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Gresham Insurance Company Limited

Directors' report
For the year ended 31 December 2006

The directors present their annual report and audited financial statements for Gresham Insurance Company Limited ("the
Company") for the year ended 31 December 2006

Principal activity

The principal activity of the Company s the transaction of general insurance business in the United Kingdom through a
business partnership arrangement with Barclays Bank plc

Business review

Basis of preparation

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

Strategy and objectives

High level strategies are deternuned by Aviva plc and these are shown 1n their financral statements The directors consider that
the Company's principal activity of underwriting general insurance business will continue unchanged into the foresecable

Financial key performance indicators

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

- increase/(decrease) 1n gross written premiums

- combined operating ratio ("COR") - this compnses the sum of the following ratios
- net incurred claims to net eamed premiums ratio,
- net writlen COMMISSIONS ta net written premiums ratio, and
- net written expenses 10 net written premiums ratio

A summary of the KPIs 1s set out below

Measure 2006 2005
Increase 1n gross written premiums 55% 10%
Combined operating ratio (See below) 104%
net incurred claims ratio - 62%
net written comumissions ratio - 30%
net written expenses ratio - 12%

The Company entered into a quota share retnsurance contract with its immediate parent undertaking, Aviva Internationat
Insurance Limited, 10 100% remnsure all insurance busmness written from 1 January 2006 This means the 2006 COR s not
comparable to the 2005 COR

Financial pesition and performance

The financial position of the Company at 31 December 2006 15 shown in the balance sheet on page 15, with the trading results
shown 1n the income statement on page 14 and the cashflow on page 17

Profit before tax for the year was £ 4,594 thousand (2005 loss before tax £ 10,544 thousand) This 1s due to several factors as
reflected by the KPIs and also detailed below

The Company has achieved significant premium growth during 2006 as a result of increased marketing spend The growth has
been particularly notable 1n the household and motor markets

Gross claims incurred for 2006 increased mainly due to an increase in provisiens for prior years' claims




Gresham Insurance Company Limited

Directors' report (continued )

Risk management

Description of the principal nisks and uncertainties facing the Company and the Company's risk management policies are set
out in note 21 to the financial statements

Rusk factors beyond the Company’s control, that could cause actual results to differ matertally from those estimated include,
but are not limited to

+  frequency and severity of significant natural hazards,

. UK domestic econormi¢ business conditions, and
. the impact of competition, inflation and deflation

Financial instruments

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

Dividends

The directors do not recommend the payment of a final dividend (2005 there was a final dividend of £ 4,384,775 1 respect of
2004)

Payment policy
It 15 the Company's policy to pay creditors when they fall due for payment Terms of payment are agreed with suppliers when
negotiating each transaction and the policy 15 to abide by those terms, provided that the suppliers also comply with all relevant

terms and conditions

The amounts due to trade creditors at 31 December 2006 represented approximately 13 days of average daily purchases
through the year (2005 8 days)

Employees

All employees arc employed by a fellow subsidiary undertaking of Aviva ple, Aviva Employment Services Limited
Disclosures relating to employees may be found in the consolidated financial statements of Aviva plc

Resolutions

On 3 April 2006, the members of the Company passed resolutions to dispense with the holding of Annual General Meetings,
the laying of directors' reports, financial statements and auditors’ reports before the members 1 general meeting and the
obligation to appoins auditors annually




Gresham Insurance Company Limited

Directors' report (continued )

Directors’ interests

The names of the present directors of the Company appear on page 1

On 13 March 2006, P J R Snowbali resigned as a director of the Company

On 16 March 2006, A C Seymour-Jackson was apponted as a director of the Company

On 9 May 2006, M S Hodges resigned as a director of the Company On the same date S C J Machell was appointed as a director

On 1 January 2007, P C Easter resigned as a director of the Company On the same date J Hunt was appointed as a director

On 23 January 2007, A Grace resigned as a director of the Company

On 13 December 2006, S J Parr was appointed as an alternate director to A Grace and subsquently appointed as a director on 23 January 2007
The table below shows the interests held by each person who was a director at the end of the financial year in the ordinary shares of 25 pence

each in Aviva ple Details of any options and awards held through Aviva plc’s share schemes and incentive plans are shown on pages 4 and 5
All the disclosed 1nterests are beneficial

At | January
2006 (or date of
appointment tf
later) At 31 December 2006
Number Number
P C Easter 6,628 7,239
S C J Machell 13,111 13,272
A C Seymour-Jackson 5,728 6,097

A Grace and S J Parr have no interests in shares of the Company or Aviva ple

Incentive plans

Details of the directors who held office at the end of the financial year, and hold or held options to subscribe for ordinary
shares of Aviva plc or hold or held awards over shares in Aviva plc, pursuant to Aviva plc's share-based incentive plans,
are set out overleaf on page 5




Gresham Insurance Company Limited

Directors' report (continued)

Directors' interests (continued)

() Share options

P C Easter
Savings related options

S C J Machell
Savings related options

A C Seymour-Jackson
Savings related opttons

At | January
2006 (or date
of
appointment 1f
fater)

Number

4,096

4,426

Options
granted
during the
year

Number

Options
cancelled
during the
year

Number

At
31 December
2006

Number

4,096

4,426

(1) "Savings related options" are options granted under the Inland Revenue approved SAYE Share Option Scheme Options granted
from 1999 to 2006 are normally exercisable during the six month period following ether the third, fifth or seventh anmiversary of the

relevant sav ings contract

(2) Dunng the year no directors exercised any share options and therefore no gains on such were made

(1) Share awards

P C Easter

Awviva Long Term Incentive Awards
Awviva Annual Bonus Plan 2005
Aviva Deferred Bonus Plan

8§ C J Machell

Aviva Long Term Incentive Awards
Aviva Annual Bonus Plan 2005
Aviva Deferred Bonus Plan

A C Seymour-Jackson

Aviva Long Term Incentive Awards
Aviva Annual Bonus Plan 2005
Aviva Deferred Bonus Plan

Aviva Executive Share Option Plans

At | January
2006 (or date
of
appointment 1f
later)

Number

170,305
126,232
109,758
32,725
68,528

3,887

13,082
37,053

Awards
granted

during
the year

Number
38,048

32,301
5,712

8,341
8,973

Awards
vested
during

the year

Number

(44,699)

(43,938)

Awards
lapsed
during

the year

Number

(24,176)

3,193

At3l
December
2006

Number

139,478
32,301
88,006

109,758
32,725
68,528

14,728

8,973
13,082
33,860

{1) Aviva Long Term Incentive Awards, awards are made on an annual basis in March Awards are subject to the attainment of

performance conditions over a three year period




Gresham Insurance Company Limited

Directors' report (continued)

(1) The Aviva Annual Bonus Plan 2005, awards under the plan were made in March 2006 The awards are not subject to
performance conditions and vest on the third anmiversary of their grant

{m) Aviva Deferred Bonus Plan, awards disclosed include those made 1n Leu of some or all of the cash bonus earned and
deferred under Aviva ple’s Annual Bonus Plan and also the matching awards granted on a one for ong basis  The awards are not
subject to performance conditions and vest on the third anmiversary of their grant

{1v) Aviva Executive Share Option Plans, these are options granted on various dates from 1996 to 2004, under the Aviva
Executive Share Option Scheme or predecessor schemes The exercise of options granted in 1996 15 not subject to performance
conditions Options granted between 1997 and 2000 were subject to the satisfactton of conditions relating to either the
Company's return on capital employed ("ROCE") or 1ts relative total sharcholder return ("TSR") against a chosen comparator
group In respect of options granted from 2000 the performance condition has been a mixture of both ROCE and TSR measures
In all cases, performance 15 measured over a three year performance period and the options are normally exercisable between the
third and tenth anniversary of their grant

Directors' liabilities

Aviva plc, the ultimate parent undertaling, has granted an indemntty to the directors aganst hability 1 respect of proceedings
brought by third parties, subject to the conditions set out n the Companies Act 1985 This indemnity and the provisions in the
Company's Articles of Association constitute "qualifying third party indemmuties” for the purposes of sections 309A to 309C of
the Companies Act 1985 Such qualifying third party indemmity proviston remains 1n force as at the date of approving the
directors' report

Directors’ statement as to disclosure of information to auditors

The directors who were members of the Board at the time of approving the directors” report are listed on page 1 Having made
enquiries of fellow directors and of the Company’s auditors, each of these directors confirms that

. to the best of each director’s knowledge and belief, there 1s no information relevant to the preparation of their repert of
which the Company’s auditors are unaware, and

. each director has taken all the steps a director rmght reasonably be expected to have taken to be aware of relevant audit
information and to establish that the Company’s auditors are aware of that information

Statement of directors’ responsibilities

The directors are required to prepare financial statements for each accounting period that comply wath the relevant provisions of

the Companies Act 1985 and of the International Financial Reporting Standards {IFRS) as adopted by the European Union, 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 1n accordance with IFRS requires the directors to 4

. select suitable accounting policies and verify that they are applied consistently in preparing the financial statements on the
going concern basis unless 1t 18 inapproprate to presume that the Company will continue in business,

. present information, mcluding accounting policies, 1 a manner that provides relevant, reliable, comparable and
understandable information,

. provide additional disclosures when compliance with the specific requrements i IFRS 1s insufficient 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 complied with applicable IFRS, subject to any matenial departures disclosed and explained n
the financial statements

The directors are responsible for keeping proper accounting records which are intended to disclose with reasonable accuracy, at
any tume, the financial position of the Company They are also ultimately responsible for the systems of mternal control
maintained by the Company for safeguarding the assets of the Company and for the prevention and detection of fraud and other
irregulanties

On behalf of the Board
Director

10 Marck Qo007




Gresham Insurance Company Limited

Independent auditors’ report
To the shareholders of Gresham Insurance Company Limited

We have audited the Company's financial statements for the year ended 31 December 2006 which compnise the
Accounting Policies, the Income Statement, the Balance Sheet, the Statement of Changes in Sharcholder's Equity, the
Cash Flow Statement and the related notes 1 to 22 These financial statements have been prepared under the
accounting policies set out therein

Thas report 1s made solely to the Company's members, as a body, m accordance with Section 235 of the Compames Act
1985 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 in an auditors’ report and for no other purpose To the fullest extent permitted by law, we do
not accept or assume responsibility to anyone other than the Company and the Company's members as a body, for our
audit work, for this report, or for the opinions we have formed

Respective responsibilities of directors and auditors

The directors are responsible for preparing the financial statements 1n accordance with applicable United Kingdom law
and International Financial Reporting Standards (IFRSs) as adopted by the European Union as set out 1n the Statement
of Directors' Responsibilities

Our responstbulity 15 to audit the financial statements 1n accordance with relevant legal and regulatory requirements
and International Standards on Auditing (UK and [reland)

We report to you our opinion as 1o whether the financial statements give a true and fair view and are properly prepared
in accordance with the Companies Act 1985 We also report to you whether the information given in the Directors'
Report is consistent with the financial statements [n addition we report to you 1f, in our opimion, the Company has not
kept proper accounting records, if we have not received all the information and explanations we requure for our audit,
or 1f information specified by law regarding directors' remuneration and transactions 1s not disclosed

We read the Directors' Report and consider the implications for our report 1f we become aware of any apparent
misstatements within 1t

Basis of audit opinion

We conducted our audit in accordance with International Standards on Auditing (UK and Ireland) 1ssued by the
Audiung Practices Board An audit includes examnation, on a test basis, of evidence relevant to the amounts and
disclosures m the financtal statements [t also includes an assessment of the sigmficant estimates and judgements made
by the directors in the preparation of the financial statements, and of whether the accounting policies are approprate to
the Company’s circumstances, consistently applied and adequately disclosed

We planned and performed our audit so as to obtain all the information and explanations which we considered
necessary n order to provide us with sufficient evidence to give reasonable assurance that the financial statements are
free from material misstatement, whether caused by fraud or other wrregulanity or error In forming our opinion we also
evaluated the overall adequacy of the presentation of information 1n the financial statements

Opinion

In our opinion

+  the financal statements give a true and fair view, in accordance with [FRSs as adopted by the European Umion, of
the state of the Company's affairs as at 31 December 2006 and of its loss for the year then ended,

«  the financial statements have been properly prepared n accordance with the Compames Act 1985, and

. the information given in the Directors’ Report 1s consistent with the financial statements

Ernst & Young LLP
Registered auditor
London

26 Moycda 2003




Gresham Insurance Company Limited

Accounting policies

Gresham Insurance Campany Limited, a limited company 1ncorporated and domiciled in the United Kingdom ("UK™),
transacts general mnsurance business in the UK The directors consider that thas will continue unchanged into the
foreseeable future

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

(A) Basis of presentation

The financial statements have been prepared 1n accordance with International Financial Reporting Standards (IFRS) and
International Accounting Standards (LAS), as endersed by the Evropean Union, applicable at 31 December 2006

In August 2005, the IASB issued IFRS 7, Financial Instruments Disclosures, and an amendment to [AS 1, Capital
Disclosures  Although thewr requirements are applicable for accounting periods beginning on or after 1 January
2007, the Company has decided to adopt IFRS 7 early and reflect its impact 1n these financial statements  The
amendment to [AS 1 brings the capital disclosures into line with those already required by FRS 27 and, although the
Company 1s not adopting 1t early, this 1s not expected to result in any matenal additonal disclosures

In August 2005, the LASB 1ssued an amendment to IAS 39, Financial Guarantee Contracts, which requires financial
guarantees 15sued to be recognised 1nutially at thewr fair value, and subsequently measured at the higher of the
expected hability (or recervable) under the guarantee and the amount imntally recogmuised, less any cumulative
amortisation This amendment affects the Company 1n respect of intercompany guarantees given and taken 1n the
ordinary course of business, where guarantee fees had not necessarily reflected the fair value to each party of the
1ssued instrument This value must now be reflected in the Company's financial statements, and will result in
additional accruats (for fee income) and prepayments (for fees payable) in the balance sheet, with movements in
these values credited or charged to profit i the income statement

In accordance with the standard for Phase 1 [FRS 4, Insurance Contracts, the Company has applied existing accounting
practices for insurance, modified as appropnate to comply with the IFRS framework and applicable standards Further
details are given in pohicy D overleaf

The financial statements are stated in British pounds, which s the Company's functional and presentation currency
Unless otherwise noted, the amounts shown in these financial statements are in thousands of British pounds (£000)

(B) Use of estimates

The preparation of financial statements requires the Company to make estimates and assumptions that affect items
reported 1n the balance sheet and income statement and the disclosure of contingent assets and hiabilities at the date of the
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 ulumately may differ from those estimates, possibly
significantly

(C) Foreign currency translation

Foreign currency transactions are accounted for at the exchange rates prevailing at the date of the transactions Gans and
losses resulting from the settlement of such transactions, and from the translation of monetary assets and habilities
denomunated 1n foreign currencies, are recognised in the income statement

Translation differences on debt secunties and other monetary financial assets measured at fair value are included in
foreign exchange gains and losses n the income statement Translation differences on non-monetary items, such as
equities, which are held at fair value through profit or loss as defined in Policy K, are reported as part of the fair value
gain or loss




Gresham Insurance Company Limited

Accounting policies (continued)

(D) Product classification

Insurance contracts are defined as those containing significant insurance risk 1f, and only (f, an 1nsured event could cause
an insurer to pay significant additional benefits in any scenario, excluding scenarios that lack commercial substance, at
the inception of the contract Such contracts remain insurance contracts until all nghts and obhigations are extinguished
or expire Contracts can be reclassified as insurance contracts after inception tf insurance risk becomes significant Any
contracts not considered to be insurance contracts under IFRS are classified as investment or service contracts

As noted in policy A above, insurance contracts n general continue to be measured and accounted for under existing
accounung practices at the date of the transition to IFRS Accounting for mnsurance contracts 15 determined 1n accordance
with the Statement of Recommended Practice 1ssued by the Association of Bntish Insurers in December 20035 (as
amended 1n December 2006)

(E) Premiums earned

Insurance premiums written reflect business mcepted during the year, and exclude any sales-based taxes, duties or levies
Wntten premiums include an estimate of pipeline premiums less a provision for anticipated lapses Unearned premiums
are those proportions of the premiums written in a year that relate to pertods of risk after the balance sheet date
Unearned premiums are computed principally on esther a daily or monthly pro rata basis Premiums collected by
intermediaries, but not yet received, are assessed based on estimates from underwriting or past experience, and are
included in premiums written

(F) Other fee and commission income

Other fee and commission income consists primanly of commusston revenue from reinsurance commssion and profit
partictpation, which 1s recogmsed when earned

(G) Net investment income

Investment income consists of dividends and interest for the year, movements in amortised cost on debt secunities,
realised gains and losses, and unrealised gains and losses on FVPL investments (as defined in policy K) Interest income
15 recognised as 1t accrues, takmg into account the effective yield on the mvestment

The realised gain or loss on disposal of an investment 15 the difference between the proceeds recerved, net of transaction
costs and its original cost or amortised cost as appropniate Unrealised gains and losses 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




Gresham Insurance Company Limited

Accounting policies (continued)

(H) Insurance contract liabilities

Claims

Insurance claims incurred mclude all losses occurning during the year, whether reported or not, related loss adjustment
expenses, a reduction for the value of salvage and other recoveries, and any adjustments to claims incurred 1n previous
years

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

Outstanding claims provisions

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

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

Provision for unearned premiums

The proportion of wriiten premiums, gross of commission payable to intermediaries, attributable to subsequent periods 15
deferred as a provision for unearned premiums The change 1n this proviston 1s taken to the income statement in order
that revenue 1s recognised over the period of nisk

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 unearned premiums using the current estimates of future
cash flows under 1ts contracts after taking account of the investment return expected to arise on assets relating to the
relevant general business provisions If these estimates show that the carrying amount of 1ts insurance habihities (less
related deferred acquisition costs) 1s msufficient in light of the estimated future cash flows, the Company recognises the
deficiency 1n the income statement by setting up a provision 1n the balance sheet

Other assessmenis and levies

The Company 1s subject to vartous periodic insurance-related assessments or gnarantee 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 msurance habilities but are included under "other liabihittes” i the balance sheet

10




Gresham Insurance Company Limited

Accounting policies (continued)

(I) Reinsurance

The Company cedes rensurance in the normal course of business, with retention limits varying by line of business The
cost of remsurance 15 accounted for over the life of the underlying remsured policies, using assumptions consistent with
those used to account for these policies Gains or losses on buying retroactive remsurance are recogrised in the income
statement tmmediately at the date of purchase and are not amortised

Remsurance assets prumanly include balances due from both msurance and remnsurance companies for ceded insurance
liabilities Amounts recoverable from remsurance are estimated 1n a manner consistent with the outstanding claims
provisions or settled claims associated with the remnsured policies and in accordance with the relevant remsurance contract

If a reinsurance asset 1s imparred, the Company reduces the carrying amount accordingly and recognises that impairment
loss mn the ncome statement A reinsurance asset 15 impaired 1f there 15 objective evidence, as a result of an event that
occurred after initial recognition of the reinsurance asset, that the Company may not receive all amounts due to 1t under the
terms of the contract, and the event has a rehably measurable impact on the amounts that the Company will receive from
the remnsurer

(J) Derecognition and offset of financial assets and financial liabilities

A financial asset {or, where applicable, a part of a financial asset or part of a group of similar financial assets) 1s
derecognised where

(1) the nghts to receive cash flows from the asset have expired,

(1) the Company retans the nght to receive cash flows from the asset, but has assumed an obligation to pay them i full
without material delay to a third party under a "pass-through” arrangement, or

() the Company has transferred its nghts to receive cash flows from the asset and either
(a) has transferred substantially all the risks and rewards of the asset, or

(b) has nclthel: transferred nor retamned substanually all the risks and rewards of the asset, but has
transferred control of the asset

A financial habihty 1s derecognised when the obhgation under the hability 1s discharged, cancelled or expires Financial
assets and liabilities are offset and the net amount reported in the balance sheet when there 1s a legally enforceable right to
set off the recognised amounts and there 1s an intention to settle on a net basis, or reahse the asset and scttle the hability
simultaneously

11




Gresham Insurance Company Limited

Accounting policies (continued)

(K) Financial investments

The Company class:fies its investments as financial assets at fair value through profit or loss ("FVPL") The FVPL category
15 used as, 1n most cases, the Company’s strategy 1s 1o manage 1ts financial investments on a fair value basis

The FVPL category has two sub-categories - those that meet the definition of "being held for trading" and those the
Company chooses to designate as FVPL (referred to in this accounting policy as "other than trading”) Fixed maturities,
which the Company buys with the mtention to resell in the near term (typically between three and six months), are classified
as trading  All other 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 commits to
purchase or sell the assets, at their fair values less transaction costs Debt securities are 1nitially recorded at their farr value,
which 1s taken to be amortised cost, with amortisation credited or charged to the income statement Investments classified as
trading and other than trading are subsequently carned at fair value Changes in the fair value of rading and other than
trading investments are mcluded in the income statement in the period m which they anse

The fair values of investments are based on quoted bid prices or amounts derived from cash flow models Fair values for
unlisted equity securities are estimated using applicable price/earnings or price/cash flow ratios refined to reflect the specific
circumstances of the 1ssuer Equity securities for which fair values cannot be measured reliably are recognised at cost less
impairment

(L) Deferred acquisition costs

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

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

Deferred acquisition costs are amortised over the period i which the related revenues are earned The reinsurers’ share of
deferred acquisition costs 1s amertised in 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

(M) Cash and cash equivalents

Cash and cash equivalents consist of cash at banks and in hand, deposits held at call with banks, treasury bills and other
short-term highly hiquid investments with less than 90 days’ maturity from the date of acquisition For the purposes of the
cash flow statement, cash and cash equivalents also include bank overdrafts, which are included within payables and other
financial liabilities on the balance sheet

(N) Contingent liabilities

Contingent lhiabilities are disclosed if the future obligation 1s probable and the amount cannot be reasonably estimated

12




Gresham Insurance Company Limited

Accounting policies (continued)

(O) Income taxes

The current tax expense 1s based on the taxable results for the year, afler any adjustments n respect of prior years Tax,
mcluding tax reltef for losses 1f applicable, 15 allocated over profits before taxation and amounts charged or creduted to reserves
as appropriate

Provision 1s made for deferred tax liabihties, or credit taken for deferred tax assets, using the hability method, on all materal
temporary differences between the tax bases of assets and liabilities and their carrying amounts in the financial statements

The principal temporary differences arise from the equalisation provision and tax losses carried forward The rates enacted or
substantively enacted at the balance sheet date are used to determine the deferred tax

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

(P) Share capital and dividends

Equity instruments

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

(v there 1s no contractual obligation to deliver cash or other financial assets to exchange financial assets or liabilities on
terms that may be unfavourable, and

() the instrument will not be settled by delivery 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

Intersm dividends on ordinary shares are recogmsed 1n equity 1n the penod i which they are paid Final dividends on these
shares are recognised when they have been approved by shareholders

(Q) Equalisation provision

Equahsation provisions are estabhished 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 balance sheet, and 1n the
previously reported balance sheet are included 1n technical provisions Under IFRS, the provisions are not reported 1n the
balance sheet or no hability exists but are presented within retained earnings, net of attributable tax relief

13




Gresham Insurance Company Limited

Income statement
For the year ended 31 December 2006

Note 2006 2005
£000 £000

Income 1
Gross written premiums 249814 160,674
Premiums ceded to remnsurers (249,814) (5,709)
Premums written net of remsurance - 154,965
Net change m provision for unearned premmms 86,853 {14 ,450)
Net premiums earned 86,853 140,515
Fee and commission income - 514
Net investment income 4918 6,874
Other operating income 5,350 735
97,121 148,638

Expenses 2
Claims and benefits paid, net of recoveries from reinsurers 90,375 85,315
Change n msurance habilities, net of remsurance (20,143) 1,813
Fee and commission expense 22,295 62,632
Other operating expenses - 9,422
92,527 159,182
Profit/(loss) before tax . 4,594 (10,544)
Tax (expense)/credit 6 (7,201) 3,131
Loss for the year (2,607) (7,413)

The Company has no recognised income and expense other than those mcluded n the resulis above and therefore
a statement of recognised income and expense has not been presented

The accounting policies on pages 8 to 13 and notes on pages 18 to 39 are an integral part of these financial statements
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Gresham Insurance Company Limited

Balance sheet
As at 31 December 2006

Note 2006 2005

Assets £000 £000
Financial investments 8 27,055 117,367
Remsurance 9 174,181 132
Current tax - 10,473
Receivables and other financial assets 10 108,972 95,525
Deferred acquisition costs 11 43,756 22,295
Prepayments and accrued income 827 1,220
Cash and cash equivalents 20(b) 118,813 17,528
Total assets 473,604 264,540
Liabihties
Insurance liabihtes 12 204,728 137,675
Deferred tax 14 5,899 6,758
Payables and other financial liabilities 15 159,345 59,864
Other habilities 16 52,252 6,256
Total habilities 422,224 210,553
Net assets 51,380 53,987
Equity
Caputal

Ordinary share capital 17 61,400 61,400
Retained earnings . 18 (10,020) (7,413)
Total equity 51,380 53,987

The accounting policies on pages 8 to 13 and notes on pages 18 to 39 are an integral part of these financial statements

Approvedbythe Boardon 2¢ Marcd 200>

e

Director
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Gresham Insurance Company Limited
Statement of changes in shareholders’ equity

For the year ended 31 December 2006

Ordinary share Retained Total

Note capital earnings equity

£000 £000 £000

Balance at 1 January 2005 61,400 4,385 65,785
Loss for the year - (7413 (7,413)
Dividends 7 - (4,385) (4,385)
Total movements in the year - (11,798) {11,798)
Balance at 31 December 2005 61,400 (7,413) 53,987
Loss for the year - (2,607) (2,607)
Total movements in the year - (2,607) (2,607)
Balance at 31 December 2006 61,400 (10,020) 51,380

The accounting policies on pages 8 to 13 and notes on pages 18 to 3% are an ntegral part of these financial statements
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Gresham Insurance Company Limited

Cash flow statement
For the year ended 31 December 2006

Cash flows from operating activities
Net cash inflow from continuing operations

Tax recerved/(paid)
Net cash from operating aciivities

Cash flows from financing activities

Ordinary dividends paid
Net cash used in financing activities

Net increase in cash and cash equivalents

Cash and cash equivalents at | January

Cash and cash equivalents at 31 December

Note

20 (a)

20 (b)

2006 2005
£000 £000
84,618 11,365
2,413 (1,623)
87,031 9,742
- (4,385)

- (4,385)
87,031 5,357
15,852 10,495
102,883 15,852

The accounting policies on pages 8 to 13 and notes on pages 18 to 39 are an integral part of these financial statements
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Gresham Insurance Company Limited
Notes to the financial statements (continued)

1. Details of income

Premiums earned

Gross written premiums

Less premiums ceded to reinsurers

Gross change in provision for unearned premiums

Reinsurers’ share of change i provision for unearned prermums

Net change mn provision for unearned premiums

Net premiums earned

Fee and commission income
Rensurance commissions receivable
Other operating income

Total revenue
Net investment income

Interest and similar income

Realised gans and (losses)
Unrealised gains and (losses)
Movement 1 amortised cost on debt securrties

(Losses)/gains on mvestments
Other investment expense

Net investment income

Total income

18

2006 2005
£000 £000
249,814 160,674
(249,814) (5,709)
(48,183) (8,189)
135,036 (6,261)
86,853 (14,450)
86,853 140,515
- 514
5,350 735
92,203 141,764
5,750 6,563
774 (836)
(254) 2,162
(907) (946)
(387) 380
(445) (69)
4,918 6,874
97,121 148,638




Gresham Insurance Company Limited
Notes to the financial statements (continued)

2. Details of expenses

2006 2005
£000 £000
Claims and benefits paid, net of recoveries from remnsurers
Claims and benefits paid to policyholders 128,267 85,892
Less Claims recoveries from reinsurers (37.892) (577)
90,375 85,315
Change 1n insurance habilities, net of remsurance
Change 1n surance habilities 18,870 1,817
Less Change n reinsurance asset for insurance provisions (39,013) 4)
(20,143) 1,813
Fee and commission expense, net of remsurance
Acquisttion costs
Commussion expenses - 47,738
Other acquisition costs for insurance - 8,249
Change in deferred acquisition costs 22,295 6,645
22,295 62,632
Other operating expenses, net of remnsurance - 9,422
Total expenses 92,527 159,182

3. Employee information

All employees are employed by a fellow subsidiary undertaking of Aviva plc, Aviva Employment Services
Limited Disclosures relating to employees may be found in the consohidated accounts of Aviva ple

4. Directors' emoluments

Since 4 April 2005, the emoluments of the executive directors have been borne by the parent undertaking,
Aviva International Insurance Limited Those of the non-executive director, Mr A Grace, were borme by
Barclays Bank plc

Previously, emoluments of the directors were -

2006 2005
In respect of services as directors £ 000 £ 000
Fees and benefits - 13

Retirement benefits accrued to one (2005 one) director under a defined benefit pension scheme of Legal &
General Group plc, the Company's former ultimate parent undertaking
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Gresham Insurance Company Limited
Notes to the financial statements (continued)

5. Auditors' remuneration

The total remuneration payable by the Company, excluding VAT, to its auditors, Emst & Young LLP, 1n
respect of the audit of these financial statements 1s shown below The Company 1s exempt from disclosing
other fees payable, to its auditors, in respect of other work by virtue of regulation 5(2) of The Companies
Regulations 20035, as 1t 1s disclosed within the consolidated Report and Accounts of Aviva plc, the Company's
ultimate controlling entity (note 22(c))

2006 2005
£000 £000
Audit services
Statutory audit of the Company's financial statements 40 44
6. Tax
(a) Tax charged/(credited) to the income statement
(1) The total tax charge/(credit) comprises: 2006 2005
£000 £000
Current tax.
For this year 2,305 (9,933)
Prior year adjustments 5,755 38
Total current tax 8,060 (9,895)
Deferred tax- '
Origination and reversal of temporary differences (859) 6,770
Prior year adjustments - {6)
Total deferred tax (859) 6,764
Total tax charged/(credited) to income statement 7,201 (3,131)

(u) Deferred tax charged to the iIncome statement represents movements on the following items.

2006 2005

£000 £000
Insurance items (871) 6,770
Provisions and other timmg differences 12 -
Other temporary differences - {6)
Tota] deferred tax (credited)/charged to income statement (859) 6,764
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Gresham Insurance Company Limited
Notes to the financial statements (continued)

6. Tax (continued)

(b) Tax reconciliation

The tax on the Company’s profit / (loss) before tax differs from the theoretical amount that would arise using the
tax rate in the United Kingdom as follows

2006 2005
£000 £000
Net Profit/(loss) before tax 4,594 (10,544)
Tax charge/(credit) calculated at standard UK corporation tax rate of
30% (2005 30%) 1,378 (3,163)
Adjustment to tax charge in respect of prior years 5,755 32
Other 68 -
Tax charged/(credited) for the period (note 6a) 7,201 {3,131)
7. Dividends
2006 2005
£000 £000
Ordinary dividends declared and charged to equity in the year
Final 2004 - 7 14p per share declared and paid 1n 2005 - 4,385

8. Financial investments

{a) Fmancial investments comprised:
Other than trading
at far value through profit or loss

2006 2005
£000 £000
Debt securities - hsted 27055 117,367

Of the above total £ 27,055 thousand (2005 £115,651 thousand) 15 expected to be recovered in more than ¢one
year after the balance sheet date

(b) The following 1s a summary of the cost/amortised cost, gross unrealised gains and losses and fair
value of finaneial investments:

2006
Cost/amaortised Unreahsed Unrealised
cost _gamns losses Fair value
£000 £000 £000 £000
Debt securities 26,965 119 (29) 27,055
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Gresham Insurance Company Limited
Notes to the financial statements (continued)

8. Financial investments (continued)

2005
Cost/amortised Unrealised Unreahised
cost gaimns losses Fair value
£000 £000 £000 £000
Debt securibies 117,032 335 - 117,367
9. Reinsurance assets
(a) Carrying amounts
The following 1s a summary of the reinsurance assets and related insurance reserves as at 31 December
2006 2005
Gross Gross
Insurance REII’ISI.I rance insurance Remsurance
provisions assets Net  provisions assets Net
£000 £000 £000 £000 £000 £000
Outstanding clatms provisions 59,450 31,698 27,752 45411 132 45,279
Provisions for claims incurred but
not reported 10,242 7,447 2,795 5,411 - 5,411
69,692 39,145 30,547 50,822 132 50,690
Provision for unearned premiums 135,036 135,036 - 86,853 - 86,853
Total 204,728 174,181 30,547 137,675 132 137,543

As described mn note 22, with effect from 1 January 2006, the Company entered into a 100% quota share agreement with tts parent
undertaking, Aviva International Insurance Limited

(b) Assumptions
The assumptions used for reinsurance contracts follow those used for insurance contracts, shown in note 12 (c)
Remsurance assets are valued net of any provisions for theiwr recoverability

(¢} Movements

(1) Remsurance asset 2006 2005
£000 £000
Carrying amount at T January 132 128
Remnsurers’ share of claims losses and expenses incurred 1n current year 76,815 -
Remnsurers’ share of claims losses and expenses incurred 1n prior years 90 581
Remsurers’ share of incurred claims losses and expenses 76,905 581
Less
Reinsurance recovertes received on claims incurred tn current year (37,809) -
Reimnsurance recoveries received on claims incurred in prior years (83) 577
Remnsurance recovenes received in the year (37,892) (577)
Change tn reinsurance asset recognised in income statement 39,013 4
Carrying amount at 31 December 39,145 132
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Gresham Insurance Company Limited
Notes to the financial statements (continued)

9. Reinsurance assets (continued)

(1) Reinsurers® share of the provision for unearned premiums

2006 2005

£000 £000
Carrymg amount at 1 January - 6,261
Premiums ceded to reinsurers in the year 249,814 5,709
Less
Reinsurers’ share of premiums earmned during the year (114,778) {11,970)
Change 1n reinsurance asset recoghised 1n income statement 135,036 (6,261}
Carrying amount at 31 December 135,036 -
10. Receivables and other financial assets

2006 2005

£000 £000
Amounts due from msurance contract holders 105,353 74,257
Amounts due from intermediaries 1,546 16,969
Amounts due from reinsurers 1,305 471
Other financial assets 768 3,828
Total 108,972 95,525
Expected to be recovered in less than one year 108,972 95,525

Concentrations of credit risk with respect to recervables are Itmited due to the size and spread of the Company's
trading base No further credit nisk provision 1s therefore required 1n excess of the normal provision for doubtful
recervables

11. Deferred acquisition costs

{(a} The carrying amount compnrised:

2006 2005

’ £000 £000

Deferred acquisition costs 43,756 22,295
(b) The movements in deferred acquisition costs during the year were:

2006 2005

£000 £000

Carrying amount at 1 January 22,295 28,940

Acquisition costs written during the year, gross of reinsurance 82,061 52,367

Amortisation {60,600) (59,012)

Carrymng amount at 31 December 43,756 22,295

Deferred acquisition costs are generally recoverable within one year of the balance sheet date
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Gresham Insurance Company Limited
Notes to the financial statements (continued)

12. Insurance liabilities

{a) Carrying amount

Gross insurance liabilities at 31 December comprised

2006 2005

£000 £000
Provisions for outstanding clatms 59,450 45,411
Provision for claims incurred but not reported 10,242 5,411
Technical provisions 69,692 50,822
Provision for unearned premiums 135,036 86,853
Total 204,728 137,675

(b) Provisions for outstanding claims
Significant delays occur in the notification and settlement of claims and a substantial measure of experience and
Judgement 1s involved in assessing outstanding hiabilities, the ultimate cost of which cannot be known with certainty

at the balance sheet date The reserves are based on nformation currently avatlable However, 1t 1s mherent in the
nature of the business written that the ultimate Labiliies may vary as a result of subsequent developments

Provisions for outstanding claims are established to cover the outstanding expected ultimate habihty for losses and
loss adjustment expenses (“LAE”)n respect of all claims that have already occurred The provisions established
cover reported claims and associated LAE, as well as clauns incurred but not yet reported, and associated LAE

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

No equalisation or catastrophe reserves have been recognised
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Gresham Insurance Company Limited
Notes to the financial statements (continued)

12. Insurance liabilities (continued)
(c) Assumptions

Qutstanding claims provisions are estimated based on known facts at the date of esimation Case estimates are
generally set by skilled claims technicians applying their experience and knowledge to the circumstances of
individual claims The ultimate cost of cutstanding claims 15 then estimated by using a range of standard actuanal
claims projection techniques, such as the Chain Ladder and Bornhuetter-Ferguson methods The mamn assumption
underlying these techniques 1s that the Company’s past claims development experience can be used to project
future claims development and hence ulumate claims costs As such these methods extrapolate the development of
paid and incurred losses, average costs per claim and claim numbers based on the observed development of earlier
years and expected loss ratios

Historical claims development 1s mainly analysed by accident period, although underwriting or notification period
1s also used where this 1s considered appropriate Claims development 1s separately analysed by each line of
business Certain lines of business are also further analysed by claim type or type of coverage

In most cases no explicit assumptions are made regarding future rates of claims inflation or loss rattos Instead, the
assumptions used are those implicit in the historic ¢laims development data on which the projections are based
Additional qualitative 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 mnflation, judicral decisions and legislation, as well as internal factors such
as portfolio mix, pohcy conditions and loss adjustment procedures, i order to arrive at the estimated ultimate cost
of claims

(d) Movements

The following changes have occurred n the technical provisions during the year

2006 2005
£000 £000
C tatlJ
arrying amount a anuary 50,822 49,005
Claims losses and expenses mcurred in the current year 137,801 89,970
increase/(Decrease) in estimated claims losses and expenses incurred in prior
years 9,336 (2,261)
Incurred claims losses and expenses 147,137 87,709
Less
Payments made on claims incurred 1n the current year (83,347) (56,663)
Payments made on claims incurred 1n prior years (44,920) (29,229)
Claims payments made 1n the year, net of recoveries (128,267) (85,892)
Changes 1n claims provisions reserve recognised n the income statement
18,870 1,817
Carrying amount at 31 December 69,692 50,822
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Gresham Insurance Company Limited
Notes to the financial statements (continued)

12. Insurance liabilities (continued)

(e) Loss development tables

The table that follows presents the development of ¢claim payments and the estimated ultimate cost of claims for the accident years
2001 to 2006 The upper half of the table shows the cumulative amounts pard duning successive years related to each accident
year For example, with respect to the accident year 2001, by the end of 2006 £38,579 thousand had actually been paid in
settlement of claims In addition, as reflected 1n the lower section of the table, the original estimated ultimate cost of claims of
£41,476 thousand was re-estimated to be £38,920 thousand at 31 December 2006 This decrease from the onginal estimate would
generally be a combination of a number of factors, including claims bemg settled for Jarger or smaller amounts than originally
estimated The onginal estimates will also be increased or decreased, as more information becomes known about the individual
claims and overall claims frequency and severity

In 20035 the year of adoption of IFRS, only five years were required to be disclosed This will be increased in each succeeding
additional year, until ten years' information s included

All prior
Accident Year years 2001 2002 2003 2004 2008 2006 Total
£000 £000 £000 £000 £000 £000 £000 £000
Gross cumulative claim
payments
At end of accident year (24,066)  (28,359)  (34,855)  (50,397) (56,663) (83,347)
One year later (35,395)  (43,293)  (51,772) (74,060)  (93,684)
Two years later (37,150} {45,150y  (55,754) (78,858)
Three years later (38,005) (46,007) (58,139
Four years later (38,479 (46,265)
Five years later (38,579)
Estimate of gross ulumate
claims
At end of accident year 41,476 46,334 64,253 83,659 89,970 137,801
One year later 40,065 47,410 62,751 82,534 100,681
Two years later 39,083 47,095 62,165 82,370
Three years later 39,089 47,290 61,234
Four years later 39,107 46,568
Five years later 38,920
Estimate of ultmate claims 38,920 46,568 61,234 82,370 100,681 137,801
Cumulative payments (38,579)  (46,265) (58,189)  (78,858) (93,684)  (83,347)
Qutstanding claims
provisions recogmsed n the
balance sheet 1,040 341 303 3,045 3,512 6,997 54,454 69,692
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Gresham Insurance Company Limited
Notes to the financial statements (continued)

12. Insurance liabilities (continued)

{e) Loss development tables (continued)

After the effect of reinsurance, the loss development table 1s

All prior
Accident Year years 2001 2002 2003 2004 2005 2006 Total
£000 £000 £000 £000 £000 £000 £000 £000
Net cumulative claim
payments
At end of accident year (24,066) (28,359)  (34,855) (50,236) (56,663) (45,538)
One year later (35,395)  (43,293) (51,772) (73,483) (93,601)
Two years later (37,190)  (45,150) (55,754)  (78,281)
Three vears later (38,005) (46,007} (58,189)
Four years later (38,479)  (46,265)
Five vears later (38,579)
Estimate of net ultimate
claims
At end of accident year 41,476 46,334 64,253 83,370 89,970 60,986
One year later 40,065 47,410 62,751 81,825 100,459
Two years later 39,083 47,095 62,165 81,793
Three years later 39,089 47,290 61,234
Four years later . 39,107 46,568
Five years later 38,920
Estimate of ultimate claims 38,920 46,568 61,234 81,793 100,459 60,986
Cumulative payments (38,579  (46,265) (58,189) (78,281) (93,601) (45,538)
Net outstanding claims
provisions recognised n the
balance sheet 1,040 341 303 3,045 3,512 6,858 15,448 30,547
() Provision for unearned premiums
Movements
The following changes have occurred 1n the provision for uneamed premiums dunng the year
2006 2005
£000 £000
Carrying amount at 1 January, gross of reinsurance 86,853 78,664
Premiums written during the year 249,814 160,674
Less
Premwums eamned during the year (201,631} (152,485)
Changes 1n year 48,183 g,189
Carrying amount at 31 December, gross of reinsurance 135,036 86,853
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Gresham Insurance Company Limited
Notes to the financial statements (continued)

13. Effect of changes in estimates during the year

During the year, prior years' claims provisions of £9,336 thousand (£9,246 thousand net of reinsurance) were charged to
the income statement The main reason for this were a reassessments of the levels of provision for househeld claims

14. Tax assets and liabilities

(a) General

Current tax assets and liabilities recoverable or payable in more than one year are £mif and £l (2005 £8,063 thousand

and £nil) respectively

(b) Deferred taxes

(1) The balance at the period end comprises 2006 2005
£000 £000
Insurance items (5,899) (6,770)
Other temporary differences - 12
Net deferred tax liability (5,899) (6,758)
(1) The movement m the net deferred tax (hability)/asset was as follows
Net (liability) at 1 January (6,758) 6
Amounts credited/(charged) to profit (note 6a) 859 (6,764)
Net liability at 31 December (5,899) {6,758)

Deferred tax assets are recogrused for tax loss carry forwards to the extent that reahsation of the related tax benefit
through future taxable profits 1s probable The Company has unrecognised tax losses of £19,160 thousand (2005 £mil)

to carry forward indefinitely aganst future taxable ncome

15. Payables and other financial liabilities

2006 2005

£000 £000
Payables arising out of direct insurance and assumed remsurance 683 10,259
Payables arising out of ceded reinsurance 96,858 1,969
Bank overdrafis 15,930 1,676
Other financial habihities 45,874 45,960
159,345 59,864
Expected to be settled within one year 159,345 59,864

Profit commission of £19,322 thousand (2005 £19,322 thousand) included in other financial hiabiiities, 15 payable when
the equalisation reserve within equity becomes distnibutable The directors censider the book value approximates to fair

value
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Gresham Insurance Company Limited
Notes to the financial statements (continued)

16. Other liabilities

Rewnsurers’ share of deferred acquisition costs
Other hiabilities

Expected to be settled within one year

17. Ordinary share capital

Details of the Company’s ordinary share capital are as follows

Authorised
100,000,000 Ordinary shares of £1 each

Allotted, called up and fully paid;
61,400,000 Ordmnary shares of £1 each

18. Retained earnings

Balance at 1 January
Loss for the year

Dividends (note 7)

Balance at 31 December

2006 2005
£000 £000
43,756 -
8,496 6,256
52252 6,256
52,252 6,256
2006 2005
£000 £000
100,000 100,000
100,000 100,000
61,400 61,400
61,400 61,400
2006 2005
£000 £000
(7.413) 4,385
(2,607) (7,413)
- (4,385)
(10,020) (7,413)

In accordance with accounting policy Q, retained earnings includes £19,665 thousand ( 2005 £22,567 thousand)
relating to equalisation provisions, net of attributable tax rehief which are not distributable

19. Contingent liabilities and other risk factors

Uncertainty over claums provisions

Note 12 gives details of the estimation techniques used m determming the outstanding claums 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 nflation differs from that

expected, there 1s uncertainty i respect of this lhiability
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Gresham Insurance Company Limited
Notes to the financial statements (continued)

20. Cash flow statement

2006 2005
£000 £000
{a) The reconcihation of profit/(loss) before tax to the net cash inflow
from operating activities 1s:
Profit/(loss) before tax 4,594 (10,544)
Adjustments for
Fair value losses/(gains) on investments (note 1) 387 (380)
Changes mn working capital
{Increase)/decrease n remnsurance assets {174,049) 6,257
{Increase)/decrease in deferred acquisition costs (21,461) 6,645
{Increase)/decrease in receivables and other financial assets (13,447) (32,443)
(Increase)/decrease in prepayments and accrued mcome 393 186
Increase/(decrease) in insurance liabihties 67,053 10,006
Increase/(decrease) in payables and other financial liabilities 85,227 29,376
Increase/(decrease) in other liabilities 45,996 5,331
Net (purchases)/sales of operating assets
Financial investments 89,925 (3,069)
Net cash inflow from operating activities 84,618 11,365

Purchases and sales of financial investments are included in operating cash flows as the purchases are funded
from cash flows associated with the orignation of insurance contracts, net of repayments of claims

2006 2005
£000 £0060

(b) Cash and cash equivalents in the cash flow statement at

31 December comprised

Cash at bank and 1n hand 5,750 228
Cash equivalents 113,063 17,300
118,813 17,528
Bank overdrafts (Note 13) (15,930) (1,676}
102,883 15,852
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Gresham Insurance Company Limited
Notes to the financial statements (continued)

21. Risk management policies

The Company has established a nisk management framework with the primary objective of protecting the
Company from events that hinder the sustainable achievement of the Company’s performance objectives,
mncluding failing to exploit opportuniies This framework 1s operated by a group of companies, "the NUI
Group”, (including the UK general insurance business carried out within Aviva [nsurance Limited and Aviva
International Insurance Lumnited), within the Aviva plc group ("the Group"), that are engaged 1n writing
general insurance business and n various non-insurance activities in the United Kingdom Rusk 1s categorised
as follows

. market

. credit

. msurance

. liquidity

. operational

The NUI Group recognises the critical importance of having efficient and effective risk management systems
in place To this end, the NUI Group has an established governance framework, which has three key elements

. defined terms of reference for the legal entity Boards and the associated executive management
and other commuttees withn the NUT Group,

. a clear orgamsational structure with documented delegated authorities and responsibilities from the
legal entity Boards to executive management committees and senior management, and

. adoption of the Group policy framework that sets out risk appetite, risk management, control and
business conduct standards for the Group’s worldwide operations Each policy has a member of
senior management who 1s charged with overseemg compliance with the policy throughout the
NUI Group

The NUI Group monitors risk on an ongoing basis and prepares quarterly reports identifying all material risks,
along with information on likelihood, sevenity and mitigating actions taken or planned The NUI Group has
also developed a framework, using Internal Capital Assessment ("ICA") principles, for quantifying the impact
of risks on economic capital The ICA combines the results of financial and operating experience tests

(1) Market risk |

Market risk 1s the risk of adverse financial impact due to changes in fair values or future cash flows of
financial instruments from fluctuations n interest rates, equity prices, property prices, and foreign currency
exchange rates Market nisk arises due to fluctuations 1n both the value of hiabilities and the value of
investments held

The NU! Group manages market risk locally within its market risk framework, within local regulatory
constraints and 1n line with established Group policy, including mimimum principles for matching habihties
with appropriate assets

For each of the major components of market risk, described i more detail below, the NUI Group has put in !

place additional pohcies and procedures to set out how each risk should be managed and monitored, and the
approach to setting an appropriate rtsk appetite
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Gresham Insurance Company Limited
Notes to the financial statements (continued)

21, Risk management policies (continued)

(1) Market risk

Interest rate risk arises primarily from the Company’s investments and long-term debt, which are exposed to
fluctuations in interest rates The Company maintains a close matching of assets and technical liabilities,
economcally, by duration, using denvative instruments 1f necessary, to minmmuse this risk

The Company predominately operates within the UK so has no material exposure to foreign exchange rates

The Company has no derivatives

() Credit risk

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

obhgations

The Company's management of credit risk 1s carried out in accordance with the NUI Group's Credit Risk Policy,
which includes the monitering of exposure levels and setting exposure limits in accordance with rating categories
devised by credit rating agencies such as Standard & Poor's

Financial assets are graded according to current credit ratings 1ssued AAA 15 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 limits for each counterparty are set based on default probabihities that
are n turn based on the rating of the counterparty concerned

The following table provides imformation regarding the aggregated credit risk exposure of the Company

Credit rating
Carrying value in
31 December 2006 AAA AA A BBE Speculative grade Non-rated the balance sheet
e Y % Y% Yo Yo £000
Debt secunties 100%% - - - - - 27,055
Reinsurance - 100% - - - - 174,181
Cash equivalents 40% 37% 23% - - - 113,063
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Gresham Insurance Company Limited
Notes to the financial statements (continued)

21. Risk management policies (continued)
(1} Credit rnisk (continued)

Credit rating
Carrying value i the
M December 2005 AAA AA A BBB Speculative grade Non-rated balance sheet
“ % Y Y *% Ye £000
Debt securities 85% 4% 7% - - 4% 117,367

The Company 1s not individually exposed to significant concentrations of credit risk due to the regulations limiting investments
in individual assets and classes

The Company manages exposure to reinsurance counterparties 1n accordance with Group policy Exposure limits are set by the
Group Reinsurance Security Committee and there 1s a range of reinsurers that have acceptable credit ratings Reinsurer
exposure and the impact of any remnsurer default 1s monitored regularly

The Company has a significant exposure to 1ts parent undertaking, Aviva [nternational Insurance Limited, as part of quota share

reinsurance entered into from 2006 Further details are set out 1n note 22 on related party transactions

The following table provides information regarding the carrying value of financial assets that have been impaired and the agemng
of financial assets that are past due but not impaired

Fiancial assets that are past due but not impaired

Carrying value of

Netther past due 3-6 iapatred financial Carrying value in the
31 December 2006 nor impatred 0~ 3 months months 6 months — 1 year  Greater than 1 year nssets balance sheet
% v % % % % £000
Debt securities 100% - - - - - 27,055
Reinsurance 100% - - - - - 174,181

Financial assets that are past due but not mpaired

Carrying value of

Neither past due 3-6 impaired financial Carrying value in the
31 December 2005 nor impaired 0 -3 months months G months — 1 year  Greater than 1 year assets balance sheet
Ye % % Y % Ye £000
Debt securities 100% - - - - - 117,367
Remnsurance 100% - - - - - 132

At 31 December 2006, receivables are £108,972 thousand (2005 £95,525 thousand) Concentrations of credit risk with respect
to receivables are limited due to the size and spread of the Company’s trading base Exposure by counterparty 1s monitored for
the NUI Group for all exposures greater than £20 miilion
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21. Risk management policies (continued)

(m) General insurance risk

The NUI Group considers msurance risk within its general insurance activity to be comprised of the following

. fluctuations n the timing, frequency and severity of claims and claims settlements relative to
expectations,

. the assessment and pricing of nisk,

. the adequacy of exposure management through the use of accumulation management techmques and
reinsurance tools, and

. the adequacy of reserving

The majonty of the general insurance business underwritten by the Company 1s of a short ta1l nature such as
motor, household and commercial property insurances The Group’s underwriting strategy and appetite 1s agreed
by the Aviva Group Executive Committee and communicated via specific policy statements and guidelines The
NUI Group also sets 1ts own underwriting strategy, consistent with the Group version The vast majority of the
Company's general insurance business 1s managed and priced 1n the same country as the domicile of the
customer, predominantly in the UK

Increasingly, risk-based capital models are being used to support the quantification of risk under the ICA
framework The NUI Group undertakes a quarterly review of insurance risks, the output from which 1s a key
input into the [CA and risk-based capital assessments

The NUI Group has developed mechanisms that identify, quantify and manage accumulated exposures to contain
them within the lumits of the appetite of the NUI Group The NUI Group has picneered various developments,
such as the Norwich Umen UK Digital Flood Map, to manage exposures arising from specific perils effectively

The adequacy of the NUI Group's general insurance claims provisions 1s overseetl by the NUI Reserving
Commuttee Actuarial claims reserving 1s conducted by the NUI Group's actuaries in comphiance with the Group
General Insurance Reserving Policy There are periodic extemal reviews by consultant actuartes

Rensurance purchases are reviewed to verify that the levels of protection being bought reflect any developments
n exposure and the risk appetite of the Group The basis of these purchases 1s underpinned by extensive
financial and capital modelling and actuarial analysis to optimise the cost and capital efficiency benefits This
nvolves utilising externally sourced probabilistic models to verify the accumulations and loss probabihities based
on the Group’s specific portfolios of business Where external models are not available, scenarios are developed
and tested using the Group’s data to determine potential losses and appropnate levels of remnsurance protection
The reinsurance 1s placed with providers who meet the Group’s counterparty security requirements
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21. Risk management policies (continued)

(1) General insurance risk (continued)

The NUI Group has processes mn place to manage catastrophe risk The NUI Group purchases catastrophe
remnsurance to protect against significant natural hazard events For a single realistic catastrophic event the
NUI Group's maximum retention is approximately £306 million, plus any losses 1n excess of £2,036
million

(1v) Lrquidity risk

The Company has set its investment strategy to ensure it has sufficient liquid funds to meet 1ts expected
obhigations as they fall due In extreme circumstances, the Company would approach Group for additional
short-term borrowing whilst the Company hquidated other assets

The following table shows the gross insurance hiabulities analysed by duration

Total Within 1 1-5 5-15 Over 15
year years years __years
£ 000 £ 000 £ 000 £ 000 £ 000
31 December 2006
Gross mmsurance habilities 204,728 149,921 52,521 2,286 -
31 December 2005
Gross msurance habilities 137,675 101,451 35414 310 -

(v) Operational risk

Operational risk arises as a result of inadequately controlled internal processes or systems, human error,
or from external events Operational nisks include information technology, information security, human
resources, project management, outsourcing, tax, legal, fraud and compliance risks In accordance with
Group policies, business unit management has primary responsibility for the effective identification,
management, monitoring and reporting of risks to the business unit executive management team and to
Group The NUI Group risk management and governance function 1s responsible for implementing the
Group nisk management methodologies and frameworks to assist line management in this work They alse
provide support and independent challenge on the completeness, accuracy and consistency of nsk
assessments, and the adequacy of mitigating action plans As a result, the business umt executive
management team satisfies itself that material risks are being mitigated and reported to an acceptable
level

Operational risks are assessed according to the potential impact and probability of the event concerned
These impact assessments are made against financial, operational and reputational critena
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21. Risk management policies (continued)

(v1} Risk and capital management

The Group uses a number of sensitivity test-based nsk management tools to understand the volatihity of earmings,
the volatility of its capital requirements, and to manage its capital more efficiently Primarily, risk-based capital
models and increasingly ICA are used Sensitivities to economic and cperating experience are regularly produced
on all of the NUI Group’s financial performance measurements to mnform the NUI Group’s decision making and
planning processes, and as part of the framework for identifying and quantifying the risks to which the NUI Group
15 exposed

General insurance claims liabilities 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 earhier
years In most cases, no expleit assumptions are made as projections are based on assumptions implicit in the

historic claims development on which the projections are based As such, 1n the analysis below, the sensitivity of
general insurance claims habilities 1s pnmarnly based on the financial impact of changes to the reported loss ratio

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

Sensitivity factor Description of sensitivity factor apphed

Interest rate and investment return The impact of a change in market interest rates by +/- 1% (e g 1f'a current
interest rate of 5%, the impact of an immediate change to 4% and 6%)
The test allows consistently for simlar changes to investment returns and
movements 1 the market value of backing fixed securities

Expenses The impact of an increase in expenses by 10%
Gross loss ratios The impact of an increase in gross loss ratios for general insurance
business by 5%

The above sensitivity factors are applied using actuanial and statistical models, with the following pre-tax impacts
on profit and shareholder's equity at 31 December 2006
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21. Risk management policies (continued)
(v1) Risk and capital management (continued)

General insurance business - impact on profit before tax (£000)

Interest  Interest Expenses  Gross loss

rates +1% rates-1% +10%  ratwos +5%
Gross of reinsurance - - (7,748) (7,357)
Net of remsurance - - - (3,512)

General insurance business - impact on shareholder's equity (£000)

Interest  Interest Expenses  Gross loss

rates +1% rates -1% +10% ratios +5%
Gross of reinsurance - - (7,748) (7.357)
Net of reinsurance - - - (3,512)

Due to the importance of reinsurance, the impact of sensitivities on profit and equity 15 shown gross
and net of reinsurance For general insurance, the impact of the expense sensitivity on profit also
includes the increase in ongoing admimstration expenses

The above tables demonstrate the effect of a change 1n a key assumption while other assumptions
rematn unchanged In reality, such an occurrence 1s remote, due to correlations between the
assumptions and other factors It should also be noted that these sensitivities are non-linear, 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 Addionally, the financial position of the Company may vary at the time that any
actual market movement occurs For example, the Company’s financial risk management strategy
aums to manage the exposure to market fluctuations As investment markets move past various
trigger levels, management actions could include seiling investments, changing mnvestment portfolio
allocation, and taking other protective action

Other limitations in the above sensitivity analyses include the use of hypothetica! market movements
to demonstrate potential risk that only represent the Company’s view of possible near-term market
changes that cannot be predicted with any certamty and the assumption that all interest rates move 1n
an identical fashion

22. Related party transactions

(a) The Company had the following related party transactions in 2006

The Company was a subsidiary undertaking of Legal & General Insurance Limited, a subsidary
undertaking of Legal & General Group plc, until 31 March 2005 On this date, the entire
shareholding in the Company of Legal & General Insurance Limited was acquired by a minority
shareholder, Barclays Bank plc On 4 Apnl 2005, the entire share capital of the Company was
transferred to Aviva International Insurance Limited, part of the Avava plc group
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22. Related party transactions

(1) Quota share arrangement

The Company has entered into a quota share reinsurance arrangement with a 1its parent undertaking, Aviva

International Insurance Limted, with effect from 1 January 2006

The key terms of the agreements are

e a 100% cession rate on premiums, claims costs and expense costs 1s applied in respect of that underwriting

year,

o the Company pays interest of LIBOR + 100bps on any reserves

The premiums, claims and expenses which have been remnsured to Aviva International Insurance Limited under

the arrangement are

Quota share 2006 2005
£000 £000
Prermums earned 100,571 -
Claims incurred (78,816) -
Fee and commission expenses and operating expenses (55,183) -
Profit/(loss) ceded (33,428) -
The material balances 1n the balance sheet relating to this arrangement are
2006 2005
£000 £000
Remsurance asset 174,181 -
Payables arising out of ceded reinsurance 96,858 -
(11} Services
2006 2005
Expense Expense
incurred n Payable at mcurred Payable at
ear year end year year end
£000 £000 £000 £000
Parent - 36,794 - 41,407
Fellow subsidiaries 64,272 44 20,784 -
64,272 36,838 20,784 41,407
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22, Related party transactions (continued)

(m) Services provided to related parties

2006 2005
Income Income
earned Receivable at earned Recervable at
m year year end n year year end
£000 £000 £000 £000
Fellow subsidiaries - - - 10,122

The related parties” recervables are not secured and no guarantees were received in respect thereof The receivables will be
settled 1n accordance with normal credit terms

(w) Remnsurance arrangements

The Company paid premiums of £2,289 thousand to a fellow Group undertaking, Aviva Re Limited, in respect of reinsurance
arrangements, 1n 2006

(v) Key management compensation

The total compensation to those employees classified as key management, being those having authority and responsibihty for
planming, directing and controlling the activities of the Company, including the directors, 1s as follows

2006 2005

£000 £000
Salary and other short-term benefits 5,137 2,985
Post-employment benefits 169 134
Other long term benefits 1,422 -
Equity compensation plans 3,106 1,216
Total 9,834 4,335

Compensation for key management for 2005, includes compensation for the directors and, for the peniod since 4 April 20085,
compensation of management of the business unit within the Aviva plc group that has responsibility for managing the Company

(b) Immediate parent undertalang
The Company's immediate parent undertaking 1s Aviva International Insurance Limited, registered in England and Wales

(c) Ultumate controlling entity

The ultimate controlling enuty 15 Aviva ple  Its Report and Accounts are available on application to the Group Company
Secretary, Aviva ple, St Helen’s, | Undershaft, London EC3P 3DQ
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