individual pension regular premium PUP 5.5 5.5 5.5 5.5
UWP individual pension regular premium Surrender 1.5 1.6 1.5 1.5
UWP individual pension single premium Surrender 1.5 1.5 1.5 1.5

There is an exposure to guaranteed annuity options in respect of an agreement with
the Alba With-Profits Fund. In summary the agreement is such that the Alba With-
Profits Fund pays the Britannic With-Profits Fund 75% of the potential guaranteed
annuity cost which could arise when a customer retires and the Britannic With-Profits
Fund pays the actual cost. Thus the Britannic With-Profits Fund bears the cost (or
takes the profits) if the take up rate is more (less) than 75%. The current take-up rate
is less than 75% and no provision has been made for this liability under the “base”
scenario, but a provision has been made under the “risk capital margin” scenarios.

(7) Policyholders’ Actions

The model adds an extra 10% to the underlying rates shown in the table in paragraph
6 (6) above on no market value reduction dates for unitised with-profits whole life
bonds when the guarantees are in the money.

7. FINANCING COSTS

There are no financing arrangements currently in place for the fund.
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8. OTHER LONG TERM INSURANCE LIABILITIES

No amounts have been included in Line 46 of Form 19. The amount shown in Line
47 of Form 19 is made up as follows:

£m Current
Valuation
Mortgage Endowment Review 4.5
Pensions Mis-Selling 18.1
Costs Falling Outside MSAs 1.0
TCF Reserves 0.6
Pension Scheme 27.8
Stakeholder Pension Expenses 0.1
Data 5.1
Litigation 6.1
VAT 5.4
Solvency il 0.9
Strachan Policy Review 0.2
UWP Expenses less Charges Plus Shareholder Transfers (19.3)
Additional provision for tax* 74.0
Total 124.8

* Consisting of: Tax on future shareholder transfers, CGT reserve, deferred relief on
acquisition expenses, and any adjustments in respect of amounts included in current
liabilities.

9. REALISTIC CURRENT LIABILITIES

The realistic current value of liabilities, shown at line 51 of Form 19, is taken to be
equal to the value assessed on a regulatory basis, this being £377.0m. The figure
includes creditors (including outstanding claims), provisions (including taxation),
accruals and deferred income.

10. RISK CAPITAL MARGIN

(a) The risk capital margin for the fund was calculated to be zero at the valuation
date.

(i) The risk capital margin allows for a fall in equity values of 20%. This
was compared to a rise in equity values of the same amount and
found to be more onerous for the fund.

A fall of 12.5% was allowed for in the value of property assets, and
again this was found to be more onerous than a rise in property values
of the same amount.

(ii) The scenario of a fall in fixed interest yields of 17.5% of the long-term
gilt yield was compared against a rise in yields of the same amount.
The more onerous result was assumed and represented a rise in
yields. The nominal rise and fall in the (annualised) yields was 78
basis points.

There are no significant overseas territories. Overseas stocks were
subjected to the same basis point adjustment as for UK stocks.
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(i)  The risk capital margin allows for a widening of the yields available on
bonds, where the change in yields depends on the credit rating. The
average change in the spread for bonds subject to the test, weighted
by market value, was 151 basis points for the fund. This change in
yields resulted in a fall in the value of these bonds by an average of
8.02% for the fund.

(iv) Persistency rates were assumed to improve by 32.5%. This was
allowed for in the projections by multiplying the assumed lapse, paid-
up and surrender rates at each duration by 67.5%, with the exception
of surrender rates on unitised with-profits contracts at dates when
market value reductions cannot be applied.

Applying the persistency test on top of the tests already described in
(i) to (iii) results in an increase in the value of realistic liabilities of
0.49% but this is offset by a corresponding reduction in planned
enhancements as described below.

(v) Not applicable

In the siress scenarios, the assumption is made that the data contingency
reserve will be increased from £5.1m to £10.2m.

The working capital takes into account planned enhancements which reflect
the intention to distribute to policyholders excess assets within the With-
Profits Fund. These enhancements are assumed to be removed in the risk
capital margin conditions to the extent that they would not be payable due to
reductions in the excess assets. This action has a value of £55m in the fund.

Some policies have been granted discretionary enhancements to investment
returns attributed to asset shares or shadow units. These enhancements will
be removed if the estate of the With-Profits Fund is insufficient to finance
them. No removal of enhancements has been assumed for the fund in the risk
capital margin conditions.

For the fund, the effect of the above management actions would be to leave a
working capital of zero in the risk capital margin conditions.

(i) The risk capital margin is zero.

(i) The scheme for the funds merger as at 31 December 2006 includes a
provision that in the event that the value of the assets of any with-
profits fund falls below the regulatory minimum, support will be
provided to that fund by way of a loan arrangement from the Non Profit
Fund or the Shareholders’ Fund to the extent that the Board
determines there are assets in those funds available to make such a
loan.

TAX

The investment returns used in the calculation of the with-profits benefits
reserve are net of policyholder tax, where appropriate. The calculation of the
net rate allows for tax on income and gains, split by asset class and using
assumed rates appropriate to those assets. For unrealised gains, a reduced
rate is used in order to reflect deferral of the gain.

Expenses attributed to the with-profits benefits reserve are reduced to reflect
tax relief where appropriate, based on assumed rates.
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Where asset share calculations are used, the value of outstanding tax relief
arising on acquisition expenses is not capitalised. This asset is reflected in
Line 47 of Form 19.

Additional tax arising on shareholder transfers is met from the estate and is
not chargeable to asset shares.

In calculating the value of future policy related liabilities, tax is allowed for in a
number of ways.

Asset shares (or proxies to asset shares) are projected by the stochastic
model used to determine the value of guarantees and smoothing, and this
allows for policyholder tax as described in (i).

Additional tax on shareholder transfers, which is payable from the estate, is
reflected in Line 47 of Form 19 and is derived from the stochastic model
results.

The accrued amount of any unrealised capital gains is included in Line 47 of
Form 19. This is based on the actual unrealised gains on the valuation date
multiplied by a tax rate that does not aliow for deferral of the gain being
realised.

Outstanding tax relief on acquisition expenses is allowed for in Line 47 of
Form 19 and is based on outstanding amounts from the company’s tax
computation, discounted at a risk-free rate.

The tax relief from any deferred expenses from the company’s tax
computation is assumed to be recovered after one year, and the discounted
value (at a risk free rate) is included in Line 47 of Form 19.

In Line 47 of Form 19, adjustments are made in respect of any amounts
already included as current liabilities.

The realistic value of the current liabilities is taken to be equal to the
regulatory value. The value of any tax provisions resulting from the
company’s tax computation is included here.

DERIVATIVES

On the valuation date, the fund held futures contracts as described in the table
below. A negative number of units indicates that a short position is held.

Growth Fund

Index Units | Price on the valuation Settlement Price Unit Multiple | Settlement Date
date for Settlement

S&P 500 (62) 10,648 GBP 10,577 GBP 10 March 2010

Dow Jones 1,127 2,346 GBP 2,274 GBP 10 March 2010

Hang-Seng 13 699 GBP 674 GBP 10 January 2010

FTSE 100 Dividend Yield 9,606 171 GBP 154 GBP 10 December 2010

FTSE 100 2,059 5,362 GBP 5,268 GBP 10 March 2010

SP1 200 (108) 3,783 GBP 3,625 GBP 10 March 2010

TOPIX (189) 40 GBP 40 GBP 10 March 2010
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Euro Fund

Index Units | Price on the valuation Settlement Price Unit Multiple | Settlement Date
date for Settlement

S&P 500 (3) 13,489 EUR 13,398 EUR 10 March 2010

Dow Jones (43) 2,972 EUR 2,883 EUR 10 March 2010

FTSE 100 23 6,792 EUR 6,673 EUR 10 March 2010

SPI 200 (9) 4,792 EUR 4,592 EUR 10 March 2010

TOPIX (4) 51 EUR 50 EUR 10 March 2010

Matched Fund

Index Units | Price on the valuation Setilement Price Unit Multiple | Settlement Date
date for Settlement

S&P 500 (18) 10,648 GBP 10,575 GBP 10 March 2010

Dow Jones (173) 2,346 GBP 2,263 GBP 10 March 2010

|Hang Seng (6) 699 GBP 694 GBP 10 January 2010

FTSE 100 (725) 5,362 GBP 5,268 GBP 10 March 2010

SPI 200 (15) 3,783 GBP 3,592 GBP 10 March 2010

TOPIX (41) 40 GBP 39 GBP 10 March 2010

13. ANALYSIS OF WORKING CAPITAL

The movement in working capital over the twelve months to the
shown in the following table:

valuation date is

N i

£m

Opening working capital 0.0
Write back planned benefit enhancements to zeroise working capital 128.5
Revised opening working capital 128.5
Opening adjustments (including provisions) 3.1
Restated opening working capital 131.6
Investment return on working capital 38.3
Mismatch profits and losses 44.3
Assumption changes

- Non-economic (7.2)

- Economic (14.3)

- Policyholder actions (12.9)
Impact of new business 0.0
Other variances

- Retrospective changes to asset shares 2.0

- Unexplained 31.7
Closing working capital before zeroisation 213.6
Planned benefit enhancements to zeroise working capital (213.6)
Closing working capital 0.0
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The following table shows a breakdown of the liabilities show on line 47 Form 19 at

the start and end of the year:

£m Current Previous

Valuation Valuation
Mortgage Endowment Review 4.5 6.1
Pensions Mis-Selling 18.1 18.5
Costs Falling Outside MSAs 1.0 0.7
TCF Reserves 0.6 0.2
Pension Scheme 27.8 0.0
Stakeholder Pension Expenses* 0.1 0.1
Data* 5.1 7.5
Litigation® 6.1 11.3
VAT 5.4 0.0
Solvency Il 0.9 0.0
Strachan Policy Review 0.2 0.0
SERPS* 0.0 1.0
UWP Expenses less Charges Plus Shareholder Transfers (19.3) (14.3)
Tax on Shareholder Transfers Plus Tax on Shareholders's Share of Estate 67.0 51.7
Century Shareholder Transfers 4.0 5.0
Compensation for BAM Investment Expense 3.0 3.0
Other 0.0 0.0
Total 124.6 90.7
* Indicates that at the previous valuation these liabilities were allowed for by

increasing the With-Profits Benefits Reserve as shown in Line 31 of Form 19.

The following table shows a breakdown of the liabilities show on line 51 Form 19 at

the start and end of the year:

£m Current Valuation | Previous Valuation
Regulatory current liabilities 377.0 282.3

Total 377.0 282.3

14. OPTIONAL DISCLOSURE

None made.
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PHOENIX WITH-PROFITS FUND

2. ASSETS

(1) Economic Assumptions For Valuing Non-Profit Business

The economic assumptions used to calculate the value of future profits on non-profit

products are as follows:

Current Valuation

Previous Valuation

Gross Investment return See below See below
Risk discount rate See below See below
RPI Inflation 3.58% 2.54%
Expense inflation 7.38% 6.34%

The value of future profits on non-profit contracts was calculated by assuming risk
free rates of investment return and discount rates. These were based on a zero
coupon gilt yield curve plus 10 basis points as at the valuation date.

Earned rates of return were assumed to be annual forward yields derived from the
curve, net of tax and investment expenses.

Discount rates used were spot yields taken from the curve, net of tax and investment
expenses.

The risk free yields (gilt yield curve plus 10 basis points) were:

Risk Free Rate
Term {(years) Current Valuation Previous Valuation
1 0.97% 1.22%
2 1.60% 1.87%
3 2.19% 2.31%
4 2.70% . 2.63%
5 3.13% 2.87%
6 3.47% 3.06%
7 3.75% 3.22%
8 3.99% 3.35%
9 4.18% 3.47%
10 4.35% 3.58%
12 4.60% 3.81%
15 4.80% 4.13%
20 4.86% 4.34%
25 4.79% 4.08%

Allowance has been made under INSPRU 1.3.39G for the illiquid nature of a
proportion of the assets (namely the corporate bonds) backing the immediate non-
profit annuities within the Fund.

(2) Amount Determined Under INSPRU 1.3.33(2)(R)
Not applicable

576



Phoenix With-Profits Fund

(3) Valuation Of Contracts Written Outside The Fund
Not applicable

(4) Different Sets Of Assumptions
Not applicable

(5) De Minimis Limit

Not applicable — the assumptions in (1) relate to all non-profit business within the
With-Profits Fund.

3. WITH-PROFITS BENEFITS RESERVE LIABILITIES

(1) Calculation Of With-Profits Benefits Reserve

Product Type Method With-profits Future
benefits policy
reserve related

liabilities
£m £m

With-profits — Whole Life Prospective 113 16

With-profits — Other Life Retrospective 1,681 236

With-profits — Pensions (Regular and Single [Retrospective 270 92

Premium)

With-profits ~ Pensions (Paid-Up) Prospective 260 88

UWP Life (including Whole Life With-Profits |Retrospective 524 96

Bond)

UWP Pensions Retrospective 601 128

Other 14

Total 3,463 656

Form 19 Line 31 3,463

Form 19 Line 49 656

In the table above, the future policy related liabilities for with-profits life business and
with-profits pensions business have been split in proportion to the with-profits
benefits reserves.

(2) Correspondence With Form 19
Not applicable

(3) With-Profits Benefits Reserves Below De Minimis Limit

The amount categorised as “Other” above falls within the de minimis limit.

(4) Types Of Products

The level of disclosure in the table above corresponds to material groupings of
coniracts offering significant variances in policyholder benefits. For example,
unitised with-profits business is separated from conventional with-profits business.
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WITH-PROFITS BENEFITS RESERVE — RETROSPECTIVE
METHOD

Retrospective Methods

All contracts have been calculated on an individual policy basis. Whilst the
asset shares have been calculated using individual data in all cases, the
method used for unitised with-profits (including Whole Life With-Profits Bond)
has been the application, to the individual data, of a factor (the ratio of asset
share to face value of units) which has been calculated by reference to
grouped / sample data. This is consistent with the way the business is
operated in practice

No contracts have been valued on a grouped basis.
Not applicable as no contracts have been valued on a grouped basis.

Significant Changes To Valuation Method

There have been no significant changes in the method of calculating the with-
profits benefits reserve.

No policies were valued using approaches more approximate than used for
the previous valuation.

Expense Allocation

The previous expense investigation was carried out in the fourth quarter of the
current financial year.

Expense investigations are carried out annually.

ltem £m
(i) linitial Expenses ) Nil
(i) {Maintenance Expenses 10.1
(i) {Investment Expenses 4.5
(iv) {Method Average expense charge deducted
(iv) |Expenses charged other than to with- 13.3
profits benefits reserve

Since the company is closed to new business (apart from contractual increments
etc.), there are no material acquisition expenses.

Investment expenses were deducted from the with-profits benefits reserve at a rate
of 0.125% p.a.
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The charges deducted from the with-profits benefits reserve in the year to the
valuation date and the preceding year were:

Current Valuation

Previous Valuation

£m £m
Charges for guarantees and smoothing 4.0 4.0
Net losses on non-profit business (0.7) 4.2
Proportion of up-front outsourcing costs 0.0 0.0
attributable to the period
Write-off of initial spreads on derivative contracts 0.0 0.3

(5)
Not applicable

(6)

Charges For Non-Insurance Risk

Ratio Of Claims To Reserve

Terminal bonus rates are set in advance for conventional with-profits policies. The
terminal bonus rate is set based on assumptions about future investment returns.
Terminal bonus rates on maturing endowment life policies and pension policies
vesting at the intended retirement date were set to give the following percentages of
the with-profits benefits reserve plus any past miscellaneous surplus less any
miscellaneous deficit attributed to the with-profits benefits reserve, for the following
specimen products and terms:

Endowment| Regular Single Regular Single
Policies Premium Premium Premium Premium
Personal Personal Retirement | Retirement
Retirement | Retirement Plan Plan
Plan Plan

1/1/2007 to 30/4/2007
10 year term 100 100 108 100 118
15 year term 100 100 100 102 100
20 year term 100 100 102 100 106
25 year term 101 100 104 102 109
1/5/2007 to 31/8/2007
10 year term 100 100 118 100 123
15 year term 100 100 100 100 100
20 year term 100 100 100 100 103
25 year term 100 100 105 100 109
1/9/2007 to 31/12/2007
10 year term 100 100 118 100 129
15 year term 100 100 100 100 100
20 year term 100 100 100 100 100
25 year term 100 100 106 100 112
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Endowment| Regular Single Regular Single
Policies Premium Premium Premium Premium
Personal Personal | Retirement | Retirement
Retirement | Retirement Plan Plan
Plan Plan

1/1/2008 to 30/6/2008
10 year term 101 101 124 100 142
15 year term 100 100 108 100 112
20 year term 100 100 100 100 100
25 year term 100 101 103 100 112
1/7/2008 to 31/12/2008
10 year term 100 100 134 101 154
15 year term 100 100 116 100 125
20 year term 100 100 102 102 104
25 year term 100 104 111 102 124
1/1/2009 to 30/6/2009
10 year term 100 100 144 103 158
15 year term 100 100 112 104 127
20 year term 100 100 107 100 108
25 year term 100 100 111 100 116

| 30/6/2009 to 31/12/2009

] 10 year term 100 100 141 100 156

§ 15 year term 100 100 101 101 117

4 20 year term 100 100 100 100 100

§ 25 year term 100 100 100 100 108

Payouts on surrenders will generally have been based on a lower percentage of the
with-profits benefits reserve plus any past miscellaneous surplus less any
miscellaneous deficit attributed to the with-profits benefits reserve.

Payouts on surrenders of unitised with-profits bonds have been set to the following
percentages of the with-profits benefits reserve plus any past miscellaneous surplus
less any miscellaneous deficit attributed to the with-profits benefits reserve but not
less any exit charge:

Year Ratio of claims to asset
shares

2006 100.00%

2007 100.00%

2008 100.00%

2009 100.00%

(7) Aliocated Return

The rate of investment return attributed to the with-profits benefits reserve of a policy
depends on the asset mix for it. The asset mix depends on the outstanding term and
the level of guarantees under the policy (see PPFM for more details).

The average rates of investment return (before tax) added are:
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Product Type Gross Investment Return
Conventional Life 12.5 %
Conventional Pensions 13.1 %

UWP Bonds 11.9 %

UWP Pensions 12.8 %

Profit Plus Fund 9.2 %

5  WITH-PROFITS BENEFITS RESERVE - PROSPECTIVE

METHOD

(1) Key Assumptions

A prospective method has been used for with-profits whole life business and for paid-
up with-profits pensions business.

Bonus rates on with-profits whole life business and paid-up pensions contracts are
the same as the bonus rates on endowments and regular premium pension contracts
respectively for the same term. A bonus reserve valuation is used to determine the
with-profits benefits reserve, where:

® The bonus rates are the supportable bonus rates determined from the
relevant product, and

® The economic assumptions are consistent with the supportable bonus
rates

The supportable bonus rates are determined using one of the sets of economic
assumptions that the company uses for illustrative projections on the business.
Hence, the risk free rates are not directly relevant to the calculation of the
prospective with-profits benefits reserves.

The assumptions underlying this method are as follows:

With-Profits Whole Life Business

The discount rate is the same as the investment return assumption. These rates
together with the assumed rate for expense inflation are consistent with the assumed
supportable bonus rates.

Economic Assumptions
Discount Rate p.a. (net of investment expense) 5.15%
Investment Return p.a. (net of investment expense) 5.15%
Expense Assumptions
Investment Expense p.a. 0.10%
Per Policy Expenses p.a. £36.94
Expense Inflation p.a. 7.20%
Bonus Assumptions
Reversionary Bonuses
On Basic Sum Assured 0.25%
On Accrued Bonuses 0.25%

Future terminal bonus rates vary by duration in force (at time of payment) and the
actual year of payment.
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Elapsed

Term in

Years 2010 2015 2020 2025 2030 2035 2040 2045 2050
5| 5.6% 2.9% nfa n/a n/a n/a n/a n/a n/a
0] 11.1% 5.8% 0.0% n/a n/a n/a n/a n/a n/a
5] 3.1% 38.2% 44.6% 47.4% n/a n/a n/a n/a nfa
20| 18.1% 21.4% 59.7% 67.5% 69.7% nfa n/a nfa n/a
25| 22.9% 36.7% 39.6% 89.3% 94.7% 94.5% n/a n/a n/a
30} 40.3% 47.0% 43.7% 63.3% 111.8% 115.1% 109.3% n/a n/a
35] 88.3% 61.3% 71.0% 55.5% 90.9% 94.1% 51.9% 0.0% n/a
401 153.6% 116.6% 78.9% 106.9% 61.5% 60.0% 190.7% 171.4% 127.3%

There are no lapses.

Paid-Up With-Profits Pensions Business

The discount rate is the same as the investment return assumption. These rates

together with the assumed rate for expense inflation are consistent with the assumed
supportable bonus rates.

Economic Assumptions

Expense Assumptions

Bonus Assumptions

g Reversionary Bonuses

| On Basic Sum Assured

Discount Rate p.a. (net of investment expense) 5.88%
Investment Return p.a. (net of investment expense) 5.88%
Investment Expense p.a. 0.13%
Per Policy Expenses p.a. £36.94
Expense Inflation p.a. 7.20%
0.20%

On Accrued Bonuses 0.20%

Personal Retirement Plan

Sample terminal bonus rates are as follows:

Future terminal bonus rates vary by duration in force (at time of payment) and the
actual year of payment.

Elapsed

Term in

Years 2010 2015 2020 2025 2030 2035 2040 2045 2050

5| 11.6% 8.3% n/a n/a n/a n/a n/a n/a n/a

10] 145% 18.1% 11.0% n/a n/a n/a n/a n/a n/a
i5] 6.8% 22.8% 22.6% 12.7% n/a n/a n/a n/a n/a
20| 27.2% 22.6% 44.0% 48.6% 46.0% n/a n/a n/a n/a
25| 31.6% 39.6% 39.9% 57.5% 60.2% 52.7% nfa n/a nfa
30] 54.0% 43.6% 57.3% 61.3% 81.0% 83.7% 74.3% n/a n/a
35| 131.0% 74.1% 53.6% 80.5% 82.5% 95.4% 87.5% 72.9% n/a
40] 190.3% 136.7% 86.5% 65.5% 113.3% 119.1% 139.6% 138.0% 126.3%
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Elapsed
Term in
Years 2010 2015 2020 2025 2030 2035 2040 2045 2050
5| 7.3% 10.8% n/a n/a n/a n/a n/a n/a n/a

10] 7.5% 15.7% 17.7% n/a n/a n/a nfa n/a n/a
15 0.0% 13.9% 18.6% 19.9% n/a n/a n/a n/a n/a
20| 12.2% 7.5% 24.1% 29.5% 31.0% n/a n/a n/a n/a
25| 30.2% 24.9% 16.7% 33.9% 38.9% 36.5% n/a n/a n/a
30| 59.9% 44.7% 41.6% 32.4% 49.6% 53.6% 45.5% n/a n/a
35| 122.1% 66.5% 59.1% 56.9% 57.2% 80.2% 85.1% 84.2% n/a
40| 112.7% 127.5% 75.0% 72.2% 71.3% 76.4% 109.5% 124.6% 124.5%

There are no lapses.

(2)
Not applicable

6.

(1
Not applicable

)

Different Sets Of Assumptions

Valuation Methods For Guarantees etc.

COST OF GUARANTEES, OPTIONS AND SMOOTHING

De Minimis Limit

Cost of Smoothing |Extent of No of No of model
Guarantees &|Cost Grouping Individual points
Options policies

All Business |Stochastic Deterministic }All business 254,950 4,788
model calculation

(2) Cost of Guarantees & Options

The costs of guarantees are determined using a stochastic model, with the asset
returns being generated by a proprietary model. The following items were calculated

stochastically:

(i)
(ii)

(i)
(iv)
v

Guaranteed annuity option reserves
The reserves required in addition to asset share to meet guaranteed

benefits

Future retentions at maturity where payouts of less than 100% of
asset share are being targeted (this applies to the risk capital margin

only)

Future profits and losses where amounts payable upon surrender are
less or more than asset share

The value of future guarantee charges deducted from asset share

The calculations were carried out using a risk neutral approach.

Early Retirements

For Personal Retirement Policies the stochastic model does not allow for lapses in
the period from the earliest possible retirement age up to normal retirement date.
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Such contracts allow benefits to be taken, with a guaranteed annuity rate at any age
after 50 (60 for some earlier series). The use of a nil lapse rate after age 50 is
considered to make suitable allowance for this early retirement option. For
Retirement Plans a guaranteed annuity rate is not available on early retirements.

The calculations allow for the assumed expenses of paying the annuity.

The assumption is made that policyholders elect to take a proportion of their benefits
as cash where permitted.

Cost of Smoothing

The small amount of smoothing cost was determined deterministically as the excess
of the projected actual payouts over the projected target payouts.

For pensions policies the smoothing cost allows for any guaranteed annuity rates that
will be provided on the overpayment.

Actual payouts at the valuation date are compared with target payouts.

Where there is currently an overpayment relative to the target, the assumption is
made that payouts will be cut at 4 monthly intervals, the first cut being 4 months after
the valuation date. The assumption is that payouts can be cut by up to 5% at any
one change and 15% over 12 months until the target is reached. Projected maturity
payouts are obtained for this calculation.

(b) (i) In the stochastic model, no projections are carried out on individual
policy data.

(i) All of the contracts are valued on a grouped basis. However, the
values for the with-profits benefits reserve are calculated on an individual
basis and added to the data file before the data is grouped.

(iii) For each product type separate model points are initially created for
each combination of year of commencement and year of maturity. For
unitised with-profits bonds the spilit is by commencement month.

This grouping allows for the asset mix associated with each cohort of
business. It is aligned with the way in which bonus rates are declared on the
business — actual terminal bonus rate calculations are based on specimen
policies split out in the same way, i.e. by product type, year of
commencement and year of maturity, although at quinquennial rather than
annual intervals with monthly cohorts for unitised with-profits bonds.

The initial model point files outlined above are then more heavily grouped to
improve the run times in the stochastic model by amalgamating some of the
smaller model points that were not making a significant contribution to the
overall results. In order to test that this heavier grouping did not materially
affect the results, 3,000 simulations were run at both levels of grouping and
the results differed by less than 1.0% for the guaranteed annuity rate less
than 1.2% for non-guaranteed annuity rate reserves.

One class of group unitised with-profits pensions business representing

approximately 4% of with-profits liabilities is modelled as if it was an
equivalent amount of similar individual pensions business.
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Guaranteed annuity option liabilities were calculated assuming that all lives
are male. This approach is conservative given the mortality tables used in the
valuation and the nature of the guarantees given.

Significant Changes

There have been no significant changes since the previous valuation.

4
(@)

Where:

Further Information on Stochastic Approach

(i) The guarantees and options being valued using a full stochastic
approach are described in paragraph 6 (2) (a) above. The following tables
give an indication of the extent to which the guarantees are in or out of the
money at the valuation date. The table shows the percentage of the with-
profits benefits reserve (including miscellaneous profits and losses) for each
product that falls within each band. The bands are defined below.

% Asset Share Band A Band B Band C Band D

Endowments & Whole Life 0.0% 0.1% 0.1% 99.8%
Direct Written Pre 1997 Bonds 0.0% 0.0% 0.0% 100.0%
Conventional Pensions 0.6% 0.3% 0.6% 98.5%
Unitised With Profit Pensions 0.0% 0.0% 18.5% 81.5%
UWPB - Strong Guarantee 58.8% 0.0% 0.0% 41.2%

— Weak Guarantee 0.0% 0.0% 0.0% 100.0%

Band A Contracts would need to earn >10% p.a. (higher for shorter]

terms) on the equities & property backing their asset share to
meet the maturity guarantee

Band B

Contracts need to earn between 7.5% and 10% p.a. (higher for
shorter terms) on the equities & property backing their asset
share to meet the maturity guarantee

Band C

Contracts need to earn between 5% and 7.5% p.a. (higher for
shorter terms) on the equities & property backing their asset
share to meet the maturity guarantee

Band D

Contracts need to earn <5% p.a. on the equities & property

backing their asset share to meet the maturity guarantee

(i) The asset returns in the stochastic model were generated by a
proprietary model licensed from Barrie & Hibbert. The asset classes modelled
are UK equities, overseas equities, UK property, UK corporate bonds and UK
gilts.

Interest Rate

UK gilt returns are modelled using a gilts + 10bps calibration in an Annual
LIBOR Market Model. The Government Nominal Bond yield curve is a direct
input into the model.

The calibration at the valuation date was as follows:
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Term Govt. + 10bp Model Difference
(Model - Market bp)
1 0.97% 0.97% 0)
2 1.60% 1.60% 0
3 2.19% 2.19% 0
4 2.70% 2.70% 0
5 3.13% 3.13% 0
7 3.75% 3.75% 0
10 4.35% 4.35% 0
15 4.80% 4.80% 0
20 4.86% 4.86% 0
25 4.79% 4.79% 0

The volatility within the model is calibrated to the market implied volatility for
at the money swaptions (for 20 year swaps). The calibration at the valuation
date is as follows:

Term Market Implied Model Difference
Volatility {Model - Market bp)

1 20.70 23.20 250

2 19.30 20.30 100

3 17.90 18.70 80

4 16.70 17.70 100

5 15.90 17.10 120

7 14.70 16.20 150

10 14.10 15.10 100

15 14.60 13.80 (80)

20 14.40 12.70 (170)

25 14.00 11.90 (210)

30 13.00 11.30 (170)

Equities and Property

Excess returns over risk free on UK equities, overseas equities and property
are modelled using separate (but correlated) lognormal models. The equity
model uses a local volatility surface calibrated to market implied volatilities for
a range of strikes and maturities. Volatilities are assumed to be constant

beyond quoted strikes and maturities.

The split between UK and overseas equities was 69%/31%. The asset model
was calibrated by reference to the implied volatility of FTSE100 options for a
range of strikes (from 0.8 to 1.2) and maturities of up to 10 years. All strikes
are expressed as a proportion of at-the-money.

Implied volatility data (%) at the valuation date is shown below:

Market
Strike
Term 0.8 0.9 1 1.1 1.2
1 29.10 25.88 22.89 20.29 18.28
3 28.75 26.78 24.92 23.17 21.59
5 28.43 26.74 25.26 24.04 23.11
10 28.67 27.57 26.57 25.65 24.83

586




Phoenix With-Profits Fund

Model
Strike
Term 0.8 0.8 1 1.1 1.2
1 24.43 24.33 24.35 24.40 24 .47
3 28.15 27.10 26.22 25.42 24.73
5 28.04 27.16 26.32 25.53 24.82
10 28.00 27.36 26.79 26.29 25.83
Beyond 10 years the estimated volatility implied by the model calibration rises
as follows:
Sirike
Term 0.8 0.9 1 1.1 1.2
15 28.36 27.87 27.41 27.00 26.66
20 28.69 28.29 27.93 27.61 27.33
Difference (Model — Market) %
Strike
Term 0.8 0.9 1 1.1 1.2
1 (4.67) (1.54) 1.46 4.11 6.19
3 (0.60) 0.31 1.30 2.25 3.14
5 (0.40) 0.42 1.06 1.49 1.71
10 (0.67) (0.22) 0.23 0.63 1.00

There are no tests against market traded instruments for properties since
there are no such instruments. A best estimate has therefore been used of
15% constant volatility.

Corporate bond

Corporate bond returns are modelled using the extended Jarrow-Lando-
Turnbull model. This describes bond prices in terms of a real-world transition
matrix, which gives the probability of a transition to each credit rating over one
year. Risk neutral transition probabilities are assumed to vary stochastically.
The transition matrix is consistent with best estimates based on historic data
of long term transition probabilities and spread volatilities and corporate bond
prices. The model was fitted to a sample of predominantly investment grade
sterling corporate bonds.

The asset model uses a credit transition matrix. The fit of the model is
targeted to the market spread on a 7 year A rated bond only. Credit
derivatives are not used to derive market implied transition probabilities.

The following are examples of observed correlations of year 10 returns from
the scenarios used (ZCB = zero coupon bond):
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Output Correlations @ Year 10
Cash| Equities; Property]Overseas] 5yr Govi 15yl Syr Corp 15yr Syr index 15y1]
Equities; ZCB| Gowvi ZCB Comp} Linked Index
ZCB ZCB| ZCBj Linked
ZCB
Cash| 1 0.09 0.18]  (0.03) 0.64 (0.59) 0.38) (0.52) 0.74] 0.34
Equities 1 0.1 0.30 0.16] 0.01 0.53 0.22 012l 0.4
Property| 1 0.10 0.11  (0.11) 011  (0.07) 0.19 0.11
Overseas equities 1 0.13 0.13 0.21 0.18 0.09 0.20
Byr Govt ZCB 1 0.07] 0.65| 0.09 0.56} 0.33
15yr Govt ZCB| 1 0.08 0.90] (0.40) (0.06),
5yr Corp ZCB, 1 0.38 0.35 0.25)
15yr Corp ZCB 1 (0.34) (0.01)
5yr Index Linked ZCB 1 0.78
15yr Index Linked ZCB 1
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UK initial equity yield: 3.44%

UK initial property rental yield: 4.30%

v)
(vi)

Not applicable — there are no significant territories other than the UK.

The following table shows the outstanding guarantees analysed by

term. In addition, the guarantees in column B have a guaranteed annuity rate
at vesting at various strike rates as shown below.

Term to | Guaranteed Benefit| Guaranteed Benefit| No MVA Guarantee
maturity (Policies with no | (Policies with GAR) £m
{vears) GAR) £m £m
A B C
1-5 1191 154 336
6-10 458 149 0
11-15 403 113 0
16-20 287 52 0
21-25 237 27 0
26-30 89 6 0

Specimen cash option rates per £100 p.a. pension for annuities guaranteed
five years and payable monthly in advance:

Cash Option £
Retirement Age Male Female
Retirement Plan 60 1,000 1,100
65 900 1,000
70 800 900

Specimen minimum rates per £1,000 cash for annuities with no guarantee
period and payable yearly in arrears:

Annuity £ p.a.
Retirement Age Male Female
Personal 60 T 77.24 67.77
Retirement Plan 65 89.98 76.79
70 108.28 89.64
75 128.88 104.03

Calibration of the asset model to market data is shown, where available, in
paragraph 6 (4) (a) (ii) above.

(vii)

Barrie & Hibbert asset model as follows:

Comprehensive tests are carried out on the output produced by the

For UK and Overseas equities and for UK property the average (over the
simulated scenarios) of the discounted present values of projected asset
values (with income reinvested) have been verified to be acceptably close to
unity ~ the martingale property. '

The same test has been undertaken for 15-year zero-coupon gilts and for 4
classes of zero-coupon corporate bonds with terms of 1, 5, 10, 15, 20, 25 and
30 years. Departures from unity in the average discounted present values
have not had a significant impact on the valuation result.
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Zero coupon bond yields calculated from the model cash output have been
verified to match yields calculated from input Government spot rates and
initial spot rates output from the model at time zero within an acceptable error
margin.

For UK equity options verification has been made, within acceptable limits,
that the option prices calculated from the model output and converted into
implied volatilities using the Black-Scholes formula reproduce the expected
volatility surface.

Verification has also been made, within acceptable limits, that implied
volatilities calculated from the simulation model output reproduce the market
volatility term structure for 20 year at the money swaptions.

(viiy  The assets and liabilities have been computed using 3,000 (1,500
antithetic pairs of) simulated scenarios. This results in standard errors in the
calculated yield curve of less than 1 basis point for terms 1- 30 years.

For a 10-year at the money (based on the forward price) UK equity put option
at a strike of 1.0, the standard error of the estimated option price represents
3.6% of its calculated value.

Similarly, for a range of swaptions with maturities between 5 and 25 years on
underlying 20 year swaps the standard errors in the calculated prices
represent, typically, 1.3% of these prices.

Not applicable
Not applicable

Management Actions

No scenario specific management actions are assumed to take place in the
stochastic model. However the model allows for the investment strategy as
follows: '

a) Sales of property and equity during the next valuation year to bring the
actual asset mix into balance with the strategic target.

b) Close matching by outstanding term of fixed interest assets to
liabilities by means of a swap overlay.

c) An internal delta-hedge for equities and property which has an effect in
the stress scenario.

d) Reduction in equity/property backing ratios as policies near their
guarantee date for all products except the weak guarantee Unitised
With-Profits Bonds.

e) Policy classes are assumed not to move from the guarantee-related
asset mix band to which they are allocated at the valuation date,
although in practice some changes will occur in more extreme
stochastic scenarios.
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Existing market value adjustment policy will continue to be applied, i.e. market
value adjustments are allowed for on surrender of unitised with-profits
business, but with a “floor” based on a discounted value of the no market
value adjustment guarantee.

Reversionary bonus rates will remain at current levels in future years.
Future miscellaneous surplus will be nil.

Charges made to asset shares for guarantees will continue in the future at the
levels for the next valuation year.

(b) The following table shows the equity backing ratio at the valuation date and
best estimate equity backing ratio in 5 years and 10 years time for the
following scenarios, together with the reversionary bonus rates for the
accumulating with-profits business:

(i) The investment return on all assets over the relevant period is based
on the forward rates derived from the risk-free interest rate curve as
calibrated to at the valuation date;

(ii) As for (i) but with the risk-free interest rate curve increased across the
period by 17.5% of the long-term gilt yield;

(iii) As for (i) but with the risk-free interest rate curve decreased across the
period by 17.5% of the long-term gilt yield;

Current Current Current
Valuation Date |Valuation Date | Valuation Date
Plus 5 years | Plus 10 years
% UK & Overseas Equities i 32% 36% 35%
ii Unchanged Unchanged Unchanged
ii Unchanged Unchanged Unchanged
Reversionary bonus rates on accumulating with-profits
Unitised With-Profits Bond i Strong Strong Strong
Guarantee . Guarantee Guarantee
0.5% 0.5% 0.5%
Weak Weak Weak
Guarantee Guarantee "~ Guarantee
1% 1% 1%
ii Nil Nil Nil
iii Nil Nil Nil
Unitised With-Profits Pensions i 1% 1% 1%
ii Nil Nil Nil
fii Nil Nil Nil
PPF i 0.1% 0.1% 0.1%
ii Nil Nil Nil
iii Nil Nil Nil

Derivative contracts do not have any significant impact on the figures shown.

592




Phoenix With-Profits Fund

(6) Persistency Assumptions

The surrender and paid-up rates are:

Product Average surrender / paid-up rate
for the policy years

1-5 6-10 11-15 16-20

CWP savings endowment Surrender | 10.40% | 11.80% | 5.00% | 5.00%

CWP target cash endowment Surrender | 10.40% | 11.80% | 5.00% | 5.00%

UWP bond Surrender | 3.60% | 10.40% | 10.00% | 10.00%
UWP bond Automatic see see see see

withdrawals | below below below below

CWP pension regular premium PUP 3.00% | 3.00% | 3.00% | 3.00%

CWP pension regular premium Surrender 4.00% | 4.00% | 4.00% | 4.00%

CWP pension single premium Surrender 7.00% | 7.00% | 7.00% | 7.00%

UWP individual pension regular premium [PUP 5.00% | 5.00% | 5.00% | 5.00%

UWP individual pension regular premium |Surrender 5.00% | 6.60% | 9.00% | 9.00%

UWP individual pension single premium |[Surrender 2.00% | 2.00% | 2.00% | 2.00%

For Personal Retirement Plans the assumption is that there will be no surrenders
after age 50 on the grounds that they would then be able to take their retirement
benefits.

Policies that are taking automatic withdrawals are assumed to continue to do so at
the current rates.

Current and future paid-up policies are assumed to lapse at the same rate as
premium paying policies.

For Personal Retirement Plans lives under age 65 at the valuation date are assumed
to retire at age 65; otherwise they are assumed to retire at 75 (or the maximum
retirement age under the contract, if earlier).

There is no other allowance for early retirements.

Take up Rates of Guaranteed Annuity Options

The assumed proportion of cash in each scenario is dynamic according to the
following formula:

Cash =Min(L,(Max(10%,(CxF)))x(1—Min(¢,T)/ SxT))
where

F = R.k(j)xlOO x R(i—j—k(j))xlOOx(ABS(i— -J)>semirange)

and

k(j)=i—Min(Max(j,i —semirange),i + semirange)

where
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Overall limit on cash proportion - set it to 1.25 x C

L
C Current experience assumption
F

rates become more valuable.

R Reduction factor that applies outside of central “plateau” range (R=2/3)

R Reduction factor that applies within central “plateau” range (R'=0.9)

k(j) Interim calculation variable depending on i,j, and semirange

semirange Central “plateau” assumed to apply over a range from (i-semirange) to (i
+ semirange). Set at 1%.

t Time in years from the valuation date

T Period over which a decline in cash is recognised due to longevity
making guaranteed annuity rates more valuable (T=30)

S Amount of longevity decline (S=3 so that cash declines by 1/3 over T
years)

i Average 20 year interest rate over the period used to set the current

experience assumption. This is 4.52% at the valuation date

J 20 year gilt rate at maturity for the particular scenario

Annuitant Mortality
Deferred pension contracts (post vesting) include guaranteed annuity options.

The mortality assumption for annuities in possession arising from the exercising of
guaranteed annuity options is 5% higher than that described in Appendix 9.4,
paragraph 4 (4).

(7) Policyholders’ Actions

Modelled policyholder behaviour is static, i.e. it does not vary between the different
stochastic simulations apart from guaranteed annuity rate take up rates, which vary
according to the formula in paragraph 6 (6) above.

7. FINANCING COSTS
The fund has no financing costs as at the valuation date.
8. OTHER LONG-TERM INSURANCE LIABILITIES

No amounts have been included in Line 46 of Form 19. The amount shown in Line 47
of Form 19 is made up as follows:

£m
Mortgage Endowment Compensation Resene 4.6
Additional Guaranteed Annuity Option Reserne 1.0
Future projects and issues 22.7
GAO Project - Correcting errors in payments 7.9
Other * 15.1
Total 51.2

*

Consisting of: UISL VAT reserve, a reserve for the costs falling outside the
Management Services Agreement, a redundancy reserve, TCF reserve, a Solvency I
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provisions, a provision for Project Oscar manual controls, a reserve for the Strachan
product review project and a reserve for other special costs.

9. REALISTIC CURRENT LIABILITIES

The reconciliation of the realistic current liabilities to the regulatory current liabilities
is:

£m
Regulatory current liabilities 386.4
+ Future tax adjustment (16.6)
+ Additional tax on shareholder transfers 5.7
Realistic current liabilities 375.6

(a) Future Tax Adjustment

The realistic balance sheet calculations assume that tax will be payable in relation to
the realistic proportion of life business. In reality the tax is calculated by reference to
statutory liabilities. An approximate adjustment is made to allow for the fact that
future tax will be based on the statutory life proportion rather than the realistic life
proportion.

This adjustment as at the valuation date amounted to an asset of £16.6m.

(b) Additional Tax on Shareholder Transfers

An allowance is made for the additional tax arising on transfers to shareholders in
respect of life business. This is calculated as a percentage of the present value of
future transfers to shareholders in respect of life business.

The liability as at the valuation date amounted to £5.7m.

10. RISK CAPITAL MARGIN
(a) The risk capital margin is nil.

(i) The market risk scenario assumes that equities fall by 20% and real
estate falls by 12.5%. The equity fall and the property fall were the
more onerous scenarios.

(ii) The nominal change in yields for fixed interest securities for the
purpose of the market risk scenario is 0.78%. This is consistent with a
rise or fall of 17.5% in the long term gilt yield. A rise in yields is the
more onerous scenatio.

(iii) The average change in spread is 2.03%. Changes in market values
are:

(a) (7.27)% for bonds
(b) Not applicable
(c) Not applicable
(d) Not applicable
(e) 7% for swaps.
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The average change in persistency experience is a 32.5% reduction in
future lapse and paid-up rates. The overall percentage change in the
realistic value of liabilities from applying the persistency stress is
0.07%.

The change in asset value in (iii) is materially independent of the
change in liability values in (iv).

In the stress scenarios the following additional assumptions are made:
Reversionary bonus rates will be reduced to nil

The future projects and issues reserve will be increased from £22.7m
to £29.2m.

The impact of the combined stress will be partially offset by increasing
guarantee charges. An introduction of an exit charge of 1% of asset
share on terminations is assumed.

Furthermore, it is assumed that the planned benefit enhancements will
be reduced by £124.0m, resulting in £nil working capital under the
stressed conditions.

These actions are consistent with the PPFM and investment strategy.

The effect on the risk capital margin of assuming reduced reversionary
bonuses is a reduction of £35.0m and of introducing a 1% exit charge
is a reduction of £16.5m.

No changes would apply to the table in paragraph 6 (5) (b) if the
management actions were taken

The requirements of INSPRU 1.3.188(R) would be met if the actions
described in paragraph 10 (b) (i) were integrated into the projection of
assets and liabilities.

The risk capital margin is covered by the assets of the long-term fund
and the value of future profits on non-profit business.

The scheme for the funds merger as at 31 December 2008 includes a
provision that in the event that the value of the assets of any with-
profits fund falls below the regulatory minimum support will be
provided to that fund by way of a loan arrangement from the Non-
Profit Fund or the Shareholders Fund to the extent that the Board
determines there are assets in those funds available to make such a
loan.

Tax on assets backing the with-profits benefits reserve for BLAGAB business is
charged to those asset shares approximately and allowance is made for relief on

expenses.

Tax on any future policy related liabilities for BLAGAB business is allowed for in
determining those liabilities.
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An approximate adjustment is made to allow for any differences between the tax
calculated as described and the tax expected on a corporate basis. The adjustment
is calculated within the stochastic model.

12. DERIVATIVES

At the valuation date the fund had a number of significant positions in interest rate
swaps, swaptions and spreadlocks.

The interest rate swaps are held in connection with the fixed interest portfolio and are
used to improve the matching between the assets and the liabilities against changes
in the yield curve for the long-term fund as a whole.

The interest rate swaptions are held in respect of the guaranteed annuity rate
liabilities. Receiver swaptions are held to cover part of the guaranteed annuity rate
liability where the with-profits benefits reserve is invested in equities or property.
Payer swaptions are held where the with-profits benefits reserve is invested in fixed
interest assets and the expected annuity benefit arising is matched by fixed interest
investments. The quantum of swaptions held is based on a prudent assessment of
future guaranteed annuity rate liabilities taking account of expected future lapse rates
and take up rates. The duration and tenor of the swaptions corresponds broadly with
the liabilities. The strike rates for the receiver swaptions are 5%. The strike rates for
the payer swaptions vary according to the rate at which it is expected the cash option
will become more valuable than the guaranteed annuity rate allowing for future
improvements in mortality.

The spreadlocks are held in order to hedge against market risk.

The swaps, swaptions and spreadlocks are wholly sterling denominated. As at the
valuation date, the swaps had a value of £(54.3)m, the swaptions had a value of
£23.9m and the spreadlocks had a value of £37.0m.

The counterparties to the swaps, swaptions and spreadlocks are approved credit
institutions. Variation margin (collateral) arrangements are in place under both the
swaps and swaptions. In addition the swaps provide for initial margins by both
parties. '

697



Phoenix With-Profits Fund

13. ANALYSIS OF WORKING CAPITAL

The movement in working capital over the twelve months to the valuation date is

shown in the following table.

£m

Opening working capital 0.0
Write back planned benefit enhancements to zeroise working capital 130.4
Revised opening working capital 130.4
Opening adjustments 34.0
Restated opening working capitai 164.4
Investment return on working capital 6.3
Mismatch profits and losses 217.1
Assumption changes

- Non-economic 12.5

- Economic (11.0)

- Policyholder actions 3.0
impact of new business 0.0
Other Variances

- Non-economic 36.3

- New provisions 6.6

- Unexplained 8.8
Closing working capital before zeroisation 443.8
Planned benefit enhancements to zeroise working capital (443.8)
Closing working capital 0.0

The following table shows a breakdown of the liabilities shown on line 47 Form 19 at

the start and end of the year:

£m

Current Valuation

Previous Valuation

Mortgage Endowment Compensation Reserve 4.6 5.0
Additional Guaranteed Annuity Option Reserve 1.0 2.6
Future projects and issues 22.7 26.2
GAO Project - Correcting errors in payments 7.9 15.0
Other 15.1 7.9
Total 51.2 56.7

The following table shows a breakdown of the liabilities shown on line 51 Form 19 at

the start and end of the year:

£m Current Valuation Previous Valuation
Accounting Liabilities 386.4 546.6
Future Tax Profit (16.6) (19.2)
Additional Tax on Shareholders' Transfers 5.7 5.0
Total 375.6 532.4

14. OPTIONAL DISCLOSURE

None made.
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90% WITH-PROFITS FUND
2. ASSETS

(1) Economic Assumptions For Valuing Non-Profit Business

The economic assumptions used to calculate the value of future profits on non-profit
business are as follows:

Current Valuation Previous Valuation
Fixed Interest Investment return 4.55% 3.84%
Risk discount rate 4.55% 3.84%
RPI Inflation 3.58% 2.54%
Expense inflation 5.98 (Swiss) /5.58%(Bula) 3.94%

(2) Amount Determined Under INSPRU 1.3.33(2)(R)
Not applicable

(3) Valuation Of Contracts Written Qutside The Fund
Not applicable

(4) Different Sets Of Assumptions

Not applicable

(5) De Minimis Limit

Not applicable — the assumptions in (1) relate to all non-profit business within the
With-Profits Fund.
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3. WITH-PROFITS BENEFITS RESERVE LIABILITIES

(1) Calculation Of With-Profits Benefits Reserve

Product Type Method With-profits | Future policy
benefits related
reserve liabilities

£m £m

SLUK Industrial Branch business Prospective 21.2 2.6

conventional WL and EA

SLUK Ordinary Branch business Retrospective 56.7 5.4

conventional WL and EA

SLUK Ordinary Branch business Retrospective 40.6 5.1

unitised pensions

BULA conventional life business Retrospective 41.3 4.7

BULA pension contracts with guaranteed Retrospective 1.4 1.8

annuity rate option

Total 140.1 17.1

Form 19 Line 31 140.1

Form 19 Line 49 17.1

(2)

Correspondence With Form 19

The above totals reconcile to lines 31 and 49 of Form 19.

3)

Not applicable as all products have been disclosed.

(4) Types Of Products

With-Profits Benefits Reserves Below De Minimis Limit

The level of disclosure in the table above corresponds to material groupings of
contracts offering significant variances in policyholder benefits. For example,
contracts with and without guaranteed annuity options are identified separately.

4. WITH-PROFITS BENEFITS RESERVE —~ RETROSPECTIVE

METHOD
Q)

Retrospective Methods

(a) All contracts have been calculated on an individual policy basis.

(b) No contracts have been valued on a grouped basis.

(c) Not applicable as no contracts have been valued on a grouped basis.

()

Significant Changes To Valuation Method

(a) There have been no significant changes in the method of calculating the with-

profits benefits reserve.
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(b) No policies were valued using approaches more approximate than used for
the previous valuation.

(3) Expense Allocation

For each with-profits fund, the basis of allocating expenses to that fund during the
financial year in question is described in note 4006 to Form 40.

The expenses charged to the with-profits fund are fixed amounts per policy inforce,
inflating each year and / or an amount per premium received plus investment
expenses. Additional expenses may be charged for any additional project or
enhanced services provided to the with-profits fund.

(a) The previous expense investigation was carried out in respect of the financial
year ended 31 December 2008.

(b) Expense investigations are carried out in respect of each financial year.
Interim investigations are carried out during financial years for use in interim
valuations.

(c) The expenses charged to the with-profits benefits reserve are the amounts
per policy and / or per premium and for some business the investment
expenses.

The expenses charged to with-profits fund in addition to those allocated to the
with-profits benefits reserve comprise:

additional project and one-off costs not charged to asset shares;
expenses in respect of with-profits policies that were in force at the
previous financial year end and no longer in force at the current financial
year end;

expenses in respect of non-profit policies;

investment expenses not charged to asset shares;

prior year adjustments; and

balance between aggregation of the amounts charged to assets shares
and the items identified above and the aggregate amount allocated to the
fund.

The expenses allocated to the with-profits benefits reserve and the residual
balance charged to the with-profits fund during the financial year were:

ltem £'000
(i) | expenses charged to with-profits benefits 379
reserve
(i) | other expenses other project costs 232
charged to the | exiting with-profits 39
fund policies
non-profit policies 183
other investment 91
expenses
prior year adjustment 0
balance 29
(ii) | Total expenses 953
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(4) Significant Charges

Charges for cost of guarantees, cost of capital are not charged to with-profits benefit
reserves.

(5) Charges For Non-Insurance Risk

No charges were deducted from the with-profits funds for non-insurance risk.

(6) Ratio Of Claims To Reserves

The average percentage of the ratio of total claims paid on with-profits insurance
contracts compared to the sum of the with-profits benefits reserve for those claims
plus any past miscellaneous surplus attributed to the with-profits benefits reserve
less any miscellaneous deficit attributed to the with profits benefits reserves in
respect of those claims, for the three preceding financial years is:

Former Bula (ex ACI) business

Average total with-profits claims ratio for financial year
2009 2008 2007 Overall
101% 104% 101% 102%

(7) Allocated Return

The investment return before tax and expenses allocated to the with- profits benefit
reserve in respect of the financial year in question is:

e for former Bula (ex ACl) business: 11.97%

5. WITH-PROFITS BENEFITS RESERVE - PROSPECTIVE
METHOD

(1) Key Assumptions

A prospective method has been used for ex SLUK Industrial branch
with-profits whole life business.

Bonus rates on with-profits whole life business are the same as the bonus rates on
endowments for the same term. A bonus reserve valuation is used to determine the
with-profits benefits reserve, where:

e The bonus rates are the supportable bonus rates determined from the relevant
product, and

e The economic assumptions are consistent with the supportable bonus rates

The assumptions underlying this method are as follows:
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Ex SLUK IB excl
Pioneer Mutual and

Pioneer Mutual with|Stamford with

cash bonuses

cash bonuses

Stamford
Discount Rate p.a. 6.15% 6.15% 6.15%
Investment Return p.a.
Fixed Interest 2.46% 2.46% 2.46%
Equities 2.46% 2.46% 2.46%
Expense Assumptions
Investment Expense p.a. | 0.10% 0.10% | 0.10%
Per policy Expenses
Per Annum £0.41 £0.41 £0.41
Per Premium 30.00% 30.00% 30.00%
Expense Inflation p.a. 5.98 (Swiss) 5.98 (Swiss) 5.98 (Swiss)
/5.58%(Bula) /5.58%(Bula) /5.58%(Bula)
Bonus Assumptions
Reversionary Bonuses
On Basic Sum Assured | 4.50% | 9.00% | 2.25%

Future terminal bonus rates vary by duration in force (at time of payment) and the

actual year of payment.
There are no lapses.

(2
Not applicable

Different Sets Of Assumptions
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6. COSTS OF GUARANTEES, OPTIONS AND SMOOTHING
(1) De Minimis Limit
Not applicable

(2) Valuation Method For Guarantees etc.

Cost of Smoothing |Extent of No of No of model
Guarantees & |Cost Grouping Individual points
Options policies
SLUK UWP |Variation of See below All business in 8,274 8,274
Black-Scholes this group
formula
All other Stochastic See below All business in 129,856 5,811
business model this group

(a) Cost of Guarantees & Options

The costs of guarantees are determined using two models. The ex-SLUK
UWP pension business is uses Black-Scholes formulae. All other business
uses a stochastic model. The asset returns being generated by a proprietary
model. The following items were calculated stochastically:

(iii) The reserves required in addition to asset share to meet guaranteed
benefits;

(iv) Future profits where amounts payable upon surrender are less than
asset share.

The calculations were carried out using a risk neutral approach.

Cost of Smoothing

There is no significant cost of smoothing and this has been taken to be zero.
All business has been modelled assuming future payouts of 100% of asset
share.

(b) () In the stochastic model, no projections are carried out on individual
policy data.

(ii) The model uses grouped policy data. However, the values for the with-
profits benefits reserve are calculated on an individual basis and added to the
data file before the data is grouped.

(iii) For each product type we split the data initially by bonus series. We
then create separate model points for each combination of year of
commencement and year of maturity

This grouping is aligned with the way in which we declare bonus rates on our
business (our actual terminal bonus rate calculation are based on specimen
policies split out in the same way i.e. product type, year of commencement and
year of maturity although at quinquennial rather than annual intervals).
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No significant attributes of the contracts should be lost with this low level of
grouping.

Grouping Validations

It is impractical to attempt to validate, using the stochastic model, projections
that use grouped data against projections that use individual data. Instead,
comparisons are carried out using deterministic projections.

Comparison is made of the present value of key variables as well as
progression of these variables over a period of up to 40 years. The
comparison includes items such as asset shares, mathematical reserves,
claims outgo and premium income, split by product type as necessary. Where
material discrepancies arise, these may result in grouping being revisited.

Guaranteed annuity option liabilities for the ex-BULA pension contracts were
calculated on a prudent deterministic basis, given the low volume of these. In
addition, when calculating the cost of guarantees stochastically, the initial
guaranteed sum assured has been increased to reflect the presence of the
guaranteed annuity option.

The stochastic model assumes compound bonus only. The majority of the ex

SLUK business participates in simple bonus only so the guarantee cost is
overstated. This is not significant given the small guarantee cost overall.

Significant Changes

There have been no significant changes since the previous valuation.

@
(@)

Further Information On Stochastic Approach

(i) The guarantees and options being valued using a full stochastic approach
are described in 6(2)(a) above.

The following table gives an indication of the extent to which the
guarantees are in or out of the money at the valuation date. For the
various product types the with profits benefit reserve is shown along with
the guaranteed sum assured plus bonuses payable on death/maturity and
the sum of the difference where the guarantees are higher.

Product type With-profits benefit| Sum assured plus| Sum of positive
reserve bonuses B-A

(A) (B)

£m £m
SLUK IB 21.2 6.5 -
SLUK OB CWP 56.7 45.9 0.3
BULA Life 41.3 38.6 1.5
BULA Pensions 1.4 2.6 1.3

(i) The asset returns in the stochastic model were generated by a
proprietary model purchased from Barrie & Hibbert. The asset classes
modelled are UK equities, overseas equities, UK property, UK corporate
bonds and UK gilts.
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Interest Rate

UK gilt returns are modelled using gilts + 10bps calibration in an Annual
LIBOR Market Model. The Government Nominal Bond yield curve is a direct
input into the model.

The calibration at the valuation date was as follows:

Term Govt. + 10bp Model Difference
{(Model - Market
bp)
1 0.97% 0.97% 0
2 1.60% 1.60% 0
3 2.18% 2.19% 0
4 2.70% 2.70% 0
5 3.13% 3.13% 0
7 3.75% 3.75% 0
10 4.35% 4.35% 0
15 4.80% 4.80% 0
20 4.86% 4.86% 0
25 4.79% 4.79% 0

The volatility within the model is calibrated to the market implied volatility for
at the money swaptions (for 20 year swaps). The calibration at the valuation
date is as follows:

Term Market Implied Model Difference
Volatility {(Model - Market

bp)

1 20.70 23.20 2500

2 19.30 20.30 1000

3 17.90 18.70 800

4 16.70 17.70 1000

5 15.90 17.10 1200

7 14.70 16.20 1500

10 14.10 15.10 1000

15 14.60 13.80 -800

20 14.40 12.70 ~1700

25 14.00 11.90 -2100

30 13.00 11.30 -1700

Equities and Property

Excess returns over risk free on UK equities, overseas equities and property
are modelled using separate (but correlated) lognormal models. The equity
model uses a local volatility surface calibrated to market implied volatilities for
a range of strikes and maturities. Volatilities are assumed to be constant
beyond quoted strikes and maturities.

The split between UK and overseas equities was 67%/33%. The asset model
was calibrated by reference to the implied volatility of FTSE100 options for a
range of strikes (from 0.8 to 1.2) and maturities of up to 10 years. All strikes
are expressed as a proportion of at-the-money.

Implied volatility data (%) at the valuation date is shown below:
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Market

Strike
Term 0.8 0.9 1 1.1 1.2
1 29.10 25.88 22.89 20.29 18.28
3 28.75 26.78 24.92 23.17 21.59
5 28.43 26.74 25.26 24.04 23.11
10 28.67 27.57 26.57 25.65 24.83
Model

Strike
Term 0.8 0.9 1 1.1 1.2
1 24.43 24.33 24.35 24.40 24.47
3 28.15 27.10 26.22 25.42 24.73
5 28.04 27.16 26.32 25.43 24.82
10 28.00 27.36 26.79 27.00 25.83

Beyond 10 years the estimated volatility implfed by the model calibration rises

as follows:
Strike
Term 0.8 0.9 1 1.1 1.2
15 28.36 27.87 27.41 27.00 26.66
20 28.69 28.29 27.93 27.61 27.07
25 0.00 0.00 0.00 0.00 0.00
30 - 0.00 0.00 0.00 0.00 0.00
Difference (Model — Market) %
Strike
Term 0.8 0.9 1 1.1 1.2
1 -4.67 -1.54 1.46 4.11 6.19
3 -0.60 0.31 1.30 2.25 3.14
5 -0.40 0.42 1.06 1.49 1.71
10 -0.67 -0.22 0.23 0.63 1.00

There are no tests against market traded instruments for properties since there
are no such instruments. A best estimate has therefore been used of 15%
constant volatility.

Corporate bond

Corporate bond returns are modelled using the extended Jarrow-Lando-
Turnbull model. This describes bond prices in terms of a real-world transition
maitrix, which gives the probability of a transition to each credit rating over one
year. Risk neutral transition probabilities are assumed to vary stochastically.
The transition matrix is consistent with best estimates based on historic data
of long term transition probabilities and spread volatilities and corporate bond
prices. The model was fitted to a sample of predominantly investment grade
sterling corporate bonds.
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The following are examples of observed correlations of year 10 returns from
the scenarios used (ZCB = zero coupon bond):

Output Correlations @ Year 10

Cash| Equities} Property] Overseas| 5y 15y1 By 15yn Syr 15y1]
Equitiesiy Govlf Govl] Corpi Corp] Indexi Index

ZCB ZCB| ZCB ZCB] Linked Linked
ZCB| ZCB

Cash 1 0.09 0.15 -0.03 064 -059 038 -052 0.74 0.34

Equities 030 016 0.01 0.53 0.22 0.12 0.14

Propertyj 0.08 -0.09 0.08 -0.06 0.15 0.09

Overseas equities 0.13 0.13 0.21 0.18 0.09 0.20

Syr Govt ZCB| 007 065 0.09 0.56 0.33

15yr Govt ZCB| 0.08 0.90 -0.40 -0.06

Syr Corp ZCB| 0.35 0.25

15yr Corp ZCB| -0.34  -0.01

Syr Index Linked ZCB 0.78
15yr Index Linked ZCB 1
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(iv) UK initial equity yield: 3.44%

UK initial property rental yield: 4.30%
(v) Not applicable — there are no significant territories other than the UK.
0.46% of the guaranteed benefit is in relation to Eire policies
(vi)  The following table shows the outstanding guarantees analysed by
outstanding term. The SLUK IB business is nearly all whole life and the

term has been taken as the term to age 110.

Ouistanding| SLUKIB | SLUK OB |BULA Life| BULA
term CWp Pengions
{vears) £m £m £m £m
1-5 0.0 40.2 32.8 1.5
6-10 0.2 3.8 1.2 0.5
11-15 0.4 0.1 1.1 0.5
15+ 5.9 1.7 3.5 3.5

Calibration of the asset model to market data is shown, where
available, in paragraph 6 (4) (a) (ii) above.

(vi)  Comprehensive tests are carried out on the output produced by the
Barrie & Hibbert asset model as follows:

For UK and Overseas equities and for UK property the average (over the
simulated scenarios) of the discounted present values of projected asset
values (with income reinvested) have been verified to be acceptably close to
unity — the martingale property.

The same test has been undertaken for 15-year zero-coupon gilts and for 4
classes of zero-coupon corporate bonds with terms of 1, 5, 10, 15, 20, 25 and
30 years. Departures from unity in the average discounted present values
have not had a significant impact on the valuation result.

Zero coupon bond yields calculated from the model cash output have been
verified to match yields calculated from input Government spot rates and
initial spot rates output from the model at time zero within an acceptable error
margin.

For UK equity options verification has been made, within acceptable limits,
that the option prices calculated from the model output and converted into
implied volatilities using the Black-Scholes formula reproduce the expected
volatility surface.

Verification has also been made, within acceptable limits, that implied
volatilities calculated from the simulation model output reproduce the market
volatility term structure for 20 year at the money swaptions.

(vii) The assets and liabilities have been computed using 3,000 (1,500

antithetic pairs of) simulated scenarios. This results in standard errors in the
calculated yield curve of less than 1 basis point for terms 1- 30 years.

610



90% With-Profits Fund

For a 10-year at the money (based on the forward price) UK equity put option
at a strike of 1.0, the standard error of the estimated option price represents
2.3% of its calculated value.

Similarly, for a range of swaptions with maturities between 5 and 25 years on
underlying 20 year swaps the standard errors in the calculated prices
represent, typically, 1.3% of these prices.

(b) Not applicable
(c) Not applicable

(5) Management Actions

(a) No scenario specific management actions are assumed to take place in the
stochastic model.

(6) Persistency Assumptions

The surrender and paid-up rates are:

Product Average surrender / paid-up rate
for the policy years

1-5 6-10 | 11-15 | 16-20
CWP savings endowment Surrender 7.0% 7.0% | 7.0% | 7.0%
CWP target cash endowment Surrender | 4.0% | 4.0% | 4.0% | 4.0%
CWP pension regular premium PUP 0.0% 0.0% | 0.0% | 0.0%
CWP pension regular premium Surrender 0.0% 0.0% | 0.0% | 0.0%
UWP individual pension regular premium |PUP 5.0% 50% | 5.0% | 5.0%
UWP individual pension regular premium_|Surrender 5.0% 50% | 5.0% | 5.0%
UWP individual pension single premium __|Surrender 5.0% 50% | 5.0% | 5.0%

(7) Policyholders’ Actions

No such assumptions were made.

7. FINANCING COSTS

The fund has no financing costs as at the valuation date.

611



90% With-Profits Fund

8. OTHER LONG-TERM INSURANCE LIABILITIES

No amounts have been included in Line 46 of Form 19. The amount shown in Line 47
of Form 19 is made up as follows:

£m

Future shareholder transfers not deducted from asset share 3.2
Provision for underpayment of SLUK ordinary branch terminal bonus 1.5
Future shareholder transfers from planned enhancements to with-profits 1.1
benefit reserve

Additional provision for tax on shareholder transfers 0.3
Future investment expenses not deducted from asset share 0.4
Future tax adjustment -1.6
Total 4.8

9. REALISTIC CURRENT LIABILITIES

The realistic current liabilities are taken to be the same as the regulatory current

liabilities.

10. RISK CAPITAL MARGIN

(a) The risk capital margin is nil.

@i)

(ii)

(i)

(a)
(b)
(c)
(d)
(e)

(iv)

v)

The market risk scenario assumes that equities fall by 20% and real
estate falls by 12.5%. The equity fall and the property fall were the
more onerous scenarios.

The nominal change in yields for fixed interest securities for the
purpose of the market risk scenario is 0.72%. This is consistent with a
rise or fall of 17.5% in the long term g||t yield. A rise in yields is the
more onerous scenario.

The average change in spread is 1.46%. Changes in market values
are:

(7.56)% for bonds
Not applicable
Not applicable
Not applicable
Not applicable.

The average change in persistency experience is a 32.5% reduction in
future lapse and paid-up rates. The overall percentage change in the
realistic value of liabilities from applying the persistency stress is
0.04%.

The change in asset value in (jii) is materially independent of the
change in liability values in (iv).
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(b) (i) In the stress scenarios the following additional assumption is made:
Reversionary bonus rates will be reduced to nil in stages over the next
two years.

(i) Since there is no risk capital margin, the effect of assuming reduced
reversionary bonuses is zero. Working capital is reduced by £0.8m

iii) No changes would apply to the table in paragraph 6 (5) (b) if the
management actions were taken

(iv)  The requirements of INSPRU 1.3.188(R) would be met if the actions
described in paragraph 10 (b) (i) were integrated into the projection of
assets and liabilities.

(c)

(i) The risk capital margin is covered by the assets of the long-term fund

and the value of future profits on non-profit business.

(i) The scheme for the funds merger as at 31 December 2008 includes a
provision that in the event that the value of the assets of any with-
profits fund falls below the regulatory minimum support will be
provided to that fund by way of a loan arrangement from the Non-
Profit Fund or the Shareholders Fund to the extent that the Board
determines there are assets in those funds available to make such a
loan.

11. TAX

Tax on assets backing the with-profits benefits reserve for BLAGAB business is
charged to those asset shares approximately and allowance is made for relief on
expenses.

Tax on any future policy related liabilities for BLAGAB business is allowed for in
determining those liabilities.

An approximate adjustment is made to allow for ény differences between the tax
calculated as described and the tax expected on a corporate basis. The adjustment
is calculated within the stochastic model.

12. DERIVATIVES

There are no major positions of derivative contracts held in the Fund.
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13. ANALYSIS OF WORKING CAPITAL
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The movement in working capital over the twelve months to the valuation date is

shown in the following table.

£m

Opening working capital 0.0
Write back planned benefit enhancements to zeroise working capital 3.3
Revised opening working capital 3.3
Opening adjustments 0.1
Restated opening working capital 3.4
Investment return on working capital 0.9
Mismatch profits and losses 6.9
Assumption changes

- Non-economic 0.6

- Economic

- Policyholder actions
Impact of new business
Other Variances

- Non-economic 0.2

- New Provisions (0.7)

- Unexplained 0.6
Closing working capital before zeroisation 11.8
Planned benefit enhancements to zeroise working capital (11.8)
Closing working capital 0.0

The following table shows a breakdown of the liabilities shown on line 47 Form 19 at

the start and end of the year:

Current Previous
£m valuation valuation
Future shareholder transfers not deducted from asset 3.2 2.8
share
Future shareholder transfers from planned 1.1 1.5
enhancements to with-profits benefit reserve
Additional provision for tax on shareholder transfers 0.3} 0.3
Future investment expenses not deducted from asset 0.4 0.4
share
Future tax adjustment {(1.6) (0.1)
Total 4.8§ 5.1

The following table shows a breakdown of the liabilities shown on line 51 Form 19 at

the start and end of the year:

Current Previous
£m valuation valuation
Provisions Taxation 0.0 0.0
Creditors Taxation 0.5 1.0
Creditors Other 17.9 5.4
Accruals and Deferred income 0.05 0.0
Total 18.5 6.5

14. OPTIONAL DISCLOSURE

None made
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100% WITH-PROFITS FUND

On 1 January 2009 the ex-SLUK Life Unitised With-Profits business that was in the
fund was transferred to the 90% With-Profits Fund. The amount of assets transferred
was set equal to the value of realistic liabilities at that date.

2. ASSETS

(1) Economic Assumptions For Valuing Non-Profit Business

Not applicable as there is no non-profit business valued in the 100% With-Profits
Fund.

(2) Amount Determined Under INSPRU 1.3.33(2)}(R)
Not applicable

(3) Valuation Of Contracts Written Outside The Fund
Not applicable

(4) Different Sets Of Assumptions
Not applicable

(5) De Minimis Limit
Not applicable
3. WITH-PROFITS BENEFITS RESERVE LIABILITIES

(1)  Calculation Of With-Profits Benefits Reserve

Product Type Method - With-profits Future
benefits policy
reserve related

liabilities
£m £m

Premium Paying Endowments (PAL) Retrospective 11.4 60.9

Paid Up Endowment (PAL) Retrospective 0.7 3.2

Whole Life Premium Paying (PAL) Prospective 6.4 29.4

Whole Life - Paid Up (PAL) Prospective 1.2 5.6

Other 3.7 3.7

Total 23.5 102.8

Form 19 Line 31 23.5

Form 19 Line 49 102.8

(2) Correspondence With Form 19

The above reconciles to lines 31 and 49 of Form 19.

(3) With-Profits Benefits Reserves Below De Minimis Limit

The amount categorised as “Other” above falls within the de minimis limit.
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(4) Division Of Portfolio

In the above table, the following classes have similar bonus declaration
characteristics:

® Premium Paying Endowments (PAL)
® Paid Up Endowment (PAL)
o Whole Life Premium Paying (PAL)
® Whole Life - Paid Up (PAL)
Other business is distinct from these classes.

4. WITH-PROFITS BENEFITS RESERVE - RETROSPECTIVE
METHOD

(1) Retrospective Methods

(a) All contracts have been calculated on an individual policy basis.
(b) No contracts have been valued on a grouped basis.
(c) Not applicable as no contracts have been valued on a grouped basis.

(2) Significant Changes to Valuation Method

(a) There have been no significant changes in the method of calculating the with-
profits benefits reserve.

(b) Not applicable.

(3) Expense Allocation

(a) The previous expense investigation was carried out in respect of the current
financial year.

(b) Expense investigations are carried out annually.

(c)
ltem £m
(i) linitial Expenses Nil -
(i) |Maintenance Expenses 0.23
(iii) |Method Average expense charge deducted
(iv) 1Expenses charged other than to with- Nil
profits benefits reserve

Since the company is closed to new business (apart from contractual increments
etc.), there are no material initial expenses.

Investment expenses are allowed for by deducting the fees payable to the company’s
investment manager for managing the assets from the investment return credited to
asset shares.

(4) Significant Charges

There are currently no guarantee charges taken from asset shares for these funds.
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(5) Charges For Non-Insurance Risk

Not applicable

(6) Ratio Of Claims To Reserves

Average ratio of total claims to asset shares:

Year Ratio of claims to | Ratio of claims
asset shares (ex- | to asset shares
PAL) {ex SLUK)
Previous year -1 735% 100%
Previous year 763% 100%
Current year 679% 100%

(7) Allocated Return

The average rates of investment return (before tax) added for the year to the
valuation date are:

Type of business Investment
Return
Premium Paying Endowmentis (PAL) 16.68%
Paid Up Endowment (PAL) 16.68%
5. WITH-PROFITS BENEFITS RESERVE — PROSPECTIVE
METHOD

(1) Key Assumptions

The discount rate used is consistent with the investment return used in determining
supportable bonus rates. Hence, the risk free rates are not directly relevant to the
calculation of the prospective with-profits benefits reserves.

The rates are shown in the table below:

Premium Paying Paid Up

Discount Rate p.a. 3.00% 3.00%
Investment Return p.a. 3.00% 3.00%
Expense Assumptions
Investment Expense p.a. 0.10% 0.10%
Per Policy Expenses p.a. £56.01 £56.01
Expense Inflation p.a. 7.38% 7.38%
Bonus Assumptions
Reversionary Bonuses

On Basic Sum Assured 5.00% 5.00%

On Accrued Bonuses 8.00% 8.00%
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Future terminal bonus rates vary by duration in force at time of payment. Sample
terminal bonus rates are as follows:

Elapsed Term in Years Terminal Bonus Rate
10 526%
15 618%
20 805%
25 1056%
30 1496%
35 2630%
40 4333%

There are no assumed lapse rates.

(2) Different Sets Of Assumptions
Not applicable

6. COSTS OF GUARANTEES, OPTIONS AND SMOOTHING
(1) De Minimis Limit
Not applicable

(2) Valuation Method Used To Caiculate The Costs Of Guarantees

(a) Cost of Guarantees & Options

Since the transfer of ex-SLUK Life Unitised With-Profits pensions business
the costs of guarantees are no longer calculated within this Fund.

Cost of Smoothing

There is no significant cost of smoothing and this has been taken to be zero.
All business has been modelled assuming future payouts of 100% of asset
share. ’

(3) Significant Changes

There are no changes in methods or assumptions since the previous valuation.

(4) Further Information On The Approach Used To Calculate The Cost
Of Guarantees

Following the transfer of ex-SLUK Life Unitised With-Profits pensions business,
information from this section is now presented in the corresponding section of
Appendix 9.4A of the 90% With-Profits Fund.

(5) Management Actions

We do not assume any specific management actions take place during the projection
of assets and liabilities.

(6) Persistency Assumptions

Following the transfer of ex-SLUK Life Unitised With-Profits pensions business,
surrender and paid-up assumptions are no longer required.
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(7) Policyholders’ Actions

No such assumptions were made.

7. FINANCING COSTS

There are no financing arrangements.

8. OTHER LONG-TERM INSURANCE LIABILITIES

The amount shown in Line 47 of Form 19 is made up as follows:

£m
Potential future tax liabilities 3.7
Total 3.7

This total of these additional reserves is the value in line 47 of Form 19. Line 46 is
zero.

9. REALISTIC CURRENT LIABILITIES

The realistic current liabilities are set equal to the regulatory current liabilities.

10. RISK CAPITAL MARGIN
(a) The risk capital margin is nil.

(M The market risk scenario assumes that equities fall by 20% and real
estate falls by 12.5%. The equity fall and the property fall were the
more onerous scenarios.

(i) The nominal change in yields for fixed interest securities for the
purpose of the market risk scenario is 0.78%. This is consistent with a
rise or fall of 17.5% in the long term gilt yield. An increase in yields is
the more onerous scenario.

(iii) The average change in spread is 1.50%. Changes in market values
are:

(a) (8.52)% for bonds
(b) not applicable
(c) not applicable
(d) not applicable
(e) not applicable
(iv) Not applicable.

v) The change in asset value in (iii) is materially independent of the
change in liability values in (iv).

(b) (i) In the stress scenarios an assumption is made that:

Terminal bonus rates are changed such that the revised estate is
extinguished.
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(ii) Under the most onerous stress, the risk capital margin is reduced by
£6.2m by changing the terminal bonus rates.

(iii) Not applicable.

(iv)  The requirements of INSPRU 1.3.188(R) would be met if the actions
described in paragraph 10 (b) (i) were integrated into the projection of
assets and liabilities.

(c) (i) The risk capital margin is covered by the assets of the long-term fund.

(i) The scheme for the funds merger as at 31 December 2006 includes a
provision that in the event that the value of the assets of any with-
profits fund falls below the regulatory minimum, support will be
provided to that fund by way of a loan arrangement from the Non Profit
Fund or the Shareholders’ Fund to the extent that the Board
determines there are assets in those funds available to make such a
loan.

11. TAX

Tax on assets backing the with-profits benefits reserve for BLAGAB business is
charged to those asset shares approximately and allowance is made for relief on
expenses.

Tax on any future policy related liabilities for BLAGAB business is allowed for in
determining those liabilities.

12. DERIVATIVES

There are no major positions of derivative contracts held in the Fund.

620
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100% With-Profits Fund

The movement in working capital over the twelve months to the valuation date is

shown in the following table.

£m

Opening working capital 0.0
Write back planned benefit enhancements to zeroise working capital 111.4
Revised opening working capital 1114
Opening adjustments 0.0
Restated opening working capital 111.4
Investment return on surplus 4.2
Mismatch profits and losses 15.0
Assumption changes

- Non-economic 0.0

- Economic 0.0

- Policyholder actions 0.0
Impact of new business 0.0
Other Variances

- Claim payouts above asset share (17.5)

- Change in provisions (1.9)

- Other traced (11.3)

- Unexplained (0.9)
Closing working capital before zeroisation 89.1
Planned benefit enhancements to zeroise working capital 99.1
Closing working capital 0.0

The following table shows a breakdown of the liabilities shown on line 47 of Form 19

at the start and end of the year:

£m Current Valuation | Previous Valuation
Potential future tax charges 3.7 4.8
Total 3.7 4.8

The following table shows a breakdown of the liabilities shown on line 51 of Form 19

at the start and end of the year:

£m Current Valuation | Previous Valuation
Claims outstanding 4.8 6.1
Deferred tax provision 0.0 0.0
Provisions - Other risk and charges 0.1 0.1
Creditors - Direct insurance business 0.0 0.1
Creditors taxation 3.6 1.7
Creditors other 10.3 11.3
Total 18.7 19.4

14. OPTIONAL DISCLOSURE

None made.
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SCOTTISH MUTUAL WITH-PROFITS FUND
2. ASSETS
(1) Economic Assumptions For Valuing Non-Profit Business
There is no material amount of non-profit business.

(2) Amount Determined Under INSPRU 1.3.33(2)(R)
Not applicable.

(3) Valuation Of Contracts Written Outside The Fund
Not applicable.

(4) Different Sets Of Assumptions
Not applicable.

(5) De Minimis Limit
Not applicable.
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3. WITH-PROFITS BENEFITS RESERVE LIABILITIES

(1) Calculation Of With-Profits Benefits Reserve

The with-profits benefits reserve and the future policy related liabilities for the
different classes of business are shown in the following table:

Product Type Method With-profits Future
benefits policy
reserve related

liabilities
£m £m

CWP- Life Retrospective 235 55

CWP- Life Prospective 26 5

UWP- Life Retrospective 490 88

Life Total 752 148

CWP Pensions with GAQ Retrospective 316 155

CWP Pensions with GAO Prospective 24 13

CWP Pensions with GCO Retrospective 222 215

Group Full Profit Prospective 141 20

Other DA Prospective 127 30

UWP Pensions, 0% Retrospective 248 40

UWP Pensions, 4% Retrospective 387 89

Pensions Total 1,464 560

Total 2,216 708

(2) Correspondence With Form 19

The above reconciles to lines 31 and 49 of Form 19.

(3) With-Profits Benefits Reserves Below De Minimis Limit

Not applicable: the table in (1) covers all products in the Fund.

(4) Types Of Products

The level of disclosure in the table above corresponds to material groupings of
contracts offering significant variances in policyholder benefits. For example,
contracts with and without guaranteed cash options and guaranteed annuity options
are identified separately and unitised with-profits business is separated from
conventional with-profits business. Unitised with-profits pensions business is split
between that with a guaranteed minimum bonus and that without.

4. WITH-PROFITS BENEFITS RESERVE — RETROSPECTIVE
METHOD

(1) Retrospective Methods

(a) All contracts have been calculated on an individual policy basis.
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Scottish Mutual With-Profits Fund

No contracts have been valued on a grouped basis.
Not applicable as no contracts have been valued on a grouped basis.

Significant Changes To Valuation Method

There have been no significant changes in the method of calculating the with-
profits benefits reserve.

No policies were valued using approaches more approximate than used for
the previous valuation.

Expense Allocation

Expenses are equal to the fixed policy fee charged by Pearl Group
Management Services for the provision of administration services, as set out
in the management services agreement.

Expense investigations (reviews of the management services agreement) are
carried out annually.

The expenses for the business for the year to the valuation date were:

item £m
(i) Initial Expenses " 0.104
(i) Maintenance Expenses 3.595
Investment Expenses 0.622
(iii) Method Average expense charge deducted
(iv) Expenses charged other than to with- 0.000
profits benefits reserve 2 )

! Since the company is closed to new business (apart from contractual increments
etc.) the initial expenses are negligible.

2 No amounts were charged to the fund in relation to one-off and project costs.

Investment expenses were deducted from the with-profits benefits reserve at a rate
of 0.135% p.a.
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(4) Significant Charges

There is a hedge asset in place to cover a substantial part of the guarantees within
the fund. The costs of rebalancing this hedge are charged to the with-profits benefits
reserve. Asset share enhancements together with these charges are combined with
the resulting percentage reduction in the with-profits benefits reserve shown in the
following tables.

Asset Share Group Current valuation Previous Valuation
CWP Life (0.49)% (0.30)%
CWP Pensions (0.48)% (0.30)%
UWP Life 1.13% (0.16)%
UWP Pensions 1.13% (0.16)%
Asset Share Group Current valuation Previous Valuation
UWP GBP SMi Bond 1.13% (0.16)%
UWP USD SMi Bond 1.21% 0.00%
UWP EUR SMi Bond 0.94% (0.07)%

(5) Charges For Non-Insurance Risk

Annual management charges deducted from the fund in respect of unitised with-
profits business amounted to £17.65m over the period.

(6) Ratio Of Claims To Reserve

The average ratio of total claims to asset shares for the current (and two previous)
years was:

Year Ratio of claims to asset
shares

Previous year -1 98.2%

Previous year 98.1%

Current year 110.7%

(7) Allocated Return

The same gross investment return is allocated to the with-profits benefits reserve for
all UK contracts in the fund. Similarly, the same gross investment return is allocated
to all EU contracts in the fund. Investment returns for the full year (gross of tax) are:

Product Type Investment Return
UK business 12.19%
EU business 9.71%
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5. WITH-PROFITS BENEFITS RESERVE - PROSPECTIVE

METHOD

(1) Key Assumptions

Prospective methods have been used for with-profits whole life business and for

some conventional pensions, as shown in paragraph 3 (1).

With-Profits Whole Life Business

The with-profits benefits reserve is determined using a bonus reserve valuation with

the following assumptions:

Economic Assumptions

Discount Rate p.a. (net of investment expense) 3.92%
Investment Return p.a. (net of investment expense) 3.92%
Expense Assumptions

Investment Expense p.a. 0.135%
Per Policy Expenses p.a. (premium-paying) £40.53
Per Policy Expenses p.a. (paid-up) £28.37
Expense Inflation p.a. 4.58%
Bonus Assumptions

Reversionary Bonus Rate 0.00%
Terminal Bonus Rate See below
Decrements

Mortality 73% AMO2
Persistency Nil

Future terminal bonus rates vary by duration in force at time of payment.

terminal bonus rates are as follows:

Term Rate
5 8%
10 8% .
15 12%
20 29%
25 30%
30 45%
35 81%
40+ 143%
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& R 3

Conventional Pensions Business

The with-profits benefits reserve is determined using a gross premium valuation with
the following assumptions:

Other
Group Full Deferred With-Profit ‘
Profit Annuity Annuity | Other Annuity
Economic Assumptions
Discount Rate p.a. (net) 3.75% 3.75% 3.80% 3.80%
Investment Return p.a. (net) 3.75% 3.75% 3.80% 3.80%
Expense Assumptions
Investment Expense p.a. 0.14% 0.14% 0.14% 0.14%
Per policy - premium-paying 52.85 52.85 26.78 52.85
Per policy - paid up 0.00 37.00 0.00 0.00
Expense Inflation p.a. 5.58% 5.58% 5.58% 5.58%
Bonus Assumplions
Reversionary Bonus 000% | 000% | 1.80% | 0.00%

No terminal bonus is assumed and there is no allowance for lapses or mortality.
(2) Different Sets Of Assumptions

Not applicable.

6. COST OF GUARANTEES, OPTIONS AND SMOOTHING
(1) De Minimis Limit

The cost of smoothing is nil as all benefits are based on unsmoothed asset shares.

(2) Valuation Methods For Guarantees etc.

Summary details of the business with guarantees are given in the following table:

Cost of Extent of | No of Individual] No of model
Guarantees & Grouping policies points
Options
All business Stochastic model All business 334,150 3,481

a) Cost of Guarantees & Options

The costs of guarantees are determined using a stochastic model, with the
asset returns being generated by a proprietary model. The following items
were calculated stochastically:

() Guaranteed annuity option reserves;

(ii) Guaranteed cash option reserves;

(iii) The reserves required in addition to asset share to meet guaranteed
benefits.

Guaranteed annuity options allow policyholders to convert a funded cash sum
into an annuity on guaranteed terms. Guaranteed cash options allow

policyholders to convert a funded annuity benefit into a lump sum on
guaranteed terms.

The calculations were carried out using a risk neutral approach.
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(c)
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Scottish Mutual With-Profits Fund

(i) In the stochastic model, no projections are carried out on individual
policy data.

(i) All of the contracts are valued on a grouped basis. However, the
values for the with-profits benefits reserve are calculated on an individual
basis and added to the data file before the data is grouped.

(iii) Policies are grouped according to product code, annuity factor,
terminal bonus series, reversionary bonus series, early retirement option
indicator, pension code and product class. They are also split into bands by
policy term and according to the degree by which the guarantees are in or out
of the money.

The values of guarantees are estimated using closed form approximations
before and after grouping. These are compared to ensure that the model
points are a good representation of the individual policy data

The cost of options and guarantees for a small number of residual policies is
approximated using a proxy contract which has been modelled accurately.
The model points for the proxy contract are scaled such that in aggregate the
policy count, asset share and guaranteed benefits are equal to the total
values for these approximately modelled policies.

Significant Changes

There have been no significant changes to the process since the previous valuation.

(4)
()

Further Information on Stochastic Approach

(i) The stochastic model is used to value the following guarantees and
options:

e No negative terminal bonus guarantees at maturity and death within
conventional with-profits contracts.

¢ Market value reduction-free spot maturity guarantees within unitised
with-profits contracts.
Guaranteed annuity options on conventional with-profits contracts.
Guaranteed cash options on conventional with-profits contracts.

Of these, the guaranteed annuity options and market value reduction-free
guarantees are “in the money” at the valuation date. For the other guarantees,
the extent to which they are “in the money” depends on duration and policy
size.

(ii) The asset returns in the stochastic model were generated by a
proprietary model licensed from Barrie & Hibbert. The asset classes modelled
are UK equities, UK property, UK corporate bonds, UK gilts, EU equities, EU
corporate bonds and EU gilts.

Interest Rate

UK gilt returns are modelled using a gilts + 10bps calibration in a monthly
LIBOR Market Model. The Government Nominal Bond yield curve is a direct
input into the model. Euro gilt returns are modelled in a similar fashion based
on the closest equivalent to the Government Nominal bond yield curve.
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The calibration at the valuation date was as follows:

LIBOR
GBP EUR
Term | Govt. + 10bp | Model | Difference | Govi. + 10bp | Model | Difference
{bps) {equivalent) {bps)

1 0.97% 0.97% 0 0.97% 0.97% -0
2 1.60% 1.60% 0 1.44% 1.43% 0

3 2.19% 2.19% 0 1.95% 1.96% -1

4 2.70% 2.70% 0 2.40% 2.40% -0
5 3.13% 3.13% 0 2.73% 2.73% 0

7 3.75% 3.75% 0 3.25% 3.25% 0
10 4.35% 4.34% 1 3.81% 3.81% 0
15 4.80% 4.80% 0 4.33% 4.35% -1
20 4.86% 4.86% 0 4.50% 4.52% -1
25 4.79% 4.79% 0 4.56% 4.57% -1

The volatility within the model is calibrated to the market implied volatility
based on the time-inhomogeneous version of the Libor Market Model. The

calibration at the valuation date is as follows:

Swaption Implied Volatility

GBP EUR

Term | Market (%) |Model (%)| Difference | Market (%) |Model (%)| Difference

(bps) (bps)
1 20.70 20.52 -18 21.00 21.94 94
2 19.30 18.40 -90 20.50 19.58 -92
3 17.90 17.70 -20 19.00 18.66 -34
4 16.70 17.01 31 18.20 17.88 -32
5 15.90 16.42 52 17.40 17.53 13
7 14.70 15.50 80 16.30 16.94 64
10 14.10 14.64 54 15.60 16.10 50
15 14.60 13.72 -88 16.20 14.91 -129
20 14.40 12.90 -150 17.40 14.15 -325
25 14.00 12.08 -192 17.50 13.07 -443
30 13.00 11.46 -154 16.50 12.38 -412

Inflation is modelled as the difference between the nominal and real yield
curves. Real interest rates are modelled using a two-factor Vasicek model,
which is calibrated to be consistent with GBP and EUR index linked
government bond prices as at 31 December 2009.
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Equities and Property

Excess returns over risk free rates on UK equities, overseas equities and
property are modelled using separate (but correlated) lognormal models.
Separate equity models are used for UK and Euro equities and each model
uses a local volatility surface calibrated to market implied volatilities for a
range of strikes and maturities. Volatilities are assumed to be constant
beyond quoted strikes and maturities.

The UK asset model was calibrated by reference to the implied volatility of
FTSE 100 options for a range of strikes (from 0.8 to 1.2) and maturities of up
to 10 years. All strikes are expressed as a proportion of at-the-money.

Implied volatility data (%) at the valuation date is shown below:

Market (%)
Strike

Term 0.8 1 1.2
1 29.10 22.89 18.28
2 28.65 24.25 20.75
3 28.75 24.92 21.59
5 28.43 25.26 23.11
10 28.67 26.57 24.83
Model (%)

: Strike
Term 0.8 1 1.2
1 29.79 24.81 20.88
2 29.26 25.68 22.56
3 29.46 26.47 23.66
5 28.73 26.50 24.60
10 28.08 26.63 25.41

Difference (Model — Market) bps

Strike
Term 0.8 1 1.2
1 69 192 260
2 61 143 181
3 71 155 207
5 30 124 149
10 -59 6 58
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The Euro asset model was calibrated by reference to the implied volatility of
Eurostoxx 50 options for a range of strikes (from 0.8 to 1.2) and maturities of
up to 20 years. All strikes are expressed as a proportion of at-the-money.

Implied volatility data (%) at the valuation date is shown below:

Market (%)

Strike
Term 0.8 1 1.2
1 30.96 24.91 20.99
2 30.42 26.03 22.63
3 30.32 26.76 23.91
5 30.61 27.44 24.70
10 30.83 28.59 26.68
Model (%)

Strike
Term 0.8 1 1.2
1 30.54 26.36 23.21
2 29.99 27.01 24.28
3 30.13 27.69 25.43
5 29.96 28.25 26.69
10 30.48 29.30 28.41
Difference (Model ~ Market) bps

Sirike
Term 0.8 1 1.2
1 -42 145 222
2 -43 98 165
3 -19 93 152
5 -65 81 -+ 199
10 -35 71 173

There is no investment in property within the fund and so property volatilities
are not relevant.

Corporate bond

Corporate bond returns are modelled wusing the extended
Jarrow-Lando-Turnbull model. This describes bond prices in terms of a real-
world transition matrix, which gives the probability of a transition to each credit
rating over one year. Risk neutral transition probabilities are assumed to vary
stochastically. The transition matrix is consistent with best estimates based on
historic data of long term transition probabilities and spread volatilities and
corporate bond prices. The model was fitted to a sample of predominantly
investment grade sterling corporate bonds.

The asset model uses a credit transition matrix. The fit of the model is
targeted to the market spread on a 7 year A rated bond only. Credit
derivatives are not used to derive market implied transition probabilities.
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The following are examples of observed correlations of year 10 returns from
the scenarios used (ZCB = zero coupon bond):

Qutput Correlations @ Year 10

Cash | Equities | Overseas | 5yr 15yr Syr 15yr

Equities | Govt | Govt { Corp | Corp

Z2CB | ZCB | ZCB ZCB
Cash 1 -0.14 -0.18 -0.83 | -0.80 | -0.76 } -0.76

Equities 1 0.13 0.16 | 0.14 | 0.30 0.26
Qverseas equ]ﬁeos 1 0.17 0.17 0.18 0.17
Syr Govt ZCB| 1 0.97 | 0.90 0.91
15yr Govt ZCB o1 0.87 0.93
5yr Corp ZCB| 1 0.96
15yr Corp ZCB 1

Nominal foreign exchange rates are modelled as the combination of real
exchange rates and inflation rates where real exchange rates follow a mean-
reverting process and are calibrated to the long-term best estimates derived
by Barrie & Hibbert.
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(iv) The equity dividend yields used for the UK and Euro business are:
UK initial equity yield: 3.44%;
EU initial equity yield: 3.90%.

v) The following table shows (for K=1 only) for the risk free rate and lines
1 and 2 for the Eurozone, the only economy outside the UK to which the fund
has significant asset exposure. They are denominated in euros and based on
3000 scenarios.

Asset Type (EU Assets) ‘ K=1

n Duration 5 15 25 35
Strike price per €1m 1,144,151 | 1,893,462 | 3,055,489 | 4,828,926
Annualised compound

r equivalent of the risk free rate 2.73% 4.35% 4.57% 4.60%

1 Risk-Free Coupon Bond 874,011 528,133 327,280 207,085

2 ESTOXX (p=1) 247,907 432,523 526,366 620,719

(viy  The fund has significant hedge instruments that form a close match, in
aggregate, to the liabilities of the fund. The hedge instruments include equity
put options and swaptions. The following table compares the market prices
(on a mid basis) for these instruments to the values obtained using the asset
model.

Outstanding Term Options (£) Swaptions (£)
(Years) Market Model Market Model
1-5 33,641,012 35,742,284 5,640,541 8,031,302
6-10 24,920,604 26,407,451 | 18,514,117 | 26,369,396
11-15 24,111,166 25,009,902 | 18,730,201 | 25,545,425
16-20 16,169,051 16,458,335 | 18,902,720 | 23,856,889

Note that the modelled results in the above table are produced using a gilis+10
based calibration for consistency with the approach to valuing the liabilities. If a
swaps-based calibration is used (which would be consistent with how the market
would price these contracts) the discrepancy between the market and modelled

values is significantly smaller.

(b)

(vii) The asset models of each main asset class have been validated by
comparing the net present value of a 40-year projection of the future
cashflows under the asset, including capital gains and losses, with the current
value of the asset.

This was done for each of the dominant economies in which the fund has
assets invested, namely the UK and the EU. At 3000 scenarios and significant
durations (short to medium terms), the difference between the average net
present value of each asset class of each economy and the current asset
value was close (i.e. not statistically significant). This confirms that the total
return for relevant assets is a martingale and risk neutral.

(viiii The assets and liabilities have been computed using 3000 (1500
antithetic pairs of) simulated scenarios. At 1000 scenarios, the cost of options
and guarantees converges to +£4.6m at a 95% confidence interval. When the
number of scenarios is increased to 3000, the cost of options and guarantees
converges to +£2.6m.

Not applicable.
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(c) Not applicable.

(5) Management Actions

(a)

(b) Not applicable.

(6) Persistency Assumptions

The surrender and paid-up rates are:

Scottish Mutual With-Profits Fund

No management actions were assumed in calculating the working capital.

Product Average Surrender/Paid-up rate for
the policy years
1-5 6-10 11-15 16-20
CWP Savings Endowment Surrender 4.00% | 4.00% | 4.00% | 4.00%
CWP Target Cash Endowment Surrender 4.00% | 4.00% | 4.00% | 4.00%
UWP Bond Surrender 26.00% | 30.80% | 15.00% | 15.00%
CWP Pension Regular Premium Surrender 5.00% | 5.00% | 5.00% | 5.00%
CWP Pension Single Premium Surrender 2.00% | 2.00% | 2.00% | 2.00%
UWP Indiv Pension Regular Premium {Surrender 5.20% | 7.80% | 9.00% | 9.00%
UWP Indiv Pension Single Premium Surrender 14.00% | 20.00% | 16.00% | 16.00%

Take-up Rates of Guaranteed Annuity Options

The assumed take-up rate varies with the degree of “money-ness” of the option,
where this is defined as (market annuity rate / guaranteed annuity rate) at the

retirement date.

Moneyness Upper Limit (%)| Take-up Rate (%)
100 0
140 67
160 85
9999 95

Take-up Rates of Guaranteed Cash Options

The assumed take-up rate varies with the degree of “money-ness” of the option,
where this is defined as (GCO factor / market annuity factor) at the retirement date.

Take-up Rate (%) Take-up Rate (%)
Moneyness Upper Limit (%) IP Pensions MP Pensions
60 5 5
90 10 30
100 25 30
9999 100 100
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Annuitant Mortality
Deferred pension contracts (post vesting) include guaranteed annuity options.

The mortality assumption for annuities in possession arising from the exercising of
guaranteed annuity options is 5% higher than that described in Appendix 9.4,
paragraph 4 (4).

(7) Policyholders’ Actions

Exercise of MVR-free options

The rate at which these options are exercised varies with the degree of “money-ness”
of the option, where this is defined as (asset share / face value of units) at the
MVR-free date. For the UK business (excluding the SMI Euro Bond) the rates are:

Moneyness Upper Limit (%)] Take-up Rate (%)
75 100
90 75
100 25
9999 0

For the SMi Euro bond the rates are:

Moneyness Upper Limit (%) | Take-up Rate (%)
75 100
90 85
100 25
9999 0

7. FINANCING COSTS

The fund has no financing costs as at the valuation date.
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8. OTHER LONG-TERM INSURANCE LIABILITIES
No amounts have been included in Line 46 of Form 19.

The amount shown in Line 47 of Form 19 is composed of the present value of future
transfers to shareholders and technical provisions.

Technical provisions of £14.8m were held in the Fund at the valuation date. No such’
provisions were held in the Fund at the previous valuation.

The provisions held at the valuation date are shown in the table below:

Data Provision 3.8
Future Litigation Costs 4.5
Project and Other Costs 4.9
VAT provision for potential charges from external outsourcers 0.6
Costs falling outside MSAs 0.3
Solvency il 0.7
Strachan Policy Review 0.0
Total Additional Reserves 14.8

9. REALISTIC CURRENT LIABILITIES

The realistic current liabilities are obtained from the regulatory value by adjusting to
allow for recoverable deferred tax assets. The reconciliation of the realistic current
liabilities to the regulatory current liabilities is:

£m
[Regulatory current liabilities 382.5
- Recoverable deferred tax asset -0.6
- Recoverable tax on excess E -0.1
Realistic current liabilities ) 381.8
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10. RISK CAPITAL MARGIN

(@) The risk capital margin is nil.

(i

(ii)

(i)

(a)
(b)
(c)
(d)
(e)

(iv)

v)

The market risk scenario assumes that equities fall (rise) by an
amount which depends on the territory in question:

% Change in Equity Markets %

UK and "Non-significant" Overseas Holdings 20.00
Europe 20.00
USA 20.00

The equity fall is the more onerous scenario.

Note that the fund holds no real estate and so the stress of property
values was not applicable.

The nominal change in yields for fixed interest securities for the
purpose of the market risk scenario again depends on the territory in
question:

Nominal change in vields on fixed interest Nominal Change in | % change in long
securities Yields term gilt yield
UK and "Non-significant" Overseas Holdings 0.78% 17.50%
Europe 0.69% 17.50%

USA 0.71% 17.50%

A rise in yields is the more onerous scenario.

The average change in spread is 0.68%. Changes in market values
are:

(4.13)% for bonds;
Not applicable;
Not applicable;
Not applicable;
Not applicable.

The average change in persistency experience is a 32.5% reduction in
future lapse and paid-up rates. The overall percentage change in the
realistic value of liabilities from applying the persistency stress is
2.13%.

The change in asset value in (iii) is materially independent of the
change in liability values in (iv).
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(b) There is a collateral promise on the unitised with-profits business under which
the cost of conventional with-profits guarantees must not be borne by unitised
with-profits policyholders. However, planned enhancements arising on either
unitised with-profits or conventional with-profits business may be used to
reduce any deficit arising in the other category having first covered their own
deficit.

() In the stress scenarios the following additional assumption is made:

The planned benefit enhancements will be reduced by £74.1m,
resulting in £nil working capital under the stressed conditions.

(i) The effect on the risk capital margin of reducing the planned benefit
enhancements is a reduction of £74.1m.

(iii) No changes would be made to equity backing ratios or bonus rates if
the management actions were taken.

(iv)  The requirements of INSPRU 1.3.188(R) would be met if the actions
described in paragraph 10 (b) (i) were integrated into the projection of
assets and liabilities.

()
(i) The risk capital margin is covered by the assets of the Scottish Mutual
With-Profits Fund.

(ii) The scheme for the funds merger as at 1 January 2009 includes a
provision that in the event that the value of the assets of the fund falls
below the regulatory minimum, support will be provided to the fund by
way of a loan arrangement from the Non Profit Fund or the
Shareholders’ Fund to the extent that the Board determines there are
assets in those funds available to make such a loan.

11. TAX

Tax on assets backing the with-profits benefits reserve for BLAGAB business is
charged to those asset shares approximately and allowance is made for relief on
expenses.

Tax on any future policy related liabilities for BLAGAB business is allowed for in
determining those liabilities.

An amount in respect of deferred tax on anticipated recoverable investment losses
has been used to reduce current liabilities.
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12. DERIVATIVES

A number of structured derivative contracts are held within the fund at the valuation
date to enable the fund to withstand the impact of adverse conditions. They are
constructed from at-the-money vanilla over-the-counter derivatives — equity put
options, equity futures, interest rate swaps, interest rate swaptions and spreadlocks —
with outstanding terms ranging from 1 to 20 years.

As at the valuation date the total market price of these derivatives, on a bid basis, is
£225m. This is split as follows:

Type GBP (Em) EUR (Em) Total (Em)
Swaps 44.05 0.00 44.05
Swaptions 53.72 0.00 53.72
Options 82.83 3.83 86.66
Spreadiocks 42.93 0.00 42.93
Futures -2.02 -0.25 -2.27
Total 221.52 3.58 225.10
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13. ANALYSIS OF WORKING CAPITAL

The movement in working capital over the twelve months to the valuation date is

shown in the following table.

£m

Opening working capital 0.0
Write back planned benefit enhancements to zeroise working capital 293.0
Revised opening working capital 293.0
Opening adjustments (3.8)
Restated opening working capital 289.2
Investment return on working capital 4.0
Mismatch profits and losses 44.2
Assumption changes

- Non-economic (11.7)

- Economic (0.6)

- Policyholder actions 0.4
Impact of new business 0.0
Other variances

- Non-economic 44.4

- Economic 207.3

- Changes in provisions (261.3)

- Unexplained 0.0
Closing working capital before zeroisation 316.0
Planned benefit enhancements to zeroise working capital (316.0)
Closing working capital 0.0

The following table shows a breakdown of the liabilities shown on line 47 of Form 19

at the start and end of the year:

£m : Current Valuation Previous Valuation
Present value of future CWP transfers 12.5 8.9
Technical Provisions 14.8 0.0
Any other long term insurance liabilities 27.3 8.8

The following table shows a breakdown of the liabilities shown on line 51 of Form 19

at the start and end of the year:

£m Current Valuation Previous Valuation
|Regulatory current liabilities 382.5 1411

- Recoverable deferred tax asset -0.6 0.0

- Recoverable tax on excess E (0.1) (2.2)
Realistic current liabilities 381.8 138.9

14. OPTIONAL DISCLOSURE

None made
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SPI WITH-PROFITS FUND
2. ASSETS

(1) Economic Assumptions For Valuing Non-Profit Business

There is no material amount of non-profit business.

(2) Amount Determined Under INSPRU 1.3.33(2)(R)
Not applicable

(3) Valuation Of Contracts Written Outside The Fund
Not applicable

(4) Different Sets Of Assumptions
Not applicable

(5) De Minimis Limit
Not applicable
3. WITH-PROFITS BENEFITS RESERVE LIABILITIES

(1)  Calculation Of With-Profits Benefits Reserve

Product Type Method With-profits | Future policy
benefits related
reserve liabilities

£m £m

Whole life assurance Prospective . 79 15

Endowment Retrospective 1,332 220

Unitised with-profits Life Retrospective 120 19

Other Retrospective 50 9

Life Total 1,581 263

Deferred annuity- with GCO Retrospective 158 105

Deferred annuity- without GCO |Retrospective 235 106

Pure Endowment- with GCO Retrospective 9 9

Unitised with-profits Pensions Retrospective 457 92

SPI Funding Retrospective 78 40

Pensions Total 937 353

Total 2,518 615

Form 19 Line 31 2,518

Form 19 Line 49 615

“Other” business in this table covers smaller conventional with-profits life products for
which the costs of guarantees and options are calculated approximately.

(2) Correspondence With Form 19

The above reconciles to lines 31 and 49 of Form 19.
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With-Profits Benefits Reserves Below De Minimis Limit

Not applicable as all products have been disclosed.

(4)

Types Of Products

The level of disclosure in the table above corresponds to material groupings of
contracts offering significant variances in policyholder benefits. For example,
contracts with and without guaranteed cash options are identified separately and
unitised with-profits business is separated from conventional with-profits business.

4.

1)
(a)
(b)
(c)
2
(@)

(b)

)
(a)

(b)

(©)

WITH-PROFITS BENEFITS RESERVE —~ RETROSPECTIVE
METHOD

Retrospective Methods

All contracts have been calculated on an individual policy basis.
No contracts have been valued on a grouped basis.
Not applicable as no contracts have been valued on a grouped basis.

Significant Changes To Valuation Method

There have been no significant changes in the method of calculating the with-
profits benefits reserve.

No policies were valued using approaches more approximate than used for
the previous valuation.

Expense Allocation

The 2009 Court Scheme sets out the charges for the SPI With-Profits Fund.
The scheme also specifies that in any .financial year, these charges
(calculated on a per policy basis) shall not be less than 85% or more than
115% of the costs actually incurred by Phoenix in respect of the business in
the SP1 With-Profits Fund. These charges are reviewed by the With-Profits
Committee with a view to ensuring that they comply with these terms.

Expense investigations (reviews of the management services agreement) are
carried out annually.

The expenses for the business for the year to the valuation date were:

ftem £m
() _linitial Expenses ' 0.0
(i) |Maintenance Expenses 16.9
Investment Expenses 2.2
(iii) |Method Average expense charge deducted
(iv) |Expenses charged other than to with- 0.1
profits benefits reserve. )

! Since the company is closed to new business (apart from contractual increments
etc.), the initial expenses are negligible.
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Investment expenses were deducted from the with-profits benefits reserve at a rate
of 0.140% p.a.

(4) Significant Charges

There is a hedge asset in place to cover a substantial part of the guarantees within
the fund. The costs of rebalancing this hedge were previously charged to the with-
profits benefits reserve but are now charged to the estate. The resulting percentage
reduction in the with-profits benefits reserve is shown in the following table.

Asset Share Group Current Valuation Previous Valuation
CWP Life and Pensions 0.00% (0.06)%
UWP Life and Pensions 0.00% (0.06)%

(5) Charges For Non-Insurance Risk

Charges in respect of accumulating with-profits business are as determined by the
policy terms and conditions. In particular, an annual management charge is deducted
from asset shares. This is 0.6% for life business and 0.85% for pensions business.

(6) Ratio Of Claims To Reserve

Average ratio of total claims to asset shares:

Year Ratio of claims to asset
shares

Previous year -1 103.5%

Previous year 104.4%

Current year 104.8%

(7) Allocated Return

The same gross investment return is allocated to the with-profits benefits reserve for
all UK contracts in the fund. Similarly, the same gross investment return is allocated
to all Irish contracts in the fund. Investment returns for the full year (gross of tax) are:

Product Type Investment Return
UK business 13.25%
Irish business 15.65%

5. WITH-PROFITS BENEFITS RESERVE - PROSPECTIVE
METHOD

(1) Key Assumptions

A prospective method has been used for with-profits whole life business. The with-
profits benefits reserve for this business is determined using a bonus reserve
valuation with the following assumptions:
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Economic Assumptions

Discount Rate p.a. (net of investment expense) 4.00%
Investment Return p.a. (net of investment expense) 4.00%
Expense Assumptions UK Ireland
Investment Expense p.a. 0.140% 0.140%
Per Policy Expenses p.a. (premium-paying) £28.18 €99.49
Per Policy Expenses p.a. (paid-up) £19.72 € 99.49
Expense Inflation p.a. - 4.58% 0.00%
€/ £ Exchange rate 1.1255

Bonus Assumptions

Reversionary Bonus Rate 0%

Terminal Bonus Rate See below

Future terminal bonus rates vary by duration in force at time of payment. Different
rates apply for UK and Ireland business. Sample terminal bonus rates are as follows:

Term UK ireland

5 10% 7%
10 20% 14%
15 19% 18%
20 11% 25%
25 17% 22%
30 37% 51%
35 64% 78%
40 103% 118%

50+ 184% 209%

There is no allowance for lapses. The mortality assumptions are based on the TM92
/ TF92 tables, with a distinction between smokers and non-smokers:

Mortality

Male non-smoker 90% TM92_MNS
Male smoker 95% TM92_MS

Female non-smoker 90% TF92_FNS
Female smoker 80% TF92_FS

(2) Different Sets Of Assumptions
Not applicable

6. COST OF GUARANTEES, OPTIONS AND SMOOTHING
(1) De Minimis Limit

The cost of smoothing is nil as all benefits are based on unsmoothed asset shares.
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(2) Valuation Methods For Guarantees etc.
Cost of Extent of |No of Iindividual| No of model
Guarantees & Grouping policies points
Options

All business Stochastic model  JAll business 494,647 3,621

(@) Cost of Guarantees & Options
The costs of guarantees are determined using a stochastic model, with the
asset returns being generated by a proprietary model. The following items
were calculated stochastically:
(i) Guaranteed annuity option reserves
(i) The reserves required in addition to asset share to meet guaranteed

benefits

The calculations were carried out using a risk neutral approach.

(b) (i) In the stochastic model, no projections are carried out on individual
policy data.
(i) All of the contracts are valued on a grouped basis. However, the
values for the with-profits benefits reserve are calculated on an individual
basis and added to the data file before the data is grouped.
(iii) Policies are grouped according to product code, annuity factor,
terminal bonus series, reversionary bonus series, early retirement option
indicator, pension code and product class. They are also split into bands by
policy term and according to the degree by which the guarantees are in or out
of the money.
The values of guarantees are estimated using closed form approximations
before and after grouping. These are compared to ensure that the model
points are a good representation of the individual policy data

(3) Significant Changes

There have been no significant changes since the previous valuation.

(4)
(a)

Further Information on Stochastic Approach

(i) The stochastic model is used to value the following guarantees and
options:

e No negative terminal bonus guarantees at maturity and death within
conventional with-profits contracts.

o Market value reduction-free spot maturity guarantees within unitised with-
profits contracts.

e Guaranteed annuity options on conventional with-profits contracts.

Of these, the guaranteed annuity options and market value reduction-free

guarantees are strongly “in the money” at the valuation date. For the

guarantee of no negative terminal bonus, the extent to which it is “in the
money” depends on duration and policy size.
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(ii) The asset returns in the stochastic model were generated by a
proprietary model licensed from Barrie & Hibbert. The asset classes modelled
are UK equities, UK property, UK corporate bonds, UK gilts, EU equities, EU
corporate bonds and EU gilts.

Interest Rate

UK gilt returns are modelled using a gilis + 10bps calibration in a monthly
LIBOR Market Model. The Government Nominal Bond yield curve is a direct
input into the model. Euro gilt returns are modelled in a similar fashion based
on the closest equivalent to the Government Nominal bond yield curve.

The calibration at the valuation date was as follows:

GBP EUR
Term | Govt. + 10bp | Model | Difference | Govi. + 10bp | Model | Difference
{bps) {equivalent) {bps)
1 0.97% 0.97% 0 0.97% 0.97% -0
2 1.60% 1.60% 0 1.44% 1.43% 0
3 2.19% 2.19% 0 1.95% 1.96% -1
4 2.70% 2.70% 0 2.40% 2.40% -0
5 3.13% 3.13% 0 2.73% 2.73% 0
7 3.75% 3.75% 0 3.25% 3.25% 0
10 4.35% 4.34% 1 3.81% 3.81% 0
15 4.80% 4.80% 0 4.33% 4.35% -1
20 4.86% 4.86% 0 4.50% 4.52% -1
25 4.79% 4.79% 0 4.56% 4.57% -1

The volatility within the model is calibrated to the market implied volatility for
at the money swaptions (for 20 year swaps). The calibration at the valuation
date is as follows:

GBP EUR
Term Market (%) |Model (%)| Difference | Market (%) | Model (%)| Difference
(bps) |- (bps) |

1 20.70 20.52 -18 21.00 21.94 94

2 19.30 18.40 -90 20.50 19.58 -92

3 17.90 17.70 -20 19.00 18.66 -34

4 16.70 17.01 31 18.20 17.88 -32

5 15.90 16.42 52 17.40 17.53 13

7 14.70 15.50 80 16.30 16.94 64

10 14.10 14.64 54 15.60 16.10 50

15 14.60 13.72 -88 16.20 14.91 -129

20 14.40 12.90 -150 17.40 14.15 -325

25 14.00 12.08 -192 17.50 13.07 -443

30 13.00 11.46 -154 16.50 12.38 -412

Inflation is modelled as the difference between the nominal and real yield
curves. Real interest rates are modelled using a two-factor Vasicek model,
which is calibrated to be consistent with GBP and EUR index linked
government bond prices as at 31 December 2009.

Equities and Property
Excess returns over risk free on UK equities, overseas equities and property
are modelled using separate (but correlated) lognormal models. Separate
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equity models are used for UK and Euro equities and each model uses a local
volatility surface calibrated to market implied volatilities for a range of strikes

and maturities. Volatilities are assumed to be constant beyond quoted strikes
and maturities.

The UK asset model was calibrated by reference to the implied volatility of
FTSE100 options for a range of strikes (from 0.8 to 1.2) and maturities of up
to 10 years. All strikes are expressed as a proportion of at-the-money.

Implied volatility data (%) at the valuation date is shown below:

Market (%)
Strike
Term 0.8 1 1.2
1 29.10 22.89 18.28
2 28.65 24.25 20.75
3 28.75 24.92 21.59
5 28.43 25.26 23.11
10 28.67 26.57 24.83
Model (%)
Sitrike
Term 0.8 1 1.2
1 29.79 24.81 20.88
2 29.26 25,68 22.56
3 29.46 26.47 23.66
5 28.73 26.50 24.60
10 28.08 26.63 25.41
Difference (Model — Market) (bps)
Strike
Term 0.8 1 1.2
1 69 192 260
2 61 143 181
3 71 155 207
5 30 124 149
10 -59 6 58

The Euro asset model was calibrated by reference to the implied volatility of
Eurostoxx 50 options for a range of strikes (from 0.8 to 1.2) and maturities of
up to 10 years. All strikes are expressed as a proportion of at-the-money.
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Implied volatility data (%) at the valuation date is shown below:

Market (%)
Strike
Term 0.8 1 1.2
1 30.96 24.91 20.99
2 30.42 26.03 22.63
3 30.32 26.76 23.91
5 30.61 27.44 24.70
10 30.83 28.59 26.68
Model (%)
Strike
Term 0.8 1 1.2
1 30.54 26.36 23.21
2 29.99 27.01 24.28
3 30.13 27.69 25.43
5 29.96 28.25 26.69
10 30.48 29.30° 28.41
Difference (Model — Market) (bps)
Strike
Term 0.8 1 1.2
1 -42 145 222
2 -43 98 165
3 -19 93 152
5 -65 81 199
10 -35 71 173

There is no investment in property within the fund and so property volatilities
are not relevant.

Corporate bond

Corporate bond returns are modelled using the extended Jarrow-Lando-
Turnbull model. This describes bond prices in terms of a real-world transition
matrix, which gives the probability of a transition to each credit rating over one
year. Risk neutral transition probabilities are assumed to vary stochastically.
The transition matrix is consistent with best estimates based on historic data
of long term transition probabilities and spread volatilities and corporate bond
prices. The model was fitted to a sample of predominantly investment grade
sterling corporate bonds.

The asset model uses a credit transition matrix. The fit of the model is
targeted to the market spread on a 7 year A rated bond only. Credit
derivatives are not used to derive market implied transition probabilities.

The following are examples of observed correlations of year 10 returns from
the scenarios used (ZCB = zero coupon bond):
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Output Correlations @ Year 10

Cash{ Equities] Overseas syl 15yr 5yl 15y

Equities; Govll Govti Corp Corp

ZCB| ZCB} ZCB ZCB
Cash 1] -0.14 -0.18 -0.83 1 080 | 076 | -0.76
Equities 1 0.13 0.16 | 0.14 | 030 | 026
Overseas equities 1 0.17 0.17 0.18 0.17
Syr Govt ZCB 1 0.97 0.90 0.91
15yr Govt ZCB 1 0.87 0.93
Syr Corp ZCB 1 0.96

15yr Corp ZCB| 1

Nominal foreign exchange rates are modelled as the combination of real
exchange rates and inflation rates where real exchange rates follow a mean-
reverting process and are calibrated to the long-term best estimates derived
by Barrie & Hibbert.
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(b)
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(iv)  UKinitial equity yield: 3.44%
Overseas initial equity yield: 3.90%

(v) The following table shows entries (K=1 only) for the risk free rate and
lines 1 and 2 for the Eurozone, the only economy outside the UK to which the
fund has significant asset exposure. They are denominated in euros and
based on 3,000 scenarios.

Asset Type (EU Assets) K=1

n Duration 5 15 25 35
Strike price per €1m 1,144,161 | 1,893,462 | 3,055,489 | 4,828,926
Annualised compound

r equivalent of the risk free rate 2.73% 4.35% 4.57% 4.60%

1 Risk-Free Coupon Bond 874,011 528,133 327,280 207,085

2 ESTOXX (p=1) 247,907 432,523 526,366 620,719

(vi) The fund has significant hedge instruments that form a close maich, in
aggregate, to the liabilities of the fund. The hedge instruments include equity
put options and swaptions. The following table compares the market prices
(on a mid basis) for these instruments to the values obtained using the asset
model.

Qutstanding Term Options (£) Swaptions (£)
{Years) Market Model Market Model
1-5 41,961,420} 43,378,279 5,922,772 8,935,713
6-10 28,386,132 31,932,915 6,266,324 9,701,842
11-15 8,606,498| 11,924,380{ 2,844,191 4,342,859
16-20 11,950,515 8,035,973] 4,360,551 6,330,085
Total 90,904,565| 95,271,547] 19,393,838] 29,310,499

Note that the modelled results in the above table are produced using a
gilts+10 based calibration for consistency with the approach to valuing the
liabilities. If a swaps-based calibration is used (which would be more
consistent with how the market would price these contracts) the discrepancy
between the market and modelled values is significantly smaller.

(vii) The asset models of each main asset class have been validated by
comparing the net present value of a forty year projection of the future
cashflows under the asset, including capital gains and losses, with the current
value of the asset.

This was done for each of the dominant economies in which the fund has
assets invested, namely the UK and the EU. At 3000 scenarios, the difference
between the average net present value of each asset class of each economy
and the current asset value was close (i.e. not statistically significant). This
confirms that the total return is a martingale and risk neutral.

(viii)  The assets and liabilities have been computed using 3,000 (1,500
antithetic pairs of) simulated scenarios. At 1,000 scenarios, the cost of
options and guarantees converges to +£3.6m at a 95% confidence interval.
When the number of scenarios is increased to 3,000, the cost of options and
guarantees converges to +£2.0m.

Not applicable
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(c) Not applicable

(5) Management Actions
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(a) No management actions were assumed in calculating the working capital.

(b) Not applicable

(6) Persistency Assumptions

The surrender and paid-up rates are:

Product Average Surrender/Paid-up rate for
the policy years
1-5 6-10 11-15 | 16-20
CWP Savings Endowment Surrender 6.40% | 6.80% | 8.70% | 4.50%
CWP Target Cash Endowment Surrender 6.40% | 6.80% | 8.70% | 4.50%
UWP Savings Endowment Surrender 6.00% | 10.00% | 10.00% | 10.00%
UWP Target Cash Endowment Surrender 6.00% | 10.00% | 10.00% | 10.00%
UWP Bond Surrender 13.00% | 11.40% | 11.00% | 11.00%
CWP Pension Regular Premium PUP 2.25% | 3.85% | 4.25% | 4.25%
CWP Pension Regular Premium Surrender 2.00% | 5.00% | 5.00% | 5.00%
CWP Pension Single Premium Surrender 2.00% | 5.00% | 5.00% | 5.00%
UWP Indiv Pension Regular Premium PUP 4.50% | 3.30% | 3.00% | 3.00%
UWP Indiv Pension Regular Premium Surrender 5.50% | 6.30% | 6.50% | 6.50%
UWP Indiv Pension Single Premium Surrender 5.50% | 6.30% | 6.50% | 6.50%

Take-up Rates of Guaranteed Annuity Options

The assumed take-up rate varies with the degree of “money-ness” of the option,
where this is defined as (market annuity rate / guaranteed annuity rate) at the

retirement date.
Moneyness Upper Limit (%)] Take-up Rate (%)
100
140 75
160 85
9999 95
Annuitant Mortality

Deferred pension contracts (post vesting) include guaranteed annuity options.

The mortality assumption for annuities in possession arising from the exercising of
guaranteed annuity options is 5% higher than that described in Appendix 9.4,

paragraph 4 (4).

653




SPl With-Profits Fund

(7) Policyholders’ Actions

Exercise of MVR-free options

The rate at which these options are exercised varies with the degree of “money-ness”
of the option, where this is defined as (asset share / face value of units) on the MVR-
free date.

Moneyness Upper Limit (%)] Take-up Rate (%)
75 100
90 75
100 25
9999 0

7. FINANCING COSTS
The fund has no financing costs as at the valuation date.
8. OTHER LONG-TERM INSURANCE LIABILITIES

No amounts have been included in Line 46 of Form 19. The amount shown in Line 47
of Form 19 is made up as follows:

Description £m
Discounted value of future transfer to shareholders 45.8
Excess charges on UWP fund 8.6
Mathematical reserves in respect of non-profit GAOs 14.8
Data provision 3.8
Future Litigation costs 4.5
Project and other costs 4.8
VAT provision for potential charges from external outsourcers 0.6
Costs falling outside MSAs 0.2
Solvency |l 0.7
Strachan Policy Review 0.1
Percana Expense provision for PLire . 6.7
Total 90.5

9. REALISTIC CURRENT LIABILITIES

The realistic current liabilities are obtained from the regulatory value by deducting an
amount for the partial release of the demutualisation compensation fund. The
reconciliation of the realistic current liabilities to the regulatory current liabilities is:

Description £m
|Regulatory current liabilities 490.3
Partial release of de-mutualisation compensation fund -56.6
Recoverable deferred tax asset -0.7
Recoverable tax on excess E 0.0
Total 433.0

654



SPl With-Profits Fund

10. RISK CAPITAL MARGIN
(a) The risk capital margin is nil.

() The market risk scenario assumes that equities fall by an amount
which depends on the territory in question:

% Change in Equity and Real Estate Markets %

UK and "Non-significant’ Overseas Holdings 20.00
Europe 20.00
USA 20.00

The equity fall is the more onerous scenario.
Note that the fund holds no real estate and so this stress was not
applicable.

(ii) The nominal change in yields for fixed interest securities for the
purpose of the market risk scenario again depends on the territory in

question:

Nominal change in yields on fixed interest Nominal Change in| % change in long
securities Yields term gilt yield
UK and “Non-significant" Overseas Holdings 0.78% 17.50%
Europe 0.69% 17.50%

USA 0.71% 17.50%

In each case this is consistent with a rise or fall of 17.5% in the
appropriate long term gilt yield. A rise in yields is the more onerous
scenario.

(iii) The average change in spread is 0.47%. Changes in market values
are:

(a) (2.75)% for bonds
(b) Not applicable
(c) Not applicable
(d) Not applicable
(e) Not applicable

(iv)  The average change in persistency experience is a 32.5% reduction in
future lapse and paid-up rates. The overall percentage change in the
realistic value of liabilities from applying the persistency stress is
0.91%.

v) The change in asset value in (jii) is materially independent of the
change in liability values in (iv).

(b) (i) In the stress scenarios the following additional assumption is made:

The planned benefit enhancements will be reduced by £99.3m,
resulting in £nil working capital under the stressed conditions.

(i) The effect on the risk capital margin of reducing the planned benefit
enhancements is a reduction of £99.3m.
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(iii) No changes would be made to equity backing ratios or bonus rates if
the management actions were taken

(iv) The requirements of INSPRU 1.3.188(R) would be met if the actions

described in paragraph 10 (b) (i) were integrated into the projection of
assets and liabilities.

(c) Assets covering risk capital margin
(i) The risk capital margin is covered by the assets of the long-term fund.

(i) The scheme for the funds merger as at 1 January 2009 includes a
provision that in the event that the value of the assets of the fund falls
below the regulatory minimum, support will be provided to the fund by
way of a loan arrangement from the Non-Profit Fund or the
Shareholders Fund to the extent that the Board determines there are
assets in those funds available to make such a loan.

11. TAX

Tax on assets backing the with-profits benefits reserve for BLAGAB business is
charged to those asset shares approximately and allowance is made for relief on
expenses.

Tax on any future policy related liabilities for BLAGAB business is allowed for in
determining those liabilities.

An amount in respect of deferred tax on anticipated recoverable investment losses
has been used to reduce current liabilities.

12. DERIVATIVES

A number of structured derivative contracts are held within the fund at the valuation
date to enable the fund to withstand the impact of. adverse conditions. They are
constructed from at-the-money vanilla over-the-counter derivatives — equity put
options, equity futures, interest rate swaps, interest rate swaptions and spreadlocks —
with outstanding terms ranging from 1 to 20 years.

As at the valuation date the total market price of these derivatives, on a bid basis, is
£125.67m. This is split as follows:

Type GBP (Em) EUR (€m) Total (Em)
Swaps -0.27 20.77 20.51
Swaptions 8.61 8.40 17.01
Options 62.40 20.06 82.46
Futures -2.68 -0.92 -3.60
Spreadlocks 9.29 0.00 9.29
Total 77.35 48.32 125.67
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13. ANALYSIS OF WORKING CAPITAL

The movement in working capital over the twelve months to the valuation date is

shown in the following table.

SPI With-Profits Fund

£m

Opening working capital 0.0
Write back planned benefit enhancements to zeroise working capital 177.0
Revised opening working capital 177.0
Opening adjustments 1.2
Restated opening working capital 178.3
Investment return on working capital 11.5
Mismaltch profits and losses (63.2)
Assumption changes

- Non-economic 6.7

- Economic (0.5)

- Policyholder actions 0.0
Impact of new business 0.0
Other variances

- Non-economic (5.9)

- Economic 163.0

- Changes in provisions (83.8)

- Asset share enhancements 0.0

- Unexplained 0.0
Closing working capital before zeroisation 206.2
Planned benefit enhancements o zeroise working capital (206.2)
Closing working capital 0.0

The following table shows a breakdown of the liabilities shown on line 47 Form 19 at

the start and end of the year:

£m Current Previous
Valuation Valuation
Discounted value of future transfer to shareholders 45.8 34.6
Excess charges on UWP fund 8.6 8.8
Mathematical reserves in respect of non-profit GAOs 14.8 13.9
Provisions 21.3 0.0
Total 90.5 57.4

The following table shows a breakdown of the liabilities shown on line 51 Form 19 at

the start and end of the year:

£m Current Previous
Valuation Valuation
Regulatory current liabilities 490.3 165.9
Partial release of de-mutualisation compensation fund -56.6 -49.9
Recoverable deferred tax asset -0.7 0.0
Recowerable tax on excess E 0.0 -0.6
Realistic current liabilities 433.0 115.4

14. OPTIONAL DISCLOSURE

None made.
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Returns under the Accounts and Statements Rules

Statement of information on the Actuary appointed to perform the With-Profits Actuary function
required by rule 9.36

Phoenix Life Limited
Global business
Financial year ended 31 December 2009

Throughout the year, the actuary who was appointed to perform the with-profits actuary function
for the 90% With-Profits Fund, 100% With-Profits Fund and Phoenix With-Profits Fund was Mr A E
Burke.

From 1 April 2009, Mr A E Burke was also the actuary appointed to perform the with-profits
actuary function for the Scottish Mutual With-Profits Fund and the SPI With-Profits Fund.

1 (@) During the year Mr Burke had no interest in the shares of the insurer.

(b) MrBurke held an insurance policy issued by the insurer in the normal course of business,
the transactions being of a minor nature.

(c) The aggregate of the remuneration and value of other benefits receivable by Mr Burke
from the insurer in respect of 2009 was £172,866.

(d) Mr Burke was throughout the year a member of the PGL Pension Scheme, and was
entitled to the standard benefits under the rules of the scheme.

2 The insurer has made a request of Mr Burke to furnish to it the particulars specified in rule
9.36(1) of IPRU(INS). The above particulars were obtained from the insurer's Human
Resources records with the permission of Mr Burke.

Note 1

Under rule 9.36(4) of IPRU(INS), reference to the insurer includes reference to any body corporate

which is the insurer’s subsidiary undertaking or parent undertaking and to any other subsidiary
undertakings of its parent undertaking.
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Statement of information on the Actuary appointed to perform the With-Profits Actuary function
required by rule 9.36

Phoenix Life Limited
Global business

Financial year ended 31 December 2009

Throughout the year, the actuary who was appointed to perform the with-profits actuary function
for the Britannic Industrial Branch Fund and Britannic With-Profits Fund was Mr A Rendell.

1 (@) During the year Mr Rendell had no interest in the shares of the insurer.
(b) Mr Rendell had no other pecuniary interest with the insurer during the year.

(c) The aggregate of the remuneration and value of other benefits receivable by Mr Rendell
from the insurer in respect of 2009 was £277,275.

(d) Mr Rendell was throughout the year a member of the Final Salary section if the PGL
Pension Scheme, and was entitled to the standard benefits under the rules of the scheme.

2 The insurer has made a request of Mr Rendell to furnish to it the particulars specified in
rule 9.36(1) of IPRU(INS). The above particulars were obtained from the insurer's Human
Resources records with the permission of Mr Rendell.

Note 1

Under rule 9.36(4) of IPRU(INS), reference to the insurer includes reference to any body corporate

which is the insurer’s subsidiary undertaking or parent undertaking and to any other subsidiary
undertakings of its parent undertaking.
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Returns under the Accounts and Statements Rules

Statement of information on the Actuary appointed to perform the With-Profits Actuary function
required by rule 9.36

Phoenix Life Limited
Global business

Financial vear ended 31 December 2009

Throughout the year, the actuary who was appointed to perform the with-profits actuary function
for the Alba With-Profits Fund was Mr G M Ross.

From 1 January to 31 March 2009, Mr G M Ross was also the actuary appointed to perform the
with-profits function for the Scottish Mutual With-Profits Fund and the SPI With-Profits Fund.

1 (a) During the year Mr Ross had no interest in the shares of the insurer.

(b) Mr Ross had no other pecuniary interest with the insurer during the year.

(c) The aggregate of the remuneration and value of other benefits receivable under a contract
for services by Mr Ross from the insurer in respect of 2009 was £197,669 inclusive of VAT
and disbursements.

(d) Throughout the year, Mr Ross received a pension from the PGL Pension Scheme.

2 The insurer has made a request of Mr Ross to furnish to it the particulars specified in rule
9.36(1) of IPRU(INS). The above particulars were obtained from the insurer's Human
Resources records with the permission of Mr Ross.

Note 1

Under rule 9.36(4) of IPRU(INS), reference to the insurer includes reference to any body corporate

which is the insurer’s subsidiary undertaking or parent undertaking and to any other subsidiary
undertakings of its parent undertaking.

660



Returns under the Accounts and Statements Rules
Certificate required by rule 9.34(1)
Phoenix Life Limited

Global business

Financial year ended 31 December 2009

We certify that:

(1) (a)

(b)

2) ()

(b)

(d)

the return has been properly prepared in accordance with the requirements in IPRU(INS),
GENPRU and INSPRU; and

we are satisfied, save as disclosed in note 1 within the attached note to the certificate,
that:

(i throughout the financial year, the insurer has complied in all material respects
with the requirements in SYSC and PRIN as well as the provisions of IPRU(INS),
GENPRU and INSPRU; and

(i) it is reasonable to believe that the insurer has continued so to comply
subsequently, and will continue so to comply in future.

in our opinion, premiums for contracts of long-term insurance business entered into
during the financial year and the resulting income earned are sufficient, under reasonable
actuarial methods and assumptions, and taking into account the other financial resources
of the insurer that are available for the purpose, to enable the insurer to meet its
obligations in respect of those contracts and, in particular to establish adequate
mathematical reserves;

the sum of the mathematical reserves and the deposits received from reinsurers as shown
in Form 14 constitute proper provision at the end of the financial year for the long-term
insurance business liabilities (including all liabilities arising from deposit back
arrangements but excluding other liabilities which had fallen due before the end of the
financial year) including any increase in those liabilities arising from a distribution of
surplus as a result of an actuarial investigation as at that date into the financial condition
of the long-term insurance business; and

the directors, have in preparing the return, taken and paid due regard to:

(i) advice from every actuary appointed by the insurer to perform the actuarial
function in accordance with SUP 4.3.13R; and
(i) advice from every actuary appointed by the insurer to perform the with-profits

actuary function in accordance with SUP 4.3.16AR.

M J Merrick J 8 B Smith J P Evans

Chief Executive , Director

........................

Director

Date: 25 March 2010
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Certificate required by rule 9.34(1)
Phoenix Life Limited

Global business

Financial year ended 31 December 2009

Note to the Directors’ Certificate

1

Compliance with the provisions of SYSC

Paragraph (1)(b) requires that the insurer has complied in all material respects with the
requirements in SYSC. There have been process and system issues in one of Peati's
outsourcers, UiSL Limited, which have generated higher than expected premium and
claim suspense account balances when reconciling ledger balances to underlying policy
administration systems.

During 2009 significant progress has been made in clearance of backlogs and putting in
place enhanced procedures to prevent recurrence. This process will continue during
2010.

Principles and Practices of Financial Management

Paragraph 2(c) which relates to the management of the with profits funds in accordance
with the Principles and Practices of Financial Management (“PPFM”), has been omitted
from the Return due to certain minor instances where the management of the fund
differed from the published PPFM but these have not resulted in the unfair treatment of
policyholders.
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Returns under the Accounts and Statements Rules

Independent auditors’ report o the directors pursuant to rule 9.35 of the Interim
Prudential Sourcebook for Insurers

Phoenix Life Limited
Global business

Financial year ended 31 December 2009

We have examined the following documents prepared by the insurer pursuant to the Accounts
and Statements Rules set out in Chapter 9 of IPRU(INS) the Interim Prudential Sourcebook for
Insurers, GENPRU the General Prudential Sourcebook and INSPRU the Prudential Sourcebook
for Insurers (“the Rules”) made by the Financial Services Authority under section 138 of the
Financial Services and Markets Act 2000

e Forms 2, 3, 11 to 19, 40 to 45, 48, 49, 56, 58 and 60 (including the supplementary notes)
(“the Forms™);

» the statement required by IPRU(INS) rule 8.29 (“the statement”); and

e the reports required by IPRU(INS) rule 9.31 (“the valuation reports”).

We are not required to examine and do not express an opinion on the following:

e  Forms 46, 47, 50 to 55, 57, 59A and 59B (including the supplementary notes);
o the statements required by IPRU(INS) rules 9.30 and 9.36; and

e the certificate signed in accordance with IPRU(INS) rule 9.34(1).

This report is made solely to the insurer’s directors, in accordance with IPRU(INS) rule 9.35.
Our examination has been undertaken so that we might state to the insurer's directors those
matters we are required by the Rules 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 insurer for our examination, for this report, or for the opinions we have
formed.

Respective responsibilities of the insurer and its auditors

The insurer is responsible for the preparation of an annual return (including the Forms, the
statement and the valuation reports) under the provisions of the Rules. The requirements of the
Rules have been modified by the directions issued under section 148 of the Act referred to in
supplementary note 0201. Under IPRU(INS) rule 9.11 the Forms, the statement and the
valuation reports are required to be prepared in the manner specified by the Rules and to state
fairly the information provided on the basis required by the Rules. The methods and
assumptions determined by the insurer and used to perform the actuarial investigation as set out
in the valuation reports prepared in accordance with IPRU(INS) rule 9.31 are required to reflect
appropriately the requirements of INSPRU 1.2 and 1.3.

It is our responsibility to form an independent opinion as to whether the Forms, the statement
and the valuation reports meet these requirements, and to report our opinion to you. We also
report to you if, in our opinion, the insurer has not kept adequate accounting records or if we
have not received all the information we require for our examination.



Returns under the Accounts and Statements Rules

Independent auditors’ report to the directors pursuant to rule 9.35 of the Interim
Prudential Sourcebook for Insurers

Phoenix Life Limited
Global business

Financial year ended 31 December 2009

Basis of opinion

We conducted our work in accordance with Practice Note 20 ‘The audit of insurers in the United
Kingdom (revised)’ issued by the Auditing Practices Board. Our work included examination, on a
test basis, of evidence relevant to the amounts and disclosures in the Forms, the statement and
the valuation reports. The evidence included that previously obtained by us relating to the audit
of the financial statements of the insurer for the financial year on which we reported on_2$March
2010. It also included an assessment of the significant estimates and judgments made by the
insurer in the preparation of the Forms, the statement and the valuation reports.

We planned and performed our work so as to obtain all the information and explanations which
we considered necessary in order to provide us with sufficient evidence to give reasonable
assurance that the Forms, the statement and the valuation reports are free from material

misstatement, whether caused by fraud or other irregularity or error, and comply with IPRU(INS)
rule 9.11.

In accordance with IPRU(INS) rule 9.35(1A), to the extent that any document, Form, statement,
analysis or report to be examined under IPRU(INS) rule 9.35(1) contains amounts or information
abstracted from the actuarial investigation performed pursuant to IPRU(INS) rule 9.4, we have

obtained and paid due regard to advice from a suitably qualified actuary who is independent of
the insurer.

Opinion
In our opinion:

(a) the Forms, the statement and the valuation reports fairly state the information provided on
the basis required by the Rules as modified and have been properly prepared in
accordance with the provisions of those Rules; and

(b) the methods and assumptions determined by the insurer and used to perform the

actuarial investigation as set in the valuation reports appropriately reflect the
reqmrements of INSPRU 1.2 a

Ernst & Young LP
Registered Auditor
London

Date: 4,27 March 2010



