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CGU Underwriting Limited

Registered in England and Wales No. 94405

Directors' report
For the year ended 31 December 2010

The directors present their annual report and financial statements for the Company for the year ended 31 December
2010

Directors

The names of the current directors of the Company appear on page 1
Those 1n office since 1 January 2010 have been as follows

D J R McMillan was appointed as a director on 23 February 2010

J R Kitson and D K Watson resigned as directors on 31 March 2010
S Egan was appointed as a director on 1 Apnl 2010

A Schmdt was appointed as a director on 5 May 2010

C J Abrahams was appointed as a director on 26 July 2010

Principal activity

The principal activity of the Company 1s the transaction of general msurance business in the United Kingdom ("UK")
through a business arrangement with Santander UK plc

Business review
Basis of preparation

This business review 15 addressed to, and written for, the members of the Company with the aim of providing a fair
review of the business development, performance during the financial period and position both at the end of the
financial period and at the current time In providing this review, the aim 1s to present a view that 1s both balanced and
comprehensive and 15 consistent with the size and complexity of the business

Objectives and future developments

High level strategies are determmed by Aviva ple and these are shown 1n 1ts financial statements The directors
consider that the Company's principal activity will continue unchanged 1nto the foreseeable future

Financial key performance indicators

The directors consider that the Company's key performance indicators ("KPIs") that communicate the financial
performance are as follows

- increase/(decrease) i net written premiums, and

- combined operating ratio ("COR") - this comprises the sum of the following ratios
- net incurred claims to net earned premiums,
- net written commission to net written premiums, and
- net written expenses to net written premiums
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Directors' report (continued)
Business review (continued)

Fiancial key performance indicators (continued)

A summary of the KPIs 1s set out below

Measure 2010 2009
Decrease 1n net written premiums (10%) {0%)
Combined operating ratio 95% 104%
Net incurred claims ratio 45% 59%
Net written commission ratio 50% 45%
Net written expenses ratio 0% 0%

Financial position and performance

The financial position of the Company at 31 December 2010 1s shown 1n the statement of financial position on
page 14, with the results shown in the mcome statement on page 13 and the statement of cash flows on page 16

During 2010, Aviva plc's UK Life business and 1ts UK General Insurance business have been brought together
as one UK region to bring scale benefits and underpin future growth

For 2011, the UK General Insurance business has stated its intention to meet or beat a COR of 97% The
Company 1s seeking to support meeting this target

The Company has a profit before tax of £23 milhon (2009 a loss of £14 million)

Gross written premiums have decreased by £20 milhion to £195 mullion {2009 £215 million) This s duetoa
fall of £23 mallion in personal property premiums, partially offset by an increase of £3 milhon in personal
creditor Net carned premiums have fallen by £16 million to £204 mullion (2009 £220 milhion)

Claims paid during the year are £100 million (2009 £124 nullion) Gross claims outstanding reduced by £9
million (2009 increased by £5 million), therefore claims incurred during the year are £91 millien (2009 £129
millhion) representing a net meurred claims ratio of 45% (2009 59%)

Commussion written during the vear 15 £93 million (2009 £94 mullion), the deferred acquisition costs have
decreased by £7 million (2009 £2 million)

Net investment income 15 £10m (2009 expense of £9m) The mam compoenents of the increase in mvestment
mcome are mterest from investments designated other than trading of £9m (2009 £12m) realised losses of £1m
(2009 £65m) and unrealised gains of £2m (2009 £45m)

Principal risks and uncertainties

A description of the principal risks and uncertainties facing the Company and the Company's risk management
policies are set out in notes 19 and 21 to the financial statements

Events after the reporting period

In 2010, a test case was taken to the European Court of Justice (ECJ) to rule on the current law and practice
whereby 1nsurers may take into account a person’s gender in calculating the costs and benefits of their
msurance On 1 March 2011 the ECJ ruled that, with effect from 21 December 2012, insurers will no longer be
able to use a person's gender in this way The directors are assessing the ruling and 1ts potential impact on the
Company
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Directors' report (continued)

Going concern

After making enquiries, the directors have a reasonable expectation that the Company has adequate resources to
continue in operational existence for the foreseeable future For this reason, they contimue to adopt the going concern
basis m preparing the financial statements

Financial instruments

The business of the Company includes the use of financial instruments Details of the Company's risk management
objectives, policies and exposures to nisk relating to financial mstruments are set out 1n note 21 to the financial
statements

Dividends

No interim dividend for the year was paid (2009 £nil) The directors do not recommend the payment of a final
dividend (2009 £nil)

Employees

All employees are employed by a fellow Group company, Aviva Employment Services Limited Disclosures relating
to employees may be found in the Annual Report and Accounts of Aviva plc

Auditor

It 15 the intention of the directors to reappoint the auditor under the deemed appointment rules of section 487 of the
Compantes Act 2006

Directors' liabilities

Aviva ple, the Company's ultimate parent company, has granted an indemmty to the directors agaimnst habihity
respect of proceedings brought by third parties, subject to the conditions set out in the Companies Act 1985 This
indemnuty was granted m 2004 and the provisions in the Company's Articles of Association constitute "qualifying
third party mdemmities” for the purposes of sections 309A to 309C of the Companies Act 1985 These qualifying
third party indemnity provisions rematn in force as at the date of approving the Directors' report by virtue of the
transitional provisions to the Companies Act 2006
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Directors’ report (continued)

Disclosure of information to the auditor

Each person who was a director of the Company on the date that this report was approved confirms that, so far as the
director 1s aware, there 1s no relevant audit information, being information needed by the auditor 1n connection with
preparing his report, of which the auditor 1s unaware Each director has taken all the steps that he ought to have taken
as a director in order to make himself aware of any relevant audit mformation and to establish that the auditor 15 aware
of that information

Statement of directors' responsibilities

The directors are required to prepare financial statements for each accounting period that comply with the relevant
provisions of the Companies Act 2006 and International Financial Reporting Standards ("IFRS") as adopted by the
European Union ("EU"), and which present fairly the financial position, financial performance and cash flows of the
Company at the end of the accounting period A fair presentation of the financial statements in accordance with IFRS
requires the directors to

+ select suitable accounting policies and venfy they are applied consistently in preparing the financial statements on
the going concern basis, unless it 1s inappropriate to presume that the Company will continue in business,

» present information, including accounting policies, in a manner that provides relevant, rehable, comparable and
understandable information,

» provide additional disclosures when compliance with the specific requirements in IFRS 1s msufficient to enable
users to understand the impact of particular transactions, other events, and conditions on the Company's financial
position and financial performance, and

+ state that the Company has comphed with applicable IFRS, subject to any material departures disclosed and
explained in the financial statements

The directors are responsible for maintaining adequate accounting records which are intended to disclose with
reasonable accuracy, at any time, the financial posttion of the Company at the time They are also ultimately
responsible for the systems of internal control mamtained for safeguarding the assets of the Company and for the
prevention and detection of fraud and other irregularities

By eyder of the Board N

R H Spicker
Company Secretary

lr mercH 2041
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Independent auditor's report
To the members of CGU Underwriting Limited

We have audited the financial statements of CGU Underwnting Limted for the year ended 31 December
2010, which comprise the Accounting policies, the Income Statement, the Statement of Financial Position,
the Statement of Changes in Equity, the Statement of Cash Flows, and the related notes 1 to 24 The
financial reporting framework that has been applied 1n their preparation 1s apphicable law and International
Financial Reporting Standards (IFRSs}) as adopted by the European Unicn

Thus report 1s made solely to the Company's members, as a body, in accordance with Chapter 3 of Part 16
of the Companies Act 2006 Our audit work has been undertaken so that we might state to the Company's
members those matters we are required to state to them n an auditor's report and for no other purpose To
the fullest extent permitted by law, we do not accept or assume responsibihity to anyone other than the
Company and the Company's members as a body, for our audit work, for this report, or for the opinions we
have formed

Respective responsibilities of directors and auditors

As explained more fully n the Statement of directors' responsibilities set out on page 5, the directors are
responsible for the preparation of the financial statements and for bemng satisfied that they give a true and
fair view

Qur responsibility 1s to audit the financial statements 1in accordance with applicable law and International
Standards on Auditing (UK and Ireland) Those standards require us to comply with the Auditing Practices
Board's Ethical Standards for Auditors

Scope of the audit of the financial statements

An audit Involves obtaiming evidence about the amounts and disclosures 1n the financial statements
sufficient to give reasonable assurance that the financial statements are free from matenal misstatement,
whether caused by fraud or error This mcludes an assessment of whether the accounting policies are
appropriate to the Company's circumstances and have been consistently applied and adequately disclosed,
the reasonableness of sigmficant accounting estimates made by the directors, and the overall presentation
of the financial statements

Opinion on financial statements

In our opinion the financial staterments
* give a true and fair view of the state of the Company’s affairs as at 31 December 2010 and of 1is
profit for the year then ended,
« have been properly prepared 1n accordance with IFRSs as adopted by the European Umion, and
» have been prepared in accordance with the requirements of the Companies Act 2006

Opinion on other matter prescribed by the Companies Act 2006

In our opinion the information given in the Directors’ Report for the financial year for which the financial
statements are prepared 1s consistent with the financial statements
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Independent auditor's report (continued)
To the members of CGU Underwriting Limited

Matters on which we are required to report by exception

We have nothing to report in respect of the following matters where the Companies Act 2006 requires us to report
to you 1f, m our opinion

« adequate accounting records have not been kept, or returns adequate for our audit have not been received

from branches not visited by us, or

- the financial statements are not in agreement with the accounting records and returns, or
» certamn disclosures of directors’ remuneration specified by law are not made, or

* we have not received all the information and explanations we require for our audit

Conk £ Nowng LLF
e Lzmﬁ

Angus Millar (Senior statutory auditor)
for and on behalf of Ernst & Young LLP
London

773 Mard. 2011
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Accounting policies

The Company 15 a hmited liability company incorporated and domuciled in Great Britam Its principal activity
continues to be underwriting as part of agreements with Santander UK plc

The principal accounting policies adopted 1n the preparation of these financial statements are set out below

(A) Basis of presentation

The financial statements have been prepared m accordance with IFRS and International Accounting Standards ("[AS")
as endorsed by the EU, applicable at 31 December 2010

There are no recently 1ssued pronouncements effective for the 2010 financial statements that materially impact the
Company's financial reporting

IFRS 7 and IFRS 9 Financial Instruments are effective in future years and awaiting endorsement The Company 1s
currently reviewing the potential impact on the financial statements Other external reporting developments continue to
be pro-actively monitored

In accordance with IFRS 4, Insurance Contracts, the Company has applied existing accounting practices for insurance
contracts, modified as appropriate to comply with the IFRS framework and applicable standards Further details are
given 1n policy C below

The financial statements are stated in pounds sterling, which 1s the Company's functicnal and presentation currency
Unless otherwise noted, the amounts shown 1n these financial statements are in millions of pounds sterling ("£m")

(B) Use of estimates

The preparation of financial statements requires the Company to make estimates and assumptions that affect items
reported 1n the statement of financial position and income statement and the disclosure of contingent assets and
liabilities at the date of the financiat statements This 15 particularly so 1n the estimation of amounts for insurance
liabilities, for which further details are given m policy F overleaf and in note 12 to these financial statements Although
these estimates are based on management's best knowledge of current facts, circumstances and, to some extent, future
events and actions, actual results ultimately may differ from those estimates, possibly significantly

(C) Product classification

Insurance contracts are defined as those containing significant insurance risk 1f, and only if, an insured event could
cause an insurer to make significant additional payments in any scenarto, excluding scenarios that lack commercial
substance, at the inception of the contract Such contracts remain insurance contracts until all rights and obligations are
extinguished or expire Contracts can be reclassified as insurance contracts after inception 1f insurance risk becomes
signmficant Any contracts not considered to be insurance contracts under IFRS are classified as investment or service
contracts

Accounting for insurance contracts, as allowed by IFRS 4, 15 determined 1n accordance with the Statement of
Recommended Practice 1ssued by the Association of British [nsurers, the most recent version of which was 1ssued 1n
December 2005 and amended 1in December 2006
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Accounting policies (continued)

(D) Premiums earned

Premiums written reflect business incepted during the year, and exclude any sales-based taxes or duties or levies
Written premiums include an estimate of pipeline premiums less a provision for anticipated lapses Premiums collected
by intermediaries, but not yet received, are assessed based on estimates from underwriting or past experience, and are
included in premiums written Unearned premiums are those proportions of the premiums written 1n a year that relate to
pertods of risk after the statement of financial pesition date

(E) Net investment income

Investment mcome consists of interest receivable for the year, movements 1n amortised cost on debt securities, realised
gains and losses, and unrealised gams and losses on FVPL investments (as defined in policy 1) Interest income 1s
recognised as 1t accrues, taking into account the effective yield on the investment

A gain or loss on a financial investment 1s only realised on disposal or transfer, and 1s the difference between the
proceeds received, net of transaction costs, and its original cost or amortised cost as appropriate Unreahised gamns and
losses, arising on financial investments which have not been derecognised as a result of disposal or transfer, represent
the difference between the carrying value at the year end and the carrying value at the previous year end or purchase
value during the year, less the reversal of previously recognised unrealised gains and losses 1n respect of disposals
made during the year

(F) Insurance contract habilities
Clams

Insurance claims incurred include all losses occurring during the year, whether reported or not, loss adjustment
expenses, a reduction for the value of salvage and other recoveries, and any adjustments to claims incurred n previous
years

Loss adjustment expenses include internal and external costs incurred 1 connection with the negotiation and settlement
of claims Internal costs include all direct expenses of the claims handling department and any part of the general
administrative costs directly attributable to the loss adjustment function

Outstanding claims provisions

Insurance outstanding claims provisions are based on the estimated ultimate cost of all claims incurred but not settled at
the statement of financial position date, whether reported or not, together with related loss adjustment expenses
Significant delays are experienced n the notification and settlement of certain types of general insurance claims,
particularly in respect of liability business, the ultimate cost of which cannot be known with certainty at the statement
of financial position date Any estunate represents a determination within a range of possible outcomes Further details
of estimation techniques are given 1n note 12(c)

Qutstanding claims provisions are valued net of an allowance for expected future recoveries Recoveries include non-
insurance assets that have been acquired by exercising rights to salvage and subrogation under the terms of insurance
contracts

Prowvision for unearned premiums

The proportion of written premiums, gross of commussion payable to intermediar:es, atinibutabie to subsequent periods
1s deferred as a provision for unearned premiums The change in this provision is taken to the income statement in
order that revenue 1s recognised over the period of risk
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Accounting policies (continued)

Liability adequacy

At each reporting date, the Company reviews its unexpired risks and carries out a liability adequacy test for any
overall excess of expected claims and deferred acquisition costs over uneamed premiums, using the current estimates
of future cash flows under 1ts contracts, after taking account of the mvestment return expected to arise on assets
relating to the relevant general business provistons If these estimates show that the carrying amount of 1ts insurance
liabilities (less related deferred acquisition costs) 15 insufficient m hght of the estimated future cash flows, the
Company recognises the deficiency in the income statement by setting up a provision in the statement of financial
position

Other assessments and levies

The Company 1s subject to various periodic insurance-related assessments or guarantee fund levies Related
provisions are established where there 15 a present obligation (legal or constructive) as a result of a past event  Such
amounts are not included within insurance liabilities but are included under "other habilities” i the statement of
financial position

(G) Reinsurance

The Company cedes reinsurance in the normal course of business, with retention himmits varying by hne of business
The cost of remsurance 1s accounted for over the life of the underlying reinsured policies, using assumptions
consistent with those used to account for these policies Gains or losses on buying retroactive remnsurance are
recognised n the income statement immediately at the date of purchase and are not amortised

Reinsurance assets primarily include balances due from remnsurance companies for ceded insurance Liabilities
Amounts recoverable from remsurers are estimated in a manner consistent with the outstanding claims provisions or
settled claims associated with the remsured policies and n accordance with the relevant reinsurance contract

If a reinsurance asset 1s impaired, the Company reduces the carrying amount accordmgly and recognises that
impairment loss 1n the income statement A remnsurance asset 1s impaired 1f there 1s objective evidence, as a result of
an event that occurred after initial recogmtion of the remnsurance asset, that the Company may not receive all amounts
due to 1t under the terms of the contract, and the event has an impact that can be reliably measured on the amounts
that the Company will receive from the remnsurer

{H) Derecogmition and offset of financial assets and financial habilities

A financial asset (or, where applicable, a part of a financial asset or part of a group of simular financial assets) 1s
derecogmised where

{1} the nghts to receive cash flows from the assets have expired,

{u1) the Company retains the right to receive cash flows from the asset, but has assumed an obligation to pay them in
full without material delay to a third party under a "pass-through" arrangement, or

{1) the Company has transferred 1ts rights to receive cash flows from the asset and either

(a) has transferred substantially all the risks and rewards of the asset, or
{b) has neither transferred nor retained substantially all the risks and rewards of the asset,
but has the control of the asset

A financial Lhability 1s derecognised when the obligation under the hability 1s discharged, cancelled or expires

Financ:al assets and habilities are offset and the net amount reported n the statement of financial position when there
15 a legally enforceable right to set off the recognised amounts and there 1s an intention to settle on a net basis, or w
realise the asset and settle the hability simultanecusly

10
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Accounting policies (continued)
(I} Financial investments

The Company classifies its financial investments as financial assets at fair value through profit or loss ("FVPL")
The FVPL category 1s used in all cases as the Company's strategy 1s to manage 1ts financial 1nvestments on a fair
value basis

All securities in the FVPL category are classified as other than trading

Purchases and sales of investments are recognised on the trade date, which 1s the date that the Company commts to
purchase or sell the assets, at their fair values less transaction costs Debt securities are mitially recorded at their fair
value, which 1s taken to be amortised cost, with amortisation credited or charged to the income statement
Investments classified as other than trading are subsequently cammed at fair value Changes in the fair value of other
than trading investments are included in the mncome statement 1n the pertod in which they arise

Investments carried at fair value are measured using a fair value hierarchy, deseribed in note 8, with values based on
quoted bid prices

(J) Deferred acquisition costs

The costs directly attributable to the acquisition of new business for insurance contracts are deferred to the extent
that they are expected to be recoverable out of future margins 1n revenues on those contracts

Where such business 1s reinsured, an appropriate proportion of the deferred acquisition costs 1s attributed to the
remnsurer, and 1s treated as a separate hability

Deferred acquisition costs are amortised over the period 1n which the related revenues are earned The reinsurers’
share of deferred acquisition costs 1s amortised n the same manner as the underlying asset

Deferred acquisition costs are reviewed by category of business at the end of each reporting period and are written
off where they are no longer considered to be recoverable

(K) Cash and cash equivalents

Cash and cash equivalents consist of cash at banks and 1n hand, deposits held at call with banks, treasury bills and
other short-term highly liquid investments that are readily convertible to known amounts of cash and which are
subject to an msignificant nsk of change 1n value Such investments are those with less than three months' matunity
from the date of acquisition, or which are redeemable on demand with only an insigntficant change in their fair
values For the purposes of the statement of cash flows, cash and cash equivalents also mclude bank overdrafts,
which are included in payables and other financial liabilities on the statement of financial position

(L) Operating cash flows

Purchases and sales of financial investments, and related investment income, are included within operating cash
flows as the purchases are funded from cash flows associated with the originanon of msurance contracts, net of
payments of related claims

11
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Accounting policies (continued)

(M) Financial guarantee contracts

Fiancial guarantee contracts are recogmsed initiatly at their fair value They are subsequently measured at the higher
of the expected receivable or hability under the guarantee and the amount imitialty recognised less any accumulated
amortisation A liability 1s recognised for amounts payable under the guarantee if 1t 1s more likely than not that the
guarantee will be called upon and a receivable 15 recogmsed 1f it 15 virtually certain

(N) Contingent habilities

Contingent liabilities are disclosed if there 15 a possible future obligation as a result of a past event, or 1f there 1s a
present obligation as a result of a past event but either a payment 1s not probable yet sull possible or the amount cannot
be rehably estimated

(O) Income taxes

The current tax expense 1s based on the taxable profits for the year, after any adjustments in respect of prior years Tax,
including tax relief for losses if applicable, 1s allocated over profits before taxation and amounts charged or credited to
reserves as appropriate

Provision 1s made for deferred tax liabilities, or credit taken for deferred tax assets, using the liability method, on all
material temporary differences between the tax bases of assets and habilities and their carrying amounts in the financal
statements The rates enacted or substantively enacted at the statement of financial position date are used to determine
the deferred tax

Deferred tax assets are recognised to the extent that it 1s probable that future taxable profit will be available against
which the temporary differences can be utihsed

(P) Share capital and dividends

Equity instruments

An equity mstrument 15 a contract that evidences a residual interest 1n the assets of an entity after deducting all of 1ts
liabilines Accordingly, a financial instrument 1s treated as equity 1f

{1) there 15 no contractual obligation to deliver cash or other financial assets or to exchange financial assets or
liabilities on terms that may be unfavourable, and

(n) the mstrument will not be settled by dehvery of a variable number of shares or 1s a derivative that can be settled
other than for a fixed amount of cash, shares or other financial assets

Dividends

Intenim dividends on ordinary shares are recognised 1n equity in the period 1n which they are paid Funal dividends on
these shares are recognised when they have been approved by shareholders

(Q) Equalisation provision

Equalisation provisions are established in accordance with UK company law These provisions are 1n addition to the
provisions required to meet the anticipated ultimate cost of settlement of outstanding claims at the statement of
financial position date Under IFRS, the provisions are not reported n the statement of financial position as no hability
exists but are presented within retained earmings, net of attributable tax relief
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Income statement

For the year ended 31 December 2010

Income

Gross written premiums

Premiums ceded to reinsurers

Premiums wrnitten, net of remsurance

Net change i provision for unearned premiums
Net earned premiums

Net mvestment income/(expense)

Expenses
Claims paid, net of reinsurance
Change n claims provisions, net of reinsurance

Fee and commussion expense, net of remsurance

Profit/(loss) before tax

Tax (expense)/credit

Profit/(loss) for the year

Note 2010 2009
£m £m
1
195 215
% 8)
186 207
18 13
204 220
10 ®
214 211
2
100 124
)] 5
100 96
191 225
23 (14)
6 {6) 4
17 (10)

The Company has no other comprehensive income other than those included in the results above and therefore a
separate statement of comprehensive income has not been presented

The accounting policies on pages 8 to 12 and notes on pages 17 to 45 are an integral part of these financial

statements

13
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Statement of financial position
As at 31 December 2010

Note 2010 2009
£m £m
ASSETS
Fimancial investments 7 235 173
Remsurance assets 9 - -
Receivables 10 67 21
Current tax assets 14(a) - 6
Deferred acquisition costs 11 35 42
Prepayments and accrued income 5 3
Cash and cash equivalents 20(b) 24 158
Total assets 366 403
LIABILITIES
Insurance habilities 12 154 181
Current tax liabihities 14(a) 3 -
Deferred tax habilities 14(b) 4 3
Payables and other financial habihties 15 28 58
Other Liabilities 16 4 5
Total halnhties 193 247
Net assets 173 156
EQUITY
Ordinary share capial 17 185 185
Retained earmings 13 (12) (29)
Total equity 173 156

The accounting policies on pages 8 to 12 and notes on pages 17 to 45 are an integral part of these financial statements

Approved by the Board on 22 eA& (¥ 201

C T A

C J Abrahams
Director

14
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Statement of changes in equity

For the year ended 31 December 2010

Balance at 1 January 2009

Issue of share capital

Total comprehensive income for the year

Total movements n the year

Balance at 31 December 2009

Total comprehensive income for the year

Total movements 1n the year

Balance at 31 December 2010

Note

18

18

Shagri:r;?tl:; l:::?]'l:eg‘: Total equity
£m £m £m

135 (19) 116

50 - 50

. (10) (10)

50 (10) 40

185 (29) 156

) 17 17

. 17 17

185 (12) 173

The accounting policies on pages 8 to 12 and notes on pages 17 to 45 are an integral part of these financial statements

15




CGU Underwriting Limited

Statement of cash flows
For the year ended 31 December 2010

Cash flows from operating activities
Net cash (outflow)/inflow from operating activities

Net cask (used in)/from operating activities

Cash flows from financing activities

Proceeds from 1ssue of ordinary shares, net of transaction costs

Net cash from financing activities

Net (decrease)/increase in cash and cash equivalents

Cash and cash equivalents at 1 January

Cash and cash equivalents at 31 December

Note

20(a)

20(b)

2010 2009
£m fm
(96) 14
(96) 14
- 50

- 50
(96} 64
118 54
22 118

The accounting policies on pages 8 to 12 and notes on pages 17 to 45 are an integral part of these financial statements

16




CGU Underwriting Limited
Notes to the financial statements

1. Details of income

Premiums earned
Gross written premiums
Less premiums ceded to remnsurers
Gross change wn proviston for unearned premium
Reinsurers' share of change in provision for unearned premium
Net change n provision for unearned premiums

Net earned premiums

Net investment income/(expense)
interest and similar income
From investments designated as other than trading
Realised losses on disposals
Unrealised gains
Movement 1n amortised cost on debt securities
Gains/(lesses) on investments

Net investment income/(expense)

Total income

17

2010 2069
£m £m
195 215
%) (8)

18 13
18 13
204 220
9 12
(N (65)
2 45

- n

1 (210
10 (9
214 211




CGU Underwriting Limited
Notes to the financial statements (continued)

2. Details of expenses

2010 2009
£m £m
Claims paid, net of reinsurance
Claims paid to policyholders 100 i24
Less Claims recoveries from reinsurers - -
100 124
Change 1n claims provisions, net of reinsurance
Change n gross claims provisions 1$2) 5
Change 1n reinsurance asset for claims provisions - -
6] 5
Fee and commission expenses, net of reinsurance
Acquisition costs
Commission expenses 93 94
Change 1n deferred acquisition costs 7 2
100 96
Total expenses 191 225

18




CGU Underwriting Limited

Notes to the financial statements (continued)

3. Employee information

All employees are employed by a fellow Group company, Aviva Employment Services Limited Disclosures
relating to employees may be found in the Annual Report and Accounts of Aviva plc

4. Directors

All directors of the Company are remunerated as employees by Aviva Employment Services Limited This
remuneration is recharged to all operating divisions of the Group under management service agreements
However, no cost 1s borme by the Company for the services of the directors 1n their capacity as directors

5. Auditor's remuneration

The total remuneration payable by the Company, excluding VAT, to s auditor, Emst & Young LLP, i
respect of the audit of these financial statements, 15 shown below The Company 1s exempt from disclosing
other fees payable to 1ts auditor 1n respect of other work, by virtue of regulation 5(1)(b) of The Companies

(Disclosure of Auditor Remuneration and Liabihty Limitation Agreements) Regulations 2008, as 1t 1s disclosed

within the Annual Report and Accounts of Aviva ple, the Company's ultimate contrelling entity {see note

23(c))

2010 2009
£000 £000
Audit services
Statutory audit of the Company's financial statements 58

Audit fees are paid by Aviva Central Services UK Limtted, a fellow Group company, and recharged as
appropriate to the Company and fellow Aviva Group companies

6. Tax
(a) Tax credited to the income statement

(1) The total tax charge/{credit) comprises

2010 2009
£m £m
Current tax:
For this year 5 6)
Total current tax 5 (6)
Deferred tax:
Onigmation and reversal of temporary differences (note 6(a)(n)) 1 2
Total deferred tax 1 2
Total tax charged/(credited) to incotne statement 6 4)




CGU Underwriting Limited

Notes to the financial statements (continued)
6. Tax (continued)

(1) Deferred tax charged to the income statement represents movements on the followmng items

2010 2009

£m £m

Insurance items 1 2
Total deferred tax charged to income statement 1 2

{b) Tax reconciliation

The tax on the Company's profit/(loss) before tax 1s the same as the theoretical amount that would arise using the
tax rate in the UK as follows

2010 2009

£m £m

Net profit/(loss) before tax 23 (14}
Tax calculated at standard UK corporation tax rate of 28% (2009 28%) 6 (4)
Tax charge/(credit) for the period (note 6(a)(1)) 6 (4)

A gradual reduction in the UK corporation tax rate from 28% to 24% over 4 years was announced in the
Emergency Budget 0of 22 June 2010 The Finance Act published on 29 July 2010 included the first of the 1%
rate reductions with effect from Apnil 2011, with subsequent reductions to be enacted by future legislation No
material impact 1s expected to arise from these reducttons
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CGU Underwriting Limited

Notes to the financial statements (continued)

7. Financial investments

(a) Carrymg amount
At fawr value through

Fmancial investments comprise profit or loss

2010 2009

£m £m

Fixed maturity securities
Debt securities
UK Government 43 24
Non-UK Government 44 11
Public utihties 5 -
Other corporates 143 138
Total financial investments 235 173

Of the above total, £196 million (2009 £134 mullion) 1s expected to be recovered 1n more than one year afier the
statement of financial position date

(b) Cost, unrealised gams and fair value

The following 15 a summary of the cost/amortised cost, gross unreahised gans and losses and fair value of financial
investments

2010
Cost/ Unrealised
amortised Unreahsed losses and
Fair value
cost gains impairments
£m £m £m £m
Debt securities 230 6 (1) 235
2009
Cost/ Unreahsed
amortised Unrealised losses and
Fair value
cost gains  1mpairments
£m £m £m £m
Debt securities 170 4 n 173

All unreahised gains and losses on financial investments classified as fawr value through profit or loss are recognised
in the income statement

Unrealised gains and losses on financial investments classified as at fair value through profit or loss recognised in
the income statement in the year are a net gain of £2 million (2009 £45 mithon net gain)

The movement 1n the unrealised gain/loss position reported in the statement of financial position during the year,
shown in the table above, includes transfers due to the realisation of gains and losses on disposal

There are no impairments of financial investments classifed as fair value through profit ot loss recogmised wn the
income statement tn the year (2009 £mil)

Of the £1 milhon net gain recognised in the income statement during the year a £2 million gain relates to
invesiments still held at 31 December 2010 All the net gains recognised in the income statement are included in net
tnvestment Income
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CGU Underwriting Limited
Notes to the financial statements (continued)

8. Fair value
(a) Fair value methodology

For financial assets and liabilities carried at fair value, the Company has categorised the measurement basis into a
‘fair value hierarchy' as follows

Quoted market prices in active markets — (""Level 1")

Inputs to Level | fair values are quoted prices (unadjusted) m active markets for 1dentical assets and habihities
An active market 15 one 1 which transactions for the asset or hability occur with sufficient frequency and volume
to provide pricing information on an ongoing basis Examples are listed equities n active markets, listed debt
securities 1n active markets and quoted umit trusts in active markets

Modelled with significant observable market inputs — ("'Level 2")

Inputs to Level 2 fair values are inputs other than quoted prices included within Level 1 that are observable for
the asset or habulity, either directly or indirectly If the asset or hability has a specified {(contractual) term, a Level
2 input must be observable for substantially the full term of the instrument Level 2 inputs include the following

» quoted prices for sumlar (1 e not identical) assets and liabilities 1n active markets,

» quoted prices for identical or simular assets and labiltties 1n markets that are not active, the prices are not
current, or price quotations vary substanuially either over ume or among market makers, or 1n which httle
informatton 1s released publicly,

« inputs other than quoted prices that are observable for the asset or lrability (for example, interest rates and
yield curves observable at commonly quoted intervals, volatilities, prepayment speeds, loss severities, credit
risks, and default rates), and

. nputs that are derived principally from, or corroborated by, observable market data by correlation or other
means {market-corroborated mputs)

Examples of these are securities measured using discounted cash flow models based on market observable swap
yields, investment property measured using market observable information, and listed debt or equity securities 1n
a market that 1s mactive

Modelled with sigmificant unobservable market inputs — ("' Level 3")

Inputs to Level 3 fair values are unobservable inputs for the asset Unobservable iputs may have been used to
measure fair value 1o the extent that observable inputs are not available, thereby allowing for situations in which
there 1s htile, 1f any, market activity for the asset or habihty at the measurement date (or market mformation for
the nputs to any valuation models) As such, unobservable inputs reflect the assumptions the Company considers
that market participants would use 10 pricing the asset Examples are certamn private equity mvestments and
private placements
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CGU Underwriting Limited
Notes to the financial statements (continued)

8. Fair value (continued)

(a) Fair value methodology (continued)

Modelled with sigmficant unobservable market inputs — ("' Level 3'') (continued)

The Company's investments are valued based on quoted market nformation or observable market data None of the
total assets recorded at fair value 15 based on estimates and recorded as Level 3 investments Where estimates are
used, these are based on a combination of independent third party evidence and mternally developed models,
calibrated to market observable data where possible Third party valuations using sigmficant unobservable inputs
validated against Level 2 internally modelled valuations are classified as Level 3, where there 1s a significant
difference between the third party price and the internally modelled value Where the difference 1s insignificant, the
mstrument would be classified as Level 2

(b) Fair vatue hierarchy

2010

Fair value hierarchy Statement of

financial

Level 1 Level 2 Level 3  position total

£m £m £m £fm

Fixed maturity securities 235 - - 235
2009

Fair value hierarchy Statement of

financial

Level 1 Level 2 Level 3 position total

£m £m £m £m

Fixed maturity securities 173 - - 173

All 2010 Level 1 debt secunities were also listed at Level 1 1n 2009

(¢) There were no Level 2 or Level 3 stocks as at 31st December 2010 or as at 31st December 2009
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CGU Underwriting Limited

Notes to the financial statements (continued)

9. Reinsurance assets

(a) Carrying amounts

The following 1s a summary of the remnsurance assets and related insurance provisions as at 31 December

2010 2009
Gross Gross
Remsurance Remsurance
insurance Net msurance Net
assets assets
provisions Pprovisions
£m £m £m £m £m £m
Outstanding claims provisions 68 - 68 74 - 74
Provisions for claims incurred
but not reported 9 i ? 2 ) 12
77 - 77 86 - 86
P fi
rovision for unearned 77 ) 77 95 ) 95
premiums
Total 154 - 154 181 - 18]
(b) Assumptions

The assumptions used for remsurance contracts follow those used for insurance contracts, shown n note 12 (c)

Rensurance assets are valued net of any provisions for their recoverability
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CGU Underwriting Limited

Notes to the financial statements (continued)

9. Reinsurance assets (continued)

{c) Movements

Reinsurers' share of the provision for unearned prermums

Carrying amount at 1 January

Premiums ceded to rensurers 1n the year
Less
Remsurers' share of premiums earned during the year

Change 1n reinsurance asset

Carrying amount at 31 December

10. Receivables

Amounts due from intermediaries
Amounts due from related parties (note 23 (a){1))
Other Receivables

Total

Expected to be recovered 1n less than one year

Expected to be recovered in more than on¢ year

All recervables are carried at amortised cost, which approximates to fair value

25

2010 2009
£m fm
9 8
(9} (8)
2010 2009
£m fm

7 2

58 16

2 3

67 21
67 19

- 2

67 21




CGU Underwriting Limited

Notes to the financial statements (continued)

11. Deferred acquisition costs

The movements m deferred acquisition costs during the year are

2010 2009

£fm £m

Carrying amount at 1 January 42 44
Acquisition costs written during the year, gross of reinsurance 93 94
Amortisation {100) (96)
Carrying amount at 31 December 15 42

Deferred acquisition costs are generally amortised within one year of the statement of financial position date

12. Insurance liabilities

(a) Carrying amount

Gross insurance hiabilities at 31 December compnise

2010 2009

£m £m

Provisions for outstanding claims 68 74
Provisions for claims incurred but not reported 9 12
77 86

Provision for unearned premiums 77 95
Total 154 181

{b) Provisions for cutstanding claims

Delays occur i the notification and settlement of claims and a substantial measure of experience and judgement 1s
mvolved in assessing outstanding habilities, the ultimate cost of which cannot be known with certainty at the statement
of financial position date The reserves are based on information currently available However, it 15 inherent in the
nature of the business written that the ultimate habilines may vary as a result of subsequent developments

Provisions for outstanding claims are established to cover the outstanding expected ultimate liability for losses and loss
adjustment expenses {"LAE") in respect of all claums that have already occurred The provisions established cover
reported claims and associated LAE, as well as claims incurred but not yet reported and associated LLAE

Qutstanding claims provisions are based on undiscounted estimates of future claims payments

Loss reserves are only established for losses that have already occurred
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CGU Underwriting Limited

Notes to the financial statements (continued)

12. Insurance liabilities (continued)

(c) Assumptions

Ouistanding claims provisions are estimated based on known facts at the date of estimation Case estimates are
generally set by skilled claims technicians applying their experience and knowledge to the circumstances of individual
claims, taking into account all available information and correspondence regarding the circumstances of the ¢laim, such
as medical reports, mvestigations and nspections Claims technicians set case estimates according to documented
claims department policies and specialise n setting estimates for certain lines of business or types of claim Claims
above certain limits are referred to senior claims handlers for authorisation

No adjustments are made to the claims techmcians' case estmates included in booked claims provisions, except for rare
occasions when the estimated ultimate cost of a large or unusual claim may be adjusted, subject to internal reserve
committee approval, to allow for uncertainty regarding, for example, the outcome of a court case The ulumate cost of
outstanding claims 1s then estimated by using a range of standard actuarial claims projection techniques, such as the
Chain Ladder and Bornhuetter-Ferguson methods The main assumption underlying these techniques 1s that the
Company's past claims development experience can be used to project future claims development and hence ultimate
claims costs As such, these methods extrapolate the development of paid and incurred losses, average costs per clam
and claims numbers based on the observed development of earlier years and expected loss ratios

Historical claims development 1s mainly analysed by accident period, although underwnting or notification period 1s
also used where this 15 considered appropriate Claims development 1s separately analysed by each line of business
Certain lines of business are also further analysed by claims type or type of coverage In addition, large claims are
usually separately assessed, either by being reserved at the face value of loss adjusted estimates, or separately projected
in order to reflect their future development

In most cases no explicit assumptions are made regarding future rates of claims inflation or loss ratios Instead, the
assumptions used are those implicit in the historic claims development data on which the projections are based
Addtional quahtative judgement 1s used to assess the extent to which past trends may not apply in the future, for
example, to reflect one-off occurrences, changes in external or market factors such as public attitudes to claiming,
economic conditions, levels of claims inflation, judicial decisions and legislation, as well as internal factors such as
portfolio mix, policy conditions and loss adjustment procedures, 1n order to arrive at the estimated ultimate cost of
claims, that represent the most hkely outcome, from the range of possible outcomes, taking account of all the
uncertainties involved The range of possible outcomes does not, however, result 1n the quantification of a reserve
range
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CGU Underwriting Limited

Notes to the financial statements (continued)

12. Insurance liabilities (continued)

(d) Movements

The following changes have occurred in the claims provisions during the year

Carrying amount at 1 January

Claims losses and expenses mcurred in the current year

Claims losses and expenses incurred n prior years

Incurred claims losses and expenses

Less

Payments made on claims incurred in the current year

Payments made on claims incurred 1n prior years

Claims payments made in the year

Changes 1n gross claims

Carrying amount at 31 December

2010 2009
£m £m
86 81
97 119
(6) 10
91 129
(52) (62)
(48) (62)
(100) (124)
(9) 5
77 86

Effect of changes in estimates during the year

During the year, gross prior years' claims provisions of £6 million (2009 £10 million charge), £6 mllion net of

remsurance (2009 £10 million charge), were credited to the income statement The main reason for this was

reassessment of the levels of provision for household claims
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CGU Underwriting Limited

Notes to the financial statements (continued)

12, Insurance liabilities (continued)

(e) Loss development tables

The tables that follow present the development of claims payments and the estimated ultimate cost of claims for the
accident years 2001 to 2010 The upper half of the table shows the cumulative amounts paid during successive years
related to each accident year For example, with respect to the accident year 2001, by the end of 2010 £188 million had
actually been paid in settlement of claims In addition, as reflected in the lower section of the table, the original
estimated ultimate cost of claims of £202 million was re-estimated to be £188 million at 31 December 2010 This
decrease from the original estimate would generally be a combination of a number of factors, mcluding claims bemg
settled for larger or smaller amounts than ongmally estimated The original estimates will also be mcreased or
decreased as more information becomes known about the individual claims and overall claims frequency and severity
patterns

The Company amms to maintain strong reserves in order to protect against adverse future claims expernience and
development As claims develop and the ultimate cost of claims becomes more certatn, the absence of adverse claims
experience will then result 1n a release of reserves from earlier accident years However, in order to maintain strong
reserves, the Company transfers some of this release to current accident year (2010) reserves where the development of
claims 1s less mature and there 1s much greater uncertamty attaching to the ultimate cost of claims
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CGU Underwriting Limited
Notes to the financial statements (continued)

12. Insurance liabilities (continued)
(D) Provision for unearned premiums
Movements

The following changes have occurred n the provision for unearned premium during the year

2010 2009

£m £m

Carrying amount at 1 January 95 108
Premiums written durmg the year 195 215
Less Premmums earned during the year (213) (228)
Change 1n year (18) {13)
Carrying amount at 31 December 77 95

13. Financial guarantees and options

With the approval of the FSA, Aviva International Insurance Limited, a Group company, and certain of 1ts UK
nsurance subsidiaries transacting general insurance business, of which the Company 1s one, have mutually guaranteed
to discharge all habilities attaching to their respective policies The guarantee enables a company, 1f 1t 1s unable to
pay a policyholder claim, to seek financial support from one of the other guarantors The guarantors are not obhiged to
make the payment 1f in so doing they would breach their own solvency requirement If any payments are made under
the guarantee, the guarantors are entitled to seek repayment from the company benefitmg from the guarantee The
guarantee cannot be relied upon by any other person, including without Iimttation the holder of any contracts of
insurance 1ssued by a party to the guarantee There 1s no maximum amount the Company would have to pay under the
guarantee but, 1n the opmnion of the directors, the fair value of the guarantee above 1s not material and no material loss
1s expected to arise therefrom
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CGU Underwriting Limited

Notes to the financial statements (continued)

14. Tax assets and Liabilities

(a) Current tax

(1) Tax asset
Expected to be recoverable 1n more than one year
Tax asset recogmsed in statement of financial position

{n) Tax habihty
Expected to be payable 1n more than one year
Tax hability recognised in statement of financial position

2010 2009
£m £m

- 6

- 6

3 -

3 -

Assets for prior years' tax settled by group relief of £6 million (2009 £14 mullion) are included within receivables
(note 10) and within related party transactions (note 23{1)) of which £6 million are recoverable in less than one year

and £nil recoverable in more than one year
(b) Deferred tax

(1) The balance at the year end comprises

Temporary differences anising on insurance items
Net deferred tax habihty

(1) The movement in the net deferred tax hiability was as follows
Net liability at 1 January

Amounts charged to profit (note 6 (a)(1))
Net hability at 31 December

15. Payables and other financial liabilities

Payables anising out of direct insurance
Amounts due to related parties (note 23 (a)(n)})
Bank overdrafts (note 20(b))

Expected to be settled within one year

2010 2009
£m £m

3

3

3 1

1 2

4 3
2010 2009
£m £m
11 -
15 18

2 44

28 58
28 58

All payables and other financial liabihties are carned at cost, which approximates to fair value
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CGU Underwriting Limited
Notes to the financial statements (continued)

16. Other liabilities

2010 2009
£m £m
Other habilities 4 5
Expected to be settled within one year 4 5
17. Ordinary share capital
Details of the Company’s ordmary share caprtal are as follows
2010 2009
£m £m
Authorised
100 (2009 100) Ordinary A shares of £1 each - -
184,999,900 {2009 184,999,900) Ordinary B shares of £1 each 185 185
Allotted, called up and fully paid
100 (2009 100) Ordinary A shares of £1 each - -
184,999,900 (2009 184,999,900) Ordinary B shares of £1 each 185 185

The rights and provisions attaching to the A ordinary share capital

The “A” ordimary shares shall not entitle the holders thereof to receive any dividend or other distribution of the profits
of the Company and shall entitle the holders thereof to exercise all voting rights 1n relation to the Company n
proportion to their respective holdings

The rnghts and provisions attaching to the B ordinary share capital

Subject to any special or additional rights attached to any class of shares, the profits of the Company available for
distribution and resolved to be distributed shall be distnibuted by way of dividend among the holders of the “B”
ordinary shares pro rata to the number of such shares held by each of them On a windig-up or other retumn of capatal
the holders shall be entitled to receive, subject to any special or additional rights attached to any class of shares, 100
per cent of the assets of the Company available to shareholders (after the return of the capital paid up on each of the
“A” ordinary shares and the “B” ordmary shares held by them) pro rata to the number of “B” ordinary shares held by
them The holders shall not be entitled to receive notice of any general meeting of the Company or to attend, speak or
vote at any such general meeting by virtue or in respect of their holdings of such shares

18. Retained earnings

2010 2009

£m £m

Balance at 1 January 29) (19)
Profit/(loss) for the year 17 (10
Balance at 31 December (12) (29)

In accordance with accounting policy Q, retained earmings include £11 million (2009 £8 million) relating to
equalisation provisions, net of attributable tax rehief, which are not distributable
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CGU Underwriting Limited
Notes to the financial statements (continued)

19. Contingent liabilities and other risk factors

Uncertainty over claims provisions

Note 12(c) gives details of the estimation techmques used in determining the outstanding claims provisions, which are
designed to allow for prudence These are estimated to give a result within the normal range of outcomes To the
extent that the ultimate cost falls outside this range, for example where future claims inflation differs from that
expected, there 15 uncertainty n respect of this lability

Levy schemes

The Company pays contributions mto levy schemes in the UK 1n which it operates Given the economic environment,
there 1s a heightened risk that the levy contributions will need to be increased to protect policyholders 1f an insurance
company falls into financial difficulties The directors continue to monitor the situation but are not aware of any need
to wmcrease provisions at the statement of financial positien date

FSA review of payment protection surance

In September 2009, the FSA launched an investigation into sales practices for payment protection insurance On 10
August 2010, the FSA announced that mis-selling of PP1 policies had been widespread and that consumers who could
prove mis-selling would be entitled to financial redress from distributors of the policies In October 2010, on behalf
of distributors, the British Bankers Association elected to seek judicial review of this ruling and no conclusion of this
legal process has yet been reached The directors do not consider that the Company 1s liable for mis-selling m 1ts role
as underwniter, and hence no provision 1s currently necessary

20. Statement of cash flows

2010 2009
£fm £fm
(a) The reconcihiation of profit/(loss) before tax to the net cash (outflow to)/inflow
from operating activities 1s:
Profit/(loss) before tax 23 (i4)
Adjustments for
Gains on investments (note 1) (2) (44)
Changes in working capital
(Increase)/decrease in deferred acquisition costs 7 2
(Increase)/decrease in receivables and other financial assets (42) 15
(Increase)/decrease in prepayments and accrued income (2) 2
Increase/(decrease) in insurance hiabilities 27 (8)
Increase/(decrease) in payables and other financial habilities 8 (35)
Increase/(decrease) in other labilities (1) (13)
Net sales/(purchases) of operating assets
Financial investments (60) 109
Net cash (outflow to)/inflow from operating activities (96) 14

"Increase/(decrease) in receivables and other financial assets” 15 stated after eliminating £4 nulhon (2009 £10
million) of corporation tax recoverable settled or to be settled by group reltef
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CGU Underwriting Limited

Notes to the financial statements (continued)

20. Statement of cash flows (continued)

{b) Cash and cash equivalents in the statement of cash flows at 31 December

comprise* 2010 2009
£m £m
Cash at bank and i hand - 80
Cash equivalents 24 78
24 158
Bank overdrafis (note 15) (2) (40)
22 118

21. Risk management

The ultimate parent company, Aviva plc, and uts subsidianes, joint ventures and associates, (collectively known as "the
Group"), operate a risk management framework {"RMF"), which 1s the collection of processes and tools that have been put
n place to ensure that the risks to which 1t 1s exposed are 1dentified, measured, managed, momtored and reported on a
continuous basis The RMF s designed to facilitate a common approach to, and language regarding, the management of risk
across the Group The key instruments of the RMF include the risk management policies, nsk reports, risk models, the
governance and oversight infrastructure and the nisk appetite framework The RMF has been adopted in the UK ("the UK
Region") including the businesses collectively referred to as "UKGI" (including this Company and the UK general
insurance busmess carried out within Aviva Insurance Limited and Aviva Interational Insurance Limited)

Rusks are usually grouped by risk type market, credit, general insurance, liquidity and operational nsk Risk falling within
these types may affect a number of key metrics including those relating to balance sheet strength, hquidity and profit They
may also affect the performance of the products that the Company delivers to customers and the service to customers and
distnbutors, which can be categonsed as risks to brand and reputation

The Group has a set of formal nisk policies that facilitate a consistent approach to the management of all the Company's
risks across all businesses and locations in which the Company operates These risk policies define the Company's appetite
for different, granular risk types and set out risk management and control standards for the Group's world-wide operations

Risk models are an important tool 1n the Company’s measurement of nsk and are used to support the momtoring and
reporting of the risk profile and n the evaluation of alternative risk management actions The Company carres out a range
of stress (where one nsk factor, such as equity returns, 15 assumed to vary) and scenario (where combinations of risk factors
are assumed to vary) tests to evaluate their impact on the business and the management actions avatlable to respond to the
condittons envisaged Monthly assessments are made of the economic capital available within the business and the
economic capital required to cover the current nisk profile of the business and these assessments are included n the regular
reporting to the risk commuttees

UKGI sets imits to manage material risks to ensure the risks stay within nisk appetite (the amount of nisk UKGI 1s willing to
accept) UKGI assesses the size and scale of a nsk by considering how likely 1t 1s that the risk will materialise and the
potential impact the nisk could have on i1ts business and 1ts stakeholders Where risks are outside of appetite, actions are
agreed to mitigate the exposure Impact assessments are considered against financial, operational and reputational critena
and take into account underlying factors such as economtc coenditions, for example, UK economic growth and inflation

The UK Region has an established governance framework, which has the following key elements

« defined terms of reference for the legal entity Boards and the associated executive management and other
committees across the UK Region ncluding the UK Region Board, UK Region Risk Committee and UK Region

Audit Comnuttee,
+ aclear orgamsational structure with documented delegated authorities and responsibtliies from the legal entity

Boards to executive management committees and senmor management, and

« adoption of the Group pohcy framework that defines risk appetite measures and sets out risk management and
control standards for the Group's worldwide operattons The policies also set out the roles and responsibilities of
businesses, regions, policy owners and risk oversight commitiees
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Notes to the financial statements (continued)

21. Risk management (continued)

The UK Region operates a three lines of defence risk management mode! that encourages close working relationshups,
between line management and the risk function whilst facilitating independent assurance by internal audit Primary
responsibility for risk 1dentification and management lies with busmess management (the first line of defence) Support
for and challenge on the completeness and accuracy of risk assessment, risk reporting and adequacy of mitigation plans
are performed by specialist risk functions (the second line of defence) Independent and objective assurance on the
robustness of the nisk management framework and the appropriateness and effectiveness of internal control 1s provided
bv group audit (the third line of defence)

UKGI has developed economic capital models that support the measurement, comparison and further understanding of
its risks The results of the modelling are incorporated into key strategic planming and decision-making processes
These models show the relative impact to economic capital from the risks faced In tum this supports the assessment of
appropriate and effective mitigating strategies where risks are outside of appetite

The FSA also requires UKGI to assess its economic capital requirements to ensure that it adequately reflects the risks
facing the business

(a) Financial risk management

() Market risk

Market risk 1s the nisk of adverse financial impact due to changes n fair values or future cash flows of financial
mstruments due to fluctuations i interest rates, equity prices, property prices and foreign currency exchange rates

Market nisk anises due to fluctuations in both the value of habilities and the value of investments held

UKGI manages market risk locally withi its market sk framework, within local regulatory constraints and in line with
estabhshed Group policy, including minimum principles for matching habilities with appropriate assets

Interest rate risk anses primarily from the Company's investments, which are exposed to fluctuations mn interest rates
UKGI mamntams a close matching of assets and the economic value of its technical liabilities, by duration, using
derivative instruments 1f necessary, to minimise this risk

The Company operates predominantly i the UK and there 1s no matenal exposure to foreign currency exchange rates
Derivatives are used within policy guidelines agreed by the Aviva plec Board of Directors Dertvatives are only used for

efficient portfolio management or nisk hedging purposes The Company did not have any derivatives duning the year or
at the year-end

The management of market risk 1s overseen by the UKGI Asset and Liability Commuttee
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21. Risk management (continued)

(a) Financial risk management (continued)

(1) Credit nsk

Credit nisk 15 the risk of loss in the value of financial assets due to counterparties failing to meet all or part of their
obligations

UKGI's management of credit risk 1s carried out i accordance with Group credit risk processes, which include
setting exposure mits and monitoring exposures 1n accordance with ratings set by credit ratings agencies such as
Standard & Poor's Exposure levels are reported to, and reviewed by, the UKGI Asset and Liabihity Commuttee

Financial assets are graded according to current credit ratings 1ssued AAA 1s the highest possible rating Investment
grade financial assets are classified within the range of AAA to BBB ratings Financial assets which fall outside this
range are classified as speculative grade Credit imits for each counterparty are set based on default probabilities
that are in turn based on the rating of the counterparty and the type of exposure

The followng table provades information regarding the aggregated credit nsk exposure of the Company Non-rated’
captures assets not rated by external ratings agencies

Credit rating

Carryng value in
the statement of

Speculatve financial position

31 December 2010 AAA AA A BBB grade Non-rated
im £m £m fm fm fm im
Debt securities 101 20 77 37 - - 235
Cash and cash equivalents - 2 22 - - - 24

Credit rating

Carrying value n
Speculative the statement of
31 December 2009 AAA AA A BBB grade  Noo-rated Nancial posion
£m £m £m fm £m £m £m
Debt secunties 74 17 57 25 - - 173
Cash and cash equivalents - 20 40 - 10 18 158

The Company is not generally exposed to significant concentrations of credit nisk to third parties

UKGI manages exposure to reinsurance counterparties in accordance with Group policy Exposure limits are set by
the Group Credit Approvals Commuittee which maintains a hist of reinsurers that have acceptable credit standing
Remnsurer exposure and the impact of any rewnsurer default are monitored regularly by the Group Credit Approvals
Commuittee
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21. Risk management (continued)

(a) Financial risk management (continued)
(u) Credit nisk (continued)

Debt securities of £235 million (2009 £173 mullion) are nerther past due nor impaired

At 31 December 2010, recervables are £67 million (2009 £21 mullion) Of the Company's receivables, £58 million
(2009 £16 mulhion) 1s due from related parties, details of which are set out in note 23

Concentrations of credit nisk with respect to receivables are lmited due to the size and spread of the Company's trading
base

Exposure by counterparty i1s monitered by the UKGI Asset and Liability Commutttee for all UKGI exposures greater
than £20 mull:on

The management of credit risk 1s overseen by the UKGI Asset and Liability Commuttee

(m) General insurance risk

UKGI considers insurance risk within its general insurance activity to comprise the following

*  maccurate pricing and selection of risks when underwritten,

« fluctuatons in the timing, frequency and severity of claims and claims settiements, relative to expectations,
+  unexpected claims arising from a single source,

* 1nadequate reinsurance protection or other risk transfer techniques, and

* 1nadequate reserves

The majority of the general insurance business underwritten by the Company 1s of a short-ta1l nature such as household
msurance

The Group's underwriting strategy and appetite 15 agreed by the Aviva Group Executive Commuittee and communicated
via specific policy statements and guidelimes UKGI sets its own underwniting strategy, consistent with the Group
strategy Underwnting sirategy 1s communicated to underwriters, with underwriting licences granted to individual
underwriters according to competence and experience The vast majonty of the Company's general insurance business
15 managed and priced in the same country as the domicile of the customer, predeminantly 1n the UK

UKG] has developed mechanisms that identify, quantify and manage accumulated exposures to contain them within the
limits of the appetite of UKGI UKGI has 1n place various methodologies to manage effectively exposures ansing from
specific perils UKGI analyses accumulations of insurance nisk under various headings, including type of business,
location, profile of customers and type of claim and uses these analyses to inform underwniting and reserving
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21. Risk management (continued)

(a) Financial risk management (continued)
{m) General insurance risk (continued)

Reinsurance purchases are reviewed to venfy that the levels of protection being bought reflect any developments in
exposure and the nisk appetite of UKGI The basis of these purchases 1s underpinned by extensive financial and
capital modelling and actuanal analyses which consider the cost and capital efficiency benefits This involves
utilising externally sourced probabilistic models to venfy the accumulations and loss probabilities based on UKGI's
specific portfolios of business I[n addition to external models, scenarios are developed and tested using UKGI's data
to determine potential losses and appropriate levels of reinsurance protection Remsurance covers single large
exposures and concentrations of exposures UKGI has processes i place to manage catastrophe nsk UKGI
purchases calastrophe reinsurance to protect against sigruficant natural hazard events For a single reahstic
catastrophic event, UKGI's maximum retention 1s approximately £210 million

The adequacy of UKGI's general insurance claims provisions 1s overseen by the UKG] Reserve Committee
Actuartal claims reserving 1s conducted by the UKGI's actuaries 1n compliance with the Group General Insurance
Reserving Policy There are periodic external reviews by consultant actuaries

Risk-based capital models are being used to support the quantification of risk under the Individual Capital
Assessment ("ICA") framework UKGI undertakes a quarterly review of insurance risks, the output from which 1s a
key input into the ICA and risk-based capital assessments

The management of insurance risk 1s overseen by specific UKGI senior management commuttees, namely the
Underwriting and Pricing Groups, the Reserve Commuttee and the Projections Commuittee

(v} Liqudity risk

Liquidity risk 15 the risk that an entity will encounter difficulty in meeting obligations associated with financial
liabihties

UKGI has set 1ts investment strategy to ensure 1t has sufficient liquid funds to meet its expected obligations as they
fall due In extreme circumstances, the Company would approach the Group for additional short-term borrowing
whulst the Company liquidated other assets The Group mamntams sigmficant commutted borrowing facilities froma
range of highly rated banks to mitigate this risk further

The following table provides an analysis, by matunity date of the principal, of the carrying value of financial assets
and rewnsurers' share of the uneamed premmm provision, which are available to fund the repayment of liabilities as
they crystallise

Within 1 lto5s 5to15 Over15  No fixed Total

31 December 2010 year years years years terms
£m £m £m fm £m £m
Debt securities 39 122 74 - - 235
Receivables 67 - - - - 67
Cash and cash equivalents 24 - - - - 24
130 122 74 - - 326
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21. Risk management (continued)
(a) Financial risk management (continued)

(v) Liquidity risk {continued)

Within 1 1to§ Sto15 Overl15 No fixed Total

31 December 2009 yvear years years years terms
£m £m £m £m £m £m
Debt securities 39 93 41 - - 173
Receivables 19 2 - - - 21
Cash and cash equivalents 158 - - - - 158
216 95 41 - - 352

The assets above are analysed 1n accordance with the earliest possible redemption date of the instrument at the

mitiation of the Company Where an mstrument 1s puttable back to the 1ssuer on demand, such as a unit trust or
stmilar type of investment vehicle, it 15 included in the "Within 1 year" column All of the Company's debt securities
are market traded and, therefore, 1f required, can be liquidated for cash at short notice

The followmg table shows the Company's financial hiabihties and the provision for unearned premiums analysed by

duration
Within 1 1to5 5t015 Overls Total
31 December 2010 year years years years
£m £m £m £m £m
Provisions for outstanding ¢laims 44 29 4 - 77
Provision for unearned premiums 58 18 1 - 77
Payables and other financial liabihties 28 - - - 28
130 47 3 - 182
Within 1 1te$ 5to15 Overls Total
31 December 2009 year years years years
£m £m £m £m £m
Provisions for outstanding claims 51 31 4 - 86
Provision for unearned premiums 73 20 2 - 95
Payables and other financial habilities 58 - - - 58
182 51 6 - 239

For insurance contracts, the analysis of liabilities above 1s based on the estimated timing of future cash flows

The management of liquidity nisk 1s overseen by the UKGI Asset and Liabihity Commuttee

(b) Strategic risks

UKGI 1s exposed to a number of strategic risks UKGI's strategy supports 1ts vision, purpose and objectives and 15
responsive to both the external and internal environment, for example, changes 1n the competitive landscape arising
from economic conditions, custemer demands and competitor activity, regulatory changes, merger and acquisition

opportunities and emerging trends (such as chimate change and pandemic events)

Strategic risk 1s explicitly considered throughout UKGI's strategic review and planning process Developments are
assessed during the quarterly performance management process where all aspects of the risk profile are considered
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21. Risk management (continued)

(b) Strategic risks (continued)

UKGI actively engages with external bodies to share the benefit of its expertise in supporting responses to emerging
risks as well as challenging developments that could be damaging to the business and the industry as a whole

(¢) Operational risk management

Operational risk 1s the nsk of loss resulting from inadequate or failed internal processes, people and systems or from
external events Operatronal risks include taxation, reputation and regulatory nsks, such as compliance Only financial
instrument sk requires quantification under IFRS and consequently no quantification of this risk 1s provided

Operational nsk 1s managed n accordance with contrel standards set out in the Group policy framework

The management of operational risk 1s overseen by the UKGI Operational Risk Committee
(d) Risk and capital management

UKGI uses a number of risk management tools to understand the volatility of earnings, the volatility of its capital
requirements, and to manage 1ts capital more efficiently Primarily, risk-based capital models and scenario tests are
used Sensitivities to economic and operating experience are regularly produced on all of UKGI's financial
performance measurements to inform UKGT's decision-making and planning processes, and as part of the framework
for ident:fying and quantifying the risks to which UKGI 15 exposed

General msurance claims habilities are estimated by using standard actuarial claims projection techniques These
methods extrapolate the claims development for each accident year based on the observed development of earher
years In most cases, no explicit assumptions are made as projections are based on assumptions implicit m the historic
claims development on which the projections are based As such, m the analysis below, the sensitivity of general
nsurance claims liabilities 1s primanly based on the financial impact of changes to the reported loss ratio

Some resulis of sensitivity testing for general insurance business are set out below For each sensitivity test the impact
of a change 1n a single factor 1s shown, with other assumptions left unchanged

Sensitivity factor Description of sensitivity factor appled

Interest rate and investment  The impact of a 1% increase or decrease 1n market interest rates (e g 1f a current

return interest rate 15 5%, the 1impact of an immedate change to 4% or 6%) The test allows
consistently for sumilar changes to investment returns and movements n the market °
value of fixed interest securities

Gross loss ratios The impact of an increase w gross loss ratios for general insurance by 5%

For general insurance, the impact of the expense sensitivity on profit also includes the mcrease in ongoing
administration expenses
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21. Risk management (continued)
(d) Risk and capital management (continued)

The above sensitivity factors are applied using actuarial and statistical models, with the following pre-tax impacts on
profit and shareholder's equity at 31 December 2010

Increase/{(decrease) in Increase/(decrease) 1n

shareholder's equity (£m) profit before tax (£m}
Gross of reimnsurance Gross of reinsurance

Interest rates +1% (8) (8
Interest rates -1% 8 8
Gross loss ratios + 5% 5 5

The above tables demonstrate the effect of a change m a key assumption while other assumptions reman unchanged
In reality, there 15 a correlation between the assumptions and other factors It should also be noted that these
sensitivities are non-hnear, and larger or smaller impacts should not be interpolated or extrapolated from these
results

The sensitivity analyses do not take into consideration that the Company's assets and liabilities are actively managed
Additionally, the financial position of the Company may vary at the time that any actual market movement occurs
For example, UKGI's financial risk management strategy aims to manage the exposure to market fluctuations As
investment markets move past various trigger levels, management actions could include selling investments,
changing mvestment portfohio allocation, and taking other protective action

Other limutatrons in the above sensitivity analyses include the use of hypothetical market movements to demonstrate
potential risk that only represent UKGI's view of possible short-term market changes that cannot be predicted with
any certainty and the assumption that all interest rates move n an 1dentical fashion

22. Capital structure

The Company maintamns an efficient capital structure from equity shareholder's funds, consistent with the Company's
overall risk profile and the regulatory and market requirements of the business This note describes the way the
Company manages capital and shows where this 1s employed

(a) General

[FRS underpins the Company's capital structure and, accordingly, the capital structure 15 analysed on this basis
UKGI uses risk management tools to assess 1ts mternal economic capital requirements

The Company as a regulated company 15 required to hold sufficient capital to meet acceptable solvency levels based

on apphcable FSA regulations The Company's ability to transfer retained earnings to its parent company 1s therefore
restricted to the extent that these earmings form part of UK regulatory capital
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22. Capital structure (continued)

(b) Capital management

In managing 1ts capital, the Company seeks to

(1)  match the expected cash flows from 1ts assets with the expected cash outflows from the Company's insurance

liabilities as they fall due,

(1) mantam financial strength to support new business growth and satisfy the requirements of its policyholders
and regulators,

(i) retamn financial flexibility by mamtaming strong hquidity, and

(1v) allocate capital efficiently to support growth and repatriate excess capital where appropnate

The Company considers not only the traditional sources of capital funding but the alternative sources of capital
including remsurance, as appropriate, when assessing 1ts deployment and usage of capital

(c) Different measures of capital

The Company measures its capital on a number of different bases These include measures which comply with the
regulatory regime within which the Company operates and those which the directors consider appropniate for the
management of the business The measures which the Company uses are -

()  Accounting hasis
The Company 1s required to report its results on an IFRS basis
(1) Regulatory bases

Relevant capital and solvency regulations are used to measure and report the Company's financial strength These
measures are based on the FSA's regulatory requirements under Solvency [ and the ICA regime The regulatory
capital tests venfy that the Company retamns an excess of solvency capital above the required mimmum level
calculated using a series of prudent assumptions about the type of business that 1s underwritten

The Company fully complied with these regulatory requirements during the year

(1)) Economic bases

Notwithstanding the required levels of capital laid out by the FSA, UKGI also measures 1ts capital using various
risk-based management tools that take into account a more realistic set of financial and non-financial assumptions
Note 21, Risk management, gives further details

(d) Capatal structure
IFRS net  IFRS net

assels assets

2010 2009

£m £m

General insurance 173 156

Total capital employed 173 156
Financed by

Equity shareholder's funds 173 156
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23. Related party transactions

{a) The Company had the following related party transactions in 2010 and 2009,

(1) Other services provided to related parties

2010 2009
Income Receivable Income Receivable
earned n earned in
at year end at year end
year year
im £m £m f£fm
Parent - - - 2
Other Group companies - 58 - 14
- 58 - 16

Transactions with Group compantes for settlement of corporation tax assets and liabilities by group relief are described

n note 14

() Other services provided by related parties

2010 2009
Expense Payable at Expense Payable at
incurred in incurred 1n
year end year end
year year
£m £m £m £m
Parent - 15 - -
Other Group companies - - - 18
- 15 . 18

() Key management compensation

The directors and key management of the Company are considered to be the same as for Aviva Insurance UK Limited,
the immediate parent company Information on key management compensation may be found in note 30 - Related party

transactions, of Aviva Insurance UK Limited's financial statements

(b) Immediate parent company

The Company's immediate parent company 15 Aviva Insurance UK Limuted, registered in England and Wales

(c) Ultimate controlling entity

The ultimate controlling entity 15 Aviva plc  Its Annual Report and Accounts are available on application to the Group

Company Secretary, Aviva ple, St Helen's, | Undershafi, London, EC3P 3DQ

24. Events after the reporting period

In 2010, a test case was taken to the European Court of Justice (ECJ) to rule on the current law and practice whereby

nsurers may take into account a person’s gender n calculating the costs and benefits of their insurance On 1 March

2011 the ECI ruled that, with effect from 21 December 2012, nsurers will no longer be able to use a person's gender 1n
this way The directors are assessing the ruling and 1ts potential impact on the Company
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