


Legal & General Insurance Limited

Contents
Page

2

Directors' Report

Independent Audilors' Report
Statement of Comprehensive Income
Statement of Financial Position

Cash Flow Statement

Statement of Changes in Equity

Notes to the Financial Statements

Registered office

One Coleman Street
London EC2R 5AA

Registered in England and Wales No 00423930




Legal & General Insurance Limited
Directors' Report

The directors submit therr annual report together with the qudited finoncial statements of Legal & General
Insurance bmited for the year ended 31 December 2011

Business review and princlpal activity

The Company i1s an insurance company authorised in the UK, the principal activity of which s the transoction of
general insurance business in the personal sector marketpiace, specHically relating 1o nsk covers for household
and mortgage payment protection insuronce

The Company continues to pursue a strategy focused on the housing marketplace, including leveraging the
disinbution relationships from the wider Legal & General propostion focused on the housing purchase event
Dunng the year we have enhanced our direct distnbution capability and have continued to focus on iImproving
underlying operational ethiciency, in particulor around claims management and improved underwnting standards
This coupled with investment in developing the product propoesition sees the business well placed to meet the
demands of the market and deliver growth as and when the economic cycle turns

Market condiions remained challenging with business volumes mpacted by low housing market transactions
and the general uncertainty in economic condiions However we achieved 9% 1op ne premium growth and believe
there 1s shil significant opportunity to increase premium iIncome even In the current climate

Result for the year and dividend

The resulls of the Company shows a pre-tax profit of £31 8 million {2010 loss £4 4 millon), details of which are set out on
page 7 The result reflects generally favourable weather expenence dunng the year as well as the ongoing benefit of
underwniting and clams management iniiatives  The directors do not recommend the payment of a dvidend {2010 £nil)

Key peformance indicators
In addition to the pre-tax performance noted above other key measures monitored by the Board are as follows

2011 2010
Year end shareholders funds £129m  E£i05m
Gross written premium £305m £28'm
Profit/{Loss) before tox £318m (£4 4m)
Combined operating ratio 92% 109%
Net incutted claims  Expenses + Net commissiors

x 100

»

The combined operating ratio s Net Eamed pramiums Net written pr

Principal risks and uncertainties

The Company's business involves the acceptance and management of nsk The process of nsk acceptance and nsk
management s managed through a risk framework, comprising formal committees, nsk assessment processes and
review funchons with formal updates to the Board A full review of risks 1s discussed in Note 29

The framework provides assurance that risks are being appropriately identified and managed and ihot an independent
assessment of nsks 1s being performed The prncipal risks and uncertainties facing the Company are noted below

Market and Economic Conditions

Competitor activity and changes in customer buying patterns would impact the achievement of sales targets A number
of Legal & General Insurance Limited (LGI)'s business channels have close links to the housing market Uncertanty in this
market would resinict sales opportunities and adversely impact profitability The LG strategy focused on household
insurance means LGl has imited product diversification, and the payment protection product would be mpacted by
any downturn in economic condiions

The Company Is also exposed 1o the impact of adverse economic conditions on its Investment portfolio The Company's
investment portfolio consists of fixed INncome and money market instrurnents, which are affected by movements in
interest rates and credit spreads
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Weather Catastrophe Events

Weather related nisk s the largest area of nisk faced by an insurer wnting household business The nisk of adverse claims
expenence s fully assessed and reilecied in the Company s capital requirement, and reinsurance is in place to protect
aganst a 1 1n 200 year event, bul a severe storm or senes of weather events {Including prolonged dry weather leading to
subsidence) would adversely mpact the profitability of the business If the event was coupled with the default of a re-insurer
this could significantly impact the capital available to the Company

Confidence In the Financial Services Sector and Specificaily LGI
Events in the inancual services sector outside the control of the Company and the Group may mpact earnings and
profitabily Histoncally such events have included

- Fallings by competitors

- Actions by regulators within the industry

- Adverse periormance of iInvesiment markets

- Adverse medic coverage

Resources

The Legal & General Group has marketleading expertise in a number of the markets in which it operates The Company
as part of a larger Group, actively focuses on retaining the best personnel and ensuring that key dependencies do not
arise through employee trainng and development programmes, remuneration strategies and succession planning
However, the loss of key personnel may impact earnings in the short terrm

Regulation and Legislation
There are a number of aspects 1o the way 1n which legislation and regulation impacts the Company's business

- Government fiscal policy

- Regulation of product design, marketing, sales and administration

- Prudental capital requirements

- The introduction of Solvency Il and its impact on capital requirements and business nsk managerment
The Company’s activiies and strategies are always based upon prevailing legislkation and regulotion However, significant
changes in legislation, and differing interpretatton and application of regulation over time, may have a detnmental effect on
the Company's strategy and profitability Additionally, there 1s an increasing international dimension and velume of regulatory
and legislative change impacting the financial services sector

OQutsourcing and Key Supplier Risk

There are some core Company functions that are outsourced, and a rellance on supplhers to satisfy buidings and contents
claims, which involves the Company in the mangagement of a number of customer related third party relationships Despite
the ngorous selection process ncluding supplier financial evaluations and the preparation of contingency plans to maintain
service the inancial ialure of a third party or provision of Inadequate service would impact ihe reputation and regulatory
compliance of the Company

Future developments

Going forward the Company will continue to evolve its strategy around the housing marketplace, focusing on the
development of sustainable profitable relaticnships and strong management of 1oss ratios through improved underwrnting
and claims management techniques

Creditors

The Legol & General Group Plc agrees terms and conditions for its business transactions with suppliers Payment s made
on these terms provided the suppler meets its olbligations The Company has no trade crediiors As at 31 December 2011,
the average number of days of payments outstanding for the Legat & General Group of companies was 34 days

{2010 34 days)

Financlal Risk Management

tegal & General companies use financial Instruments to manage certain financial nsks The Company's exposure to financial
nsk through its ingncial assets and habilities 1s not considered matenal {o the assessment of the Company's assets, habilities,
financial position and the profit and loss of the Company
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Directorate
The directors of the Company who served durng the year, together with ther dates of appomntment and resignation,
where appropnate, are shown below

J B Pollock {Charmanj

M J Cooper {resigned 21 November 2011)

D A Finch {appointed on 15 February 2011}
P J Graham (resigned on 27 January 2011}

S P Hary (appomted on 21 February 2011)
G P Howard {resigned on 22 February 2011)
M A Lawler

G L Pickerng (resigned on 22 February 2011)
A M Webb {resigned 13 December 2011}

Secretary
E Latzelsbergerresigned as company secretary on 21 Apnl 2011
Legal & General Co Sec Lmited was apponted as company secretary on 21 April 2011

Directors' Indemnities and Insurance

As permitted by the Articles of Association, the Directors have the benefit of an indemnity which s a qualtying third
party Indemnity provision as defined by Section 234 of the Companies Act 2006 The indemnity was in force throughout
the last financial year and s currently In force The ulimate parent Company, Legal & General Group Plc, mantains
an appropriate level of Direciors’ and Officers’ iability insurance which s reviewed annually

Avditors

The Company has appointed PncewaterhouseCoopers LLP as auditors

There 15 no requrement under the Companies Act or the Company's arlicles of association 1o hold an Annual General
Meehng or lay the Company's Report and Accounts betore the shareholders The Company has also elecied to
dispense with the need to appoint auditors annually
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Stotement of Directors’ Responsibliities
The drrectors are responsible for preparng the Directors' report and the financial staiements in accordance with
applicable law and regulations

Company law requires the directors to prepare the financial statements for each financial year Under that law the
drrectors have prepared the financial statements in accordance with International Financial Reporiing Standards
(IFRSs} as adopted by the European Union tn prepanng these financial statements, the directors have also elected to
comply with IFRSs, 1ssued by the Internotional Accounting Standards Board [IASB} Under company law the directors
must not approve the financial statements unless they are satisfied that they give a irue and farr view of the state of
offarrs of the Company and of the profit or loss of the Company for that period

In prepanng those financial statements, the directors are required to

- select suitable accounting policies ond then apply them consistently,

- make judgements ond estimates which are reasonable and prudent,

- stale whether applicable International Financiol Reporting Standards (IFRSs) as adopted by the European
Union have been followed, subject to any matenal departures disclosed and explained in the financial
staterments In preparing these financial statements, the direciors have also elecied to comply with IFRSs,
issued by the International Accounting Standard Board (1ASB),

- prepare the financial statements on the gong concern basis unless it 1s nopproprate to presume thot the
Company will continue in business

The drrectors are responsible for keeping proper accounting records that are sufficient 1o show and explain the
Company's transactions and disclose with accuracy at any time the financial postion of the Company and enable them
1o ensure that the financial stotements comply with the Companies Act 2006 They are also responsible for safeguarding
the assets of the Company and hence for taking reasonable steps for the prevention and detection of freud and other
irregutarties

Each of the directors who held office at the date of approval of this drrectors' report confirms that,

so far as they are each aware, there 15 no relevant audit nformation of which the Company's auditors are unaware and
each of the the drrectors have taken oll reasonable steps that they ought to have taken as directors to ascertain ary
relevant audit information and 1o establish that the Company's auditors are aware of such information

This confirmation 15 given n accordance with section 418(2) of the Companies Act 2006

By Order of the Board

D A Finch
Director
5 March 2012
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Report of the Independent Auditors to the Members of Legal & General Insurance Limited

We have audited the financial statemenis of Lega!l & General Insurance Lirmited for the year ended 31 Daecember 2011
which compnse the Statement of Comprahensive Income, the Statement of Financial Position the Staterment of Changes
in Equity the Cash Flow Statement, and the related notes The financial reporting framewaork that has

been applled In thelr preparation 18 applicable law and Intamnational Financlal Reporting Standards (IFRSs) as

adopted by the Eurcpean Union

Respective rosponsibilities of directors and auditors

As explalned more fully in the Directors’ Responsibiliiies Statement set out on page 5 the directors are responsible
for the preparation of the financial statements and for being satisfied that they give a true and falr view OQur
responsibiity is o audit and express an opinion on the financial staternents In accordance with cpplicable (aw
and International Standards on Auditing (UK and Ireland) Those standards require us to comply with the Auditing
Practices Board's Ethical Standards for Auditors

This report, including the opinions has been prepared for and only for the Company's members as a body in
accordance with Chapter 3 of Part 16 of the Companies Act 20046 and for no other purpese We do not, In giving
these opinions, accept or assume responsibility for any other purpose or to any othear person to whom this report 1s
shown or Into whose hands it may come save where expressly agreed by our prior consant in wrting

Scope of the audit of the financial statements

An audit Involves obtalning evidence cbout the amounts ond disclosures in the financial statements sufficient to

give reasonable assurance that the financial statements are free from material misstaterment whethar caused by
fraud or error This includes an assessment of whether the accounting policies are appropriate to the Company's
crcumstances and have been constantly applied and adequately disclosed the reasonableness of significant
accounting estimatas made by the directors and the overall presentation of the financial statements

In additlon we read all the financial and non-financial information in the report and accounts to identify matenal
inconsistencies with the audited financial statements If we become aware of any apparant material rmisstaternents or
inconsistancies we consider the implications for our report

Opinion on financial statements
In our opinion the financial staterents
- give atrue and fair wiaw of the state of the Company's affairs as at 31 December 2011 and of Its profit
for the year then ended,
- have been properly prepared in accordance with IFRSs as adopted by the Europeon Union
- have been prepared in accordance with the requirements of the Companles Act 2006

Opinicn on other matters prescnbed by the Companies Act 2006
In our opinion the information given in the Directors' Report for the financial yaar for which the financial statements
are prepared 15 consistent with the financial statements

Matters on which we are required to report by exception
We have nothing o report In respect of the followlng matters which the Companies Act 2006 reguires us to report 1o you

If in our opInon
- adequate accounting records have not baen kept, or returns adequate for our audit have not been
racelved from branches not visited by us, or
- the financic! statements are not in agreement with the accounting records and returns or
- certain disctosures of directors' remuneration specified by law cre not made or
- we hava not received dlf the information and explanations we require for our auddit

Barnabas Wanstall (Seruor Statutory Auditorn)

For and behalf of PricewaterhouseCoopers LLP
Chartered Accountants and Registered Auditors
London

7 March 2012




Legal & General Insurance Limited
Statement of Comprehensive Income
For the year ended 31 December 2011

2011 2010
Notes £000 £'000
Revenve
Gross written premiums 304,752 281,038
Qutward reinsurance premiums (18.250) {16.360)
Net change in provision for unearned premiums {(17.189] {15,268)
Net premiums eamed 269,313 249,410
Investment return - on financial investments at farr value through profit or foss 4 14,419 25,289
Total revenue 283,732 274,699
Expenses
Claims and change n tnsurance liabilies 145,401 178,278
Reinsurance recovenes (357) {1.256)
Net claims and change in insurance liabilities 5 145044 177,022
Acquisiiion costs 6 95389 89,441
Ffinance cosfs 7 3z 26
Cther expenses 10 11,509 12,612
Total expenses 251,974 279,101
Profit/(loss) before income tax 31,758  (4,402)
Total income tax {expense)/credit 11 {8,014} 1,205
Total comprehensive income atiributable to equity holders of the Company 23,744 (3.197)

The notes on pages 11 to 33 are an integral part of the financiol statements




Legal & General Insurance Limited
Statement of Financial Position
As at 31 December 2011

Assets

Investments in subsidianes

Piant and equipment

Financial nvestments

Rensurers’ share of confract habihes

Deferred acquisttion costs

Incoeme tax recoverable

Recewables arsing out of drect msurance operations - policyholders
- intermedicnes

Recewvables arnsing out of reinsurance operations

Cther recevables

Cash and cash equivalents

Total assets
Equity
Share capital

Share premium
Retained earnings

Shareholders’ equity

Liabititles

Neon-participating insurance contracts
Deferred tax habiities

Income tax iabities

Trade payables

Other payables

Total llabllities

Total equity and liabilities

Notes

14
13
15
19
16

17
17
V7
17
8

24

25

19

12
1
21
22

The notes on pages 11 t&orm an integral part of these financial statements
The financial siatements on pages 7 togswere approved by the direclors on 5 March 2012 and were

signed on ther behalf by

D A Finch
Director

1Jan
2011 2010 2010
£'000 £'000 £'000
2,608 2.608 2,608
56 114 182
291,103 285,833 245731
8,814 8,207 10,768
51,859 44,679  39.2%91
- 3,449 -
59,701 58,154 64,244
20,615 18,588 14,648
- - 1,554
- 46 34
19,293 13,331 40,341
454,049 435,009 419,401
3.500 3.500 3,500
96,053 94,053 96,053
29,599 5,855 9.052
129,152 105,408 108,605
244,348 260,507 228,920
6,718 4,852 2,680
6,077 - 3.258
24,022 21,453 21,920
43,732 42,789 54,018
324,897 329,600 310,794
454,049 435,009 419,401




Legal & General Insurance Limited
Cash flow statement
As at 31 December 2011

2011 2010
£000 £000

Cash flows from operating activities
Profit/(loss) for the year 23,744 [3.197)
Adjustments for non-cash movements in net profit/(loss) for the year
Realsed and unredlised losses/{gains) on financial Investments 269 (10,465)
Investment income {15,388) (14,828}
Other adjustments 79 87
Net (increase)/decrease in operational assels
Investments designated as held for trading or far value through profit or loss (6,525} (27.762)
Other assets (7,.575)  [4,459)
Net Increase/{decrease) In operational liabllities
Insurance contracts (16,159) 31,587
Other habilities 11,450 (12,782)
Cash used In operations (9,405) (41,819)
Interest recewved 15,388 14,828
Net cash flows from operating activities 5,983 (26,991)
Cash flows from Investing activities
Net acquisihon of plant and equipment {21) {19}
Net cash flows from Investing activities (21) {19}
Net Increase In cash and cash equivalents 5962 (27.010)
Cash and cash equivalents at 1 January 13,331 40,341
Cash and cash equlvalents at 31 December 19,293 13,331




Legal & General Insurance Limited

Statement of Changes in Equity
As at 31 December 2011

Ordinary
share Share  Retaned
capital premium earnings Total
£000 £000 £000 £000
Balance at 1 January 2010 3,500 96,053 2,052 108,605
Total comprehensive {oss for the year - - (3.197) {3.197)
Balance ai 31 December 2010 3,500 96,053 5,855 105,408
Ordinary
share Share  Retained
capial premium earnings Total
£000 £'000 £000 £'000
Balance at 1 January 2011 3.500 96,053 5855 105,408
Total comprehensive income for the year - - 23,744 23,744
Balance af 31 December 2011 3,500 96,053 29,599 129,152

The notes on pages 11 to 33 are an integral part of the financial statements

10
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Legal & General Insurance Limited
Notes to the Financial statements

1 Accounting Policies

a) Basis of Preparation
The financial statements have been prepared in accordance with interational Financial Reporting
Standards ({IFRSs) issued by the International Accounting Standards Board {IASB) as adopted by the European
Union, and with those parts of the UK Companies Act 2006 applicable to companies reporting under IFRS
The Company's financial statements also comply with IFRS and Intermational Financial Reporting Interpretations
Commitiee (IFRIC} interpretations as issued by the IASB  These are the Company's first financial siatements
prepared in accordance with IFRS and IFRS 1 has been applied An explanation of how the transition to IFRS has
affected the reported financia! position 15 explained In Note 2 The financial statements have been prepared
under the histoncal cost convention, and financial assets at far value through profit and loss
The Company 1s exempt from prepanng consolidated financial statements by vinue of the Companies Act 2006,
as its ultimate parent Company prepares publicly avaiable consohdated financial statements that are deemed
to satisfy the equivalence requirement of section 401 of the Componies Act 2006

b) Use of estimates
The preparation of the financial statements Includes the use of estmates and assumptions which affect tems
reporied in the Statement of Comprehensive Income, the Statement of Financial Position, the Statement of
Changes in Equity, the Cash Flow Statement and the disclosure of confingent assets and liabilities
at the date of the financial statements  Although these estimales are based on management's
best knowledge of current circumstances and future events and actions, actual results may differ from those
eshmates, possibly significantly This 1s particularly relevant to the following

IBNR
The use of claims incurred but not reported (IBNR) estimates are descnbed in sechion ¢ below

Tax balances

The current tax expense 15 based on the taxable profits for the year, after any adjustments in respect of prior years
The judgement made, and uncertainties considered, In armving at tax batances in the financial statements are
discussed in Notes 11 and 12

¢) General Insurance

Results of general insurance business are determined after taking account of unearned premiums, outstanding
claims and unexprred nisks using the annual basis of accounting

Premwums are accounted for in the pernod in which the risk commences Estmates are included for premiums not
notified by the year end For all these contracts, premiums are recognised as revenue {earned premiums)
proporhionally over the penod of coverage The portion of premium received on in-force contracts that relates
to unexprred nsks ai the balance sheet date 1s reported as the provision for unearned premium Premiums are
shown before deduction of commission Qutwards reinsurance premwms are accounied for in the same
accounting period as the premiums for the related direct business being reinsured

Uneamed premiums represent the proportion of premiums wrtien in the year that relate to unexpired

terms of policies in force at the balance sheet date, calculated on o time-apportioned basis A proportion

of commission and other acquisition expenses relating to uneamed premiums are camed forward as deferred
acquisihion expenses or, with regard to reinsurance outwards, as deferred income  Deferred acquisition expenses
are deferred over the penod in which the related premiums are eamed Commissions and other aocguisition costs
that vary with and are related to secunng new contracts and renewing exishng contracts are capitalised as an
intangible asset ([DAC) All other cosis are recognised as expenses when incurred The DAC 15 subsequently
amortised over the terms of the policies as premium 1s earned

Clams incurred compnse clams and related expenses paid in the year and changes in the provisions for
ouistanding clams, including provisions for claims incurred bul not reported and related expenses, together with
any other adjustments to claims from previous years




Legal & General Insurance Limited
Notes to the Financial Statements

1 Accounting Policies (continved)

c) General Insurance (continved)
Provision 1s made at the year-end for the estimated cost of claims and related insurance recovenes incurred but
not settled at the balance sheet date, including the cost ¢f claims incurred but not yet reported to the
Company The estimated cost of claims includes expenses to be incurred in settling claims and a deduction for the
expected value of salvage and other recovenes The company takes all reasonable steps to ensure that it has
appropnate information regarding its claims exposures However, given the uncertainty in establishing claims
provisions, 11 1s Lkely that the final outcome will prove to be different from the onginal hability estabiished

The estimation of claims incurred but not reported (IBNR} 15 generally subject to a greater degree of uncertainty
than the eshmation of the cost of setting claims already notified 1o the Company, where more information about
the claim event s generally avalable Classes of business where the IBNR proportion of the total reserve 1s high

will typically display greater vanations between inital estmates and final outcomes because of the greater degree
of difficulty in estmating these reserves In calculating the estmated cost of IBNR and netified unpaid claims, the
company uses a vanety of estmation techniques, generally based upon stahstical analyses of histonc expenence,
which assumes that the development pattern of the current claims will be consistent with past experience
Allowance s made. however for changes or uncertainties which may create distorhons in the underlying statishcs
or which may cause the cost of unsettled claims to increase or reduce when compared with the cost of previously
settled claims

An unexpired rnsk provision 18 made for any overall excess of expected claims and deferred acquisition costs over
unearned premiums and after taking account of iInvestment return

d) Relnsurance
The Company cedes insurance premiums and nsk in the normal course of business in order to imit the potenhal
for losses and to provide financing Qutward reinsurance premiums are accounted for in the same accouniing
penod as the related premiums for the direct or Inward reinsurance business being reinsured Remnsurance
assets include balances due frem reinsurers for paid and unpaid losses and loss adjustment expenses, ceded
unearned premiums and ceded future life policy benefits Amounis recoverable from reinsurers are estimated
In a manner consistent with the claim ability associated with the reinsured policy Reinsurance is recorded as
an asset In the balance sheet unless a nght of offset exists, In which case the asseciated liabihhies are reduced
commensurately

e) Investments In subsidiaries
Shares in subsidiary undertakings are stated at cost less imparment The Company reviews the carrying value of its
subsidianes at each balance sheet date where there has been an indication that impairment has occurred if the
carrying value of a subsidiary undertaking or fixed asset 1s impaired, the carrying value 1s reduced through a
charge to the Income statement

) Financlal Investments
The Company classifies its financial nvestments on inihial recognihon as held for trading {HFT), designated at farr
valve through profit or loss (FVTPL), or loans and recewvables Inhal recogrition of financial nvestments s on the
frade date

Certain finoncial investments held by the Company are designated as FVTPL as their performance 15 evaluated

on a fotal return basis, consistent with asset performance reporting to the Group Investment ond Market Risk
Commitiee and the Company's iInvestment strategy  Assets designated as FVTPL include debt secunhies

which would otherwise have been classified as AFS under IAS 39, ‘Financial instruments recogmition and
measurement’ Assets backing parficipating and nen-participating policyholder habiihies are designated as FVTPL

The farr values of quoted financial Investments are based on cumrent bid prices If the market for a financial
investment is not active, the Company establishes far value by using valuation techniques such os recent arm’s
length transactions, consensus market pricing, reference to similar isted investments, discounted cash flow
medels or option pricing models

Financial investments classified as HFT and FVYTPL are measured af far value with gains and losses reflected in
the income statement Transachon costs are expensed as incurred




Legal & General Insvrance Limited
Notes to the Financial Statements

1 Accounting Policies (continued)

f) Financial Investments (continued)
Loons and recewvables are nitially measured at far value plus acquisiion costs, and subsequently measured
al amortised cost using the effective interest method

g} Investment Return
The reporting of investment return compnises nvestment income, unrealsed gains and losses from financial
investments held at FYTPL and realised gains and losses from all financial assets

Investiment Income includes dividends and interest Dividends are accrued on an ex-dividend basis Interest 1s
ncluded on an aecruals kasis Interest ncome for financial assets which are not classified as FYTPL 1s recognised
using the effective interest method

h) Deferred tax
The charge for taxation s based on the result for the year adjusted for disallowable items Deferred taxation
1s provided in full on all iming aifferences ai the rate at which it 1s expected that the 1ox lability or benefit will
anse Deferred tax assets are recognised to the extent that if 1s more likely than not that they will be recovered
Deterred tax assets and kabilities are not discounted

I} Preference shares
Preference shares meeting the definihion of a financial labiity under the provision of 1AS 32, “Financial Insiruments
disclosure and presentahon,” are classified within Creditors and the associated dividends are classified as interest
expense

J) Dlvidend recognition
Final dividends are accrued when approved and intenm dividends are recognised when paid

k) Cash and cash equivalents
Cash and cash equivalents includes cash in hand, deposits held at call with banks, other short-term highly iguid
investments with onginal matuniies of three months or less and bank overdrafts

1) Plant and equipment
The initicl cost of an iterm of plant or equipment 1s capitalised where 1t 1s probable that the future economic benefits
associated with the itemn will flow 1o the Company and the cost of the item can be measured reliably The cost is
then depreciated on a straight line basis over the item s estimated useful working life over 3 to 4 years

m) Share Capital
Shares are classified as equity when there 1s no ocbligation to transfer cash or other assets Incremental costs
drrectty atirbutable to the issue of equity instruments are shown in equity as a deduciion from the proceeds. net of
tax Where any Group company purchases the Company's equity share capital {treasury shares), the considerahion
paid, Including any directly attnbutable incremental costs (net of Income toxes). 15 deducted from equity aiinbutable
o the Company's equity holders Where such shares are subsequently sold, reissued or otherwise disposed of, any
consideration received s Included in equity atinbutable o the Company’s equity holders, net of any drrectly
atinbutable incremental transaction costs and the related ncome tax effects

n) Standards, Interpretations and amendmenis to published standards that are not yet effective

Ceriain new standards, amendmenis and interpretations to existing standards have been published which are

mandatory for the Company’s accounting penods beginning on or afier 1 January 2012 or later penods but

which the Company has not adopted early, as follows

[ Amendment to IFRS 9, "Financial Insiruments” on classification and measurement, issued In November 2009

{effective for annual periods commencing on or after 1 January 2015) This is the first part of a new standard
on classification and measurernent of financiol assets that will reptace 1AS 39 IFRS ¢ has two measurement
categones amortised cost and far vatue All equity instruments are measured at far value A debt
nstrument 15 at amortised cost only if the entity 1s holding it fo collect confractual cash flows and the
caosh flows represent prnincipal and interest, ctherwise it must be measured at far value through proht
or loss Further amendments to IFRS 9, dealing with financial habilities, were published in October 2010 These
nclude amortised cost accounting for most financtal labilities, with briurcation of embedded denvatives




Ltegal & General Insurance Limited
Notes to the Financial Statements

1 Accounting Polictes (continued)
n) Standards, interpretations and amendments to published standards that are not vet effective (continved)
The mamn mpact of these is that in cases where the far value option 1s taken for most financial kabilities
the part of a far value change due to an entily's own credit nsk 1s now recorded in other comprehensive
Income rather than the income statement, unless this creates an accounting mismatch The Company does
not intend to early adopt this standard
o) First time adoption of International Financlal Reporling Standards (IFRS)
The Company Is required to determine its IFRS accounting policies and apply them retrospectively to establish
ifs opening balance sheet under IFRS However, IFRS 1 'First -time adoption of International Financtal Reporting
Standards' allows a number of exceplions and exemptions on adoption of IFRS for the first tme The date of
fransition for the Company 1s 1 January 2011, as required by IFRS The disclosure regquired by IFRS 1 concerning
the transition from UK GAAP to IFRS 1s given in Note 2

~—

The Company has taken advantage of the following exception as permitted by IFRS 1

Invesimenls In subsidiarles, Joinlly confrolled entities and assoclates

Deemed cost for those nvesiments in subsidianes, jomnltly controlled enfiies and associates al the dale of
fransition 1o IFRS 1s taken to be the previous GAAP carrying armount at that date

2 First time adoption of IFRS
The UK GAAP balance sheet has been presented in a format consistent with International Financial Reporting
Standards (IFRS} No changes have been made fo the previously reported numbers for UK GAAP and the
analyses of the adjustments are based on UK GAAP as at 31 December 2010

a) Claims equallsation provision
Under UK GAAP an equalisation provision is recegnised in the individual accounts of general insurance companies
fo reduce the volatiity in results ansing from excephional levels of claims in certain classes of business Under IFRS,
such provisions are not permitted as no liability exists at the balance sheet date Elmination of the claims
equalsahion provision results N an increase in equity holders' capital of £15,889.000 at 31 December 2010
{1 January 2010 £10,389,000), and an increase of £5,499,000 to profit after tax for the year ended 31 December 2010
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2 First time adoption of IFRS (continued)

(i) Reconciliation of Statement of Comprehensive Income for the year ended 31 December 2010

Profii/ {loss)

{Loss) after tax

before tax
£000 £000
As reported under UK GAAP {11,739} {8.698)
Claims equalisagtion provision 7.337 3,501
As reported under IFRS {4,402} {3.197)
Attributed to equity holders of the company {3.197)

(ii) Reconciliation of Statement of Financial Positlon as at 31 December 2010

Asreported  Adustments

IFRS Restated

UK GAAP Restated

£'000 £000 £000
Assets
Current tax assels 3,449 - 3,449
Equity and liabilities
Deferred tax {assets) /habilities {1.025} 5,877 4,852
Equalisation provision 21,766 [{21.766) -
Equity holders' capital 89,518 15,890 105,408

{lii) Reconciliation of Statement of Financial Position as at 1 January 2010

Asreporied  Adustments

UK GAAP
£'000
Equity and labilities
Deiemred tax {assets}/iabilities {1.361)
Current tax habilities 3.258
Equalisation provision 14,429
Equity holders' capital 98,216

Restaled
£000

4,040

(14.,429)
10,389

IFRS Restated
£000

2,679
3,258

108.605
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3 Profit/loss on ordinary activities before tax

Profit/(loss} on ordinary activities before tax is stated after charging
Depreciation of tangible assets
Auditors remuneration (see betow for further analysis)

Dunng the year fees were paid to the Company auditor for the following services
Audit Services
Fees payable jo the Company audiior for the audit of the Company

Non Audit Services

Fees poyable to the Company auditor for other services
- Other services pursuant to legisiation

- All other services

Total

No gains or losses were recognised on buying reinsurance

4 Investment return

Investment income
Unrealsed gains/{iosses)
Realsed gains/{losses)

All of the investment return arcse on financial investments designated as far value through profit or loss

5 Net clalms and change In Insurance liabilitles

Claims paid
- gross
- reinsurance recoveries

Change in insurance liabilities

- gross

- reinsurance reccveries

Net claims and change in insurance liabihities

[} Acquisition costs

Acquisihion cosis
Change in deferred acquisition cosis

2011 2010
£1000 £000
79 87
346 189
425 276
139 128
63 61
144 -
346 189
2011 2010
£000 £000
15388 14,823
3815 13166
{4,784) {2,700}
14,419 25289
2011 2010
£000 £000
179,457 161,040
{458) (2,898
178,999 158,142
(34,056) 17,238
10) 1,642
145044 177,022
2011 2010
£000 £000
102,568 94,829
{7.179)  [5.388)
95389  B9,441
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7

"

Finance costs

2001 2010

£000 £'000

Interest payable o group undertakings 7 5
Preference share dividends 25 21
32 26

Employee information

The company has no direct employees since they are employed by a fellow subsidiary of Legal & General Group P!

As a result the Company makes no direct contnbutions towards retrement benefits (2010 £nil)

Directors’ emoluments

These figures represent that portion of the directors’ emoluments that are estmated to relate to ther services to

the Company

2011 2010
£000 £000
Inrespect of services as directors
Aggregate emoluments 1,052 1,467
Aggregate money purchase contnbutions P4 177
No fees were paid by the Company to the directors
The emoluments received by the directors have been settled by a fellow group company, Legal & General
Resources Limited and included within the recharge made to the Company
2011 2010
£000 £'000
Highest poid director
Emoluments 340 402
Money purchase contributions 35 43
Compensation for loss of office totaling £237,000 was paid to three directors
Other expenses
2011 2010
£'000 £'000
Administrative expenses 12,608 14,501
Reinsurance commissions and profit participations {1,540} {2 305)
Investrment management expenses 441 416
11,509 12,612

Tax (credit)/charge
The tax shown in the income statement compnses cument and deferred tax

Current Tax

Current tax s based on the taxable profits for the year adjusted for disallowed for non-taxable tems and any

adjustments to tax payable in respect of previous penods Cument tax 1s recognised in the income
statement unless it relates to items which are recognised in other comprehensive iIncome

Deterred Tax

Deterred tax s colculated on differences between the accounting value of assets and habilities and therr respective

tax values Deferred iax s also recogrised in respect of unused tax losses to the extent it is probable that future

taxable profifs will anse aganst which the losses can be utilised Deferred tax s charged or credited to the

ncome statement, except when it relates to tems charged or credited directly to equity
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11 Tax charge/(credit) (continued}
Tax Rates
Following the 2010 Budget announcement, the rate of corporation tax is expected to reduce progressively to 23% by
1 Aprl 2014 To calculate the current tax on profits, the rate of tax used 1s 26 5% (2010 28%), which is the average
rate of corporation tax apphcable for the year

The rale of tax used for the calculation of deferred tax 1s 25% (2010 27%). which is the rate of corporation tax that i
expected to apply when the differences as mentioned above reverse  This rate will apply from 15t Apnl 2012
{2010 1st Aprl 201 1) onwards

2011 2010
£000 £000
UK Corporation tax at 26,5% (2010, 28%)

- curent tax tor the year 6,094 {3.507)

- adjustments in respect of prnor pernods 54 130
Total current tax 6,148 [3.377)
Deferred tax

- ongination and reversal of timing differences 1,846 2,172
Tax on profit/{loss) on ordinary activities 8,014 {1,205}
Factors affecting cument tax r r the penod

The tax assessed for the penod is lower than the standard rate of corpeoration tax in the UK (26 5%) (2010 28%}
The differences are explaned below

201 2010

£000 £'000
Profit/{Loss) on ordinary activities before tax 31,758 {4.382)
Corporation tax ot 26 5%/28% 8,416 {1.227)
Effects of
Expenses not deductible for tax purposes - 45
Adjustments in respect of prior penods 85 157
Income not subject to tax, such as dividends 6 -
Reduction in UK corporate tax rate 10 25% (2010 26%) {493) {180}
Cument tax charge for penod 8,014 {1,205)
Current tax

2011 2010

£000 £000
Tax due within 12 months - 3.449
Tax due after 12 months - -
Cumrent tax recoverable - 3,449

20N 2010

£'000 £000
Tax due within 12 months 6,077 -
Tax due after 12 months - -
Current tax labilihes 4,077 -
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Deterred Tax

Deferred tax assets and (kabilities) have been recognised/{provided) for the following types of temporary
differences and unused tax losses The recognition of tax losses has been based on management projections to
support the availlability of toxable profits to absorb the losses in future years Deferred tax assets and (kabiihies)
have been offset to the extent it 1s permussible under the accounting standard The net movement in deferred tax
assels and habihes dunng the year is as follows

Deferred tax {liabilities)

Net tax latility as
at 1 January 2011

Excess of dep'’n over capital allowances
General provision

Clams equahbsation reserve

Defered tax iabihhes

Excess of dep'n over capital allowances
General provision

Claims equahsation reserve

Deferred tax liabilities

Plant and equipment

Cost

Balonce at beginning of year
Additions

Disposals

Balance at end of year

Depreciation

Balance atf beginning of year
Charge for the year
Disposals

Balance ot end of year

Closing net book value

Opening net book valve

£000
879
346
(5877)

{4 852)

Net tax liability as
at 1 January 2010
£000
850
510

(4,040}
(2,680)

Tax credited/{charged,)
to iIncome statement

£000
{186}
(ma
{1 568)

{1 B66)

Tax credited/({charged)
to mcome statermnent

£000
(172)
{164)
{1,837)

(2173}

Net tax iability as
at 31 December 2011
£000

493
234
[7.445)
(6,718)

Net tax hability as
at 31 December 2010

£ 000

&79

344

[5877)

{4 852)

2011 2010 2009

£'000 £'000 £'000

1,322 1,303 1,243
21 19 130

- - (70)

1 343 1322 1,303
1,208 1,121 1,002
79 87 189

- - (70)
1,287 1,208 1,121
56 114 182
114 182 241
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Investments in subsidiarles 1 Jan
2011 2000 2010
£000 £000 £'000

Shares in group undertakings 2,608 2,608 2.608

The subsidianes of Legal & General Insurance Limited are listed below

Held directly by the business Nature of business Incorporated In

Southgate Associates Limited Dormont company England & Wales
Legal & General Gl Computer Services Limited Dormant company England & Wales
Legal & General Healthcare Limited Dormant company England & Wales

Held Indirectly through subsidiary undertakings

Glanfield Secunties Limited Investment company England & Wales
Legal & General Investment Tryst Limuted Investment company England & Wales
Bridge End Computers Limited Dormant company England & Wales

All subsidicnes are 100% owned and have a 31 December financial year end  All subsidianes are in the process of
beng Iquidated with completion expected dunng 2012

1 Jan

Financial investments 2011 2010 2010
£'000 £'000 £'000

Debt secunties and other fixed income securities 284,641 279,080 240,853
Accrued interest 6,462 6,753 4,878

291,103 285,833 245,731

Expected to be received within 12 months from the reporting date 18,957 25,509 17,063
Expected to be receved after 12 months from the reporting date 272,146 260,324  22B.668

291,103 285,833 245,731

All inancial nvestments have been designated as far value through profit and loss Financial investments have
been dllocated between those expected to be received within 12 months and after 12 months

Fair value hierarchy
Far value 1s the amount for which an asset could be exchanged or o labilty settled between knowledgeable
willing porties in an arm's length transaction

Far value measurements are based on observable and unobservable inputs Cbservable nputs reflect market
data ebtaned from ndependent sources, while unobservable inputs reflects the Company’s view of market
assumptions in the absence of observable market information The Company utilises techniques that maximsse
the use of observable inputs and minimise the use of unobservable inputs

The levels of far value measurement bases are defined as follows

Level 1 far values measured using quoted prices (unadjusted) in active markets for iIdenfical assets or habihes

Level2 far values measured using valuation techruques for all inputs significant to the measurement other than
quoted pnces included within Level 1 that are cbservable for the asset or lability, either directly
{1e as prices) or indrectly (1e derived from pnces}

Level3 far values measured using valuation technmiques for any input for the asset or kability significant to the
measurement that s not based on observable market data {unobservable iInputs)

20
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Financtlal Investments {(continved)
The following table presents the Company’s assets by IFRS 7 hierarchy levels
As at 31 December 2011

Debt secunties and other fxed ncome secunties
Accrued interest

Total inancial nvestments

As at 31 December 2010
Debt secunties and other fixed income secunties
Accrued interest

Total financkal investments

As at 1 January 2010
Debt secunties and other fixed ncome secunhes
Accrued interest

Total inancial Investments

Total Levell Level 2 Leve! 3
£000 £000 £'000 £'000
284,641 32,452 252,189 -
6,462 947 5,515 -
291,103 33,399 257,704 -
279,080 34,697 244,383 -
6,753 872 5,881 -
285,833 35,569 250,244 -
240,853 38,564 202,289 .
4,878 631 4,247 -
245,731 39.195 206,536 -

Allof the Company's leve! 2 assets have been valued using standard market pncing sources, such as iBoxx, IDC
and Bloomberg In normal market conditions, we would consider these market pnces to be observable market
prices However, following consultation with our pricing providers and a number of therr contributing brokers, we

have considered that these prices are not from a suitably active market and have classified them as level 2

There have been no significant transfers between levels tn 2011 or 2010

Deterred ccquisition costs

As at 1 January
Acquisition costs movement In provision

As at 31 December

To be amortised within 12 months from the reporting date
To be amortised ofter 12 months from the reporting date

Receilvables

Recewvables ansing out of direct insurance operations - policyholders
- interrmedianes

Recervables ansing out of reinsurance operations
Other recevables

To be amortised 12 months from the reporting date

21

Gross RI Gross RI
200 2011 2010 2010
£'000 £'000 £'000 £'000
44,679 727 39,291 815
7. 180 81 5,388 {88)
51,859 808 44,679 727
51,859 808 44,679 727
1 Jan

2011 2010 2010

£'000 £000 £'000

59.701 58,154 64,244

20,615 18,588 14,648

- - 1,554

- 46 34

80,316 76,788 80,480

80,314 76,788 80,480
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18  Cash and cash equivalents

Cash at bark and in hand
Deposits with credit institutions

19 Non-particlpating insurance contracts

Provision for unearned premiums
Claims outstanding

Expected net Insurance claim cash flows
As at 31 December 2011

Clenms outstanding

As ot 31 December 2010
Clams outstanding

As at 1 January 2010
Claims cutstanding

Insurance cash flows are based on the expecied date of settlement

Movement In claims liabilitles

Asat | January

Claims ansing

Clams paid

Adjustments to pnor year habiliies
As at 31 December

Unearned premiums

As at 1 January
Movement In provision
As at 31 December

1 Jan
2011 2010 2010
£000 £000 £000
8,261 7.125 5,334
11,032 6,206 35,007
19,293 13,331 40,341
Gross RI Gross RI Gross RI
i Jan } Jan
2011 2,011 2010 2010 2010 2010
£000 £000 £000 £'000 £'000 £000
152,354  (8,141) 134,457 {7,453} 120,108 {8.372)
21,994 {653) 126,050 {754) 108,812 {2,396}
244,348  (B8814) 260,507 (8,207} 228,920 {10,748}
Date of undiscounted cash flow Carryng
O-tyear 1-2years 2-3years 3-dyears 4-5+ years Total value
£000 £'000 £000 £000 £'000 £000 £'000
60,173 11,994 6724 4,271 8,177 91,341 91,341
101,940 10,478 5,079 1.796 46,003 125296 125295
86,374 8,925 4,385 1,551 5181 106,416 106,416
Gross RI Gross RI
2011 2011 2010 2010
£000 £'000 £000 £'000
126,050 (754) 108812 (2.3%¢)
130 670 {431) 183,363 {636}
{179.457) 458 {161,040} 2,898
14,731 74 (5.085} (620}
91,994 {653} 126,050 {754)
Gross RI Gross Ri
2011 2,011 2010 2010
£000 £'000 £000 £000
134,457 (7.453) 120,108 (8,372)
17,897 (708} 14,349 219
152,354 (8,181} 134 457 {7.453)

Allunearned premiums are expected to be earned within one year

22
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Claims development tables

The tables below present changes in the historical provision for losses and loss adjustment expenses since 2007
and the provision for losses and loss adjustment expenses ansing in each subsequent accident year

The top section of the tables illustrates how the estirnate of total claims outstanding for each accident year
developed over time The bottom sechon of the table reconciles the cumulative claims to the amounts

appearing In the balance sheet

Gross of relnsurance

2007 2008 2009 2010 2011 Total
Accident year £'000 £000 £000 £'000 £000 £000
Estimate of ullmate clemms costs
- At end of accident year 294000 191000 44000 174000 124500 947,500
- One year later 277 000 189 000 157000 188 400 - 811400
- Two years later 276,000 189 000 156 000 - - 621,000
- Three years later 277,000 189 000 - - - 466,000
- Four years later 278,000 - - - - 278000
Estimate of cumulative claims 278,000 182,000 156000 188,400 124,500 935900
Cumulative payments {275 000) (184,000} (150,000) (165,000} {75,000] (849 000}
Quistanding claims provision 3,000 5,000 6,000 23,400 49,500 86,200
Claims handling provision 3,640
Other 1434
Total ctaimns habilities recognised in the balance sheet 21,994
Net of reinsurance

2007 2008 2009 2010 2011 Total
Accident year £000 £000 £000 £000 £000 £000
Estimate of ullimote claims costs
- At end of accident year 280,000 189,000 1462000 173,000 124500 928500
- One vear later 267,000 188,000 155000 188,000 - 798000
- Two years later 265000 188,000 155,000 - - 408,000
- Three years Iater 266,000 188,000 - - - 454,000
- Four years later 267 000 - - - - 247,000
Estimate of curmulative claims 267 000 188000 155000 188000 124 500 922,500
Cumulative payments 266,000} (184 000) {148000) {143 000) {75000} (836,000}
Qutstanding claims provision 1 000 4,000 7,000 25,000 49,500 86,500
Clenrns handling provision 3331
Other 1510
Total claims habilities recognised in the balance sheet 21 341

23
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1 Jan
Trade payables 2011 2010 2010
£000 £000 £000
Payables ansing from insuronce and reinsurance contracts
- agents, brokers and intermedianes 15,434 13.378 9.350
- reinsurers 8,588 8.075 12570
24,022 21,453 21,920
All trade payables are expected to be seltled no more than twelve months after the balance sheet date
1 Jan
Other payables 2011 2010 2010
£'000 £'000 £'000
Amounts owed to group undertakings 31,282 27 377 26,636
Other payables 8,142 11,185 23.067
Remnsurance share of deferred acquisiion costs 808 727 815
Preference shares {see note 24 for further detail) 3.500 3,500 3,500
43,732 42,789 54,018
All other payables are expected to be settled no more than twelve months afier the balance sheet date
Contingent liabilitles
Prowision: for the habilihes arnsing under contracts with policyholders 1s based on certain assumptions The
varniance of actual expenence from that assumed may result in such labiliies differng from the provisions
made for them
Liabilities may also arise in respect of claims relating to the interpretation of such contracts, or the circumstances
in which policyholders have entered into them {together in thus paragraph "hatilities”} The extent of such liabiites
is influenced by the actions of the FSA, by ombudsman rulings, by industry compensation schemes and by court
Judgements it s not possible to predict with certainty, the extent and the timing of the financial impact to which
these labilihes may give nse The Company consicders that 1s has made prudent prowvision for such fabilites, as and
when circumstances calling for such provision become clear, and that it has adequate capital and reserves 1o
meet alt reasonably foreseeable eventualities
Share capital 1 Jan
2011 2010 2010
Authonsed £000 £'000 £000
Equity interests - 3,500,001 ordinary shares of £1 each
fssued & fully paid - 3,500,000 ordinary shares of £1 each 3,500 3,500 3,500
1 Jan
2011 2010 2010
Authonsed and issued, fully paid
Preference Shares - 3,499,999 floating rate cumulative preference share of £1 each 3,500 3,500 3,500

Preference shares are included within ickilities in accordance with the requirements of IAS 32

Rights of preference shareholders

Total dividends for 2011 of £25,000 (2010 £21 000}, are poayable half yearly on 1 June and 1 December and rank

in prionty to any other class of shares On winding-up redemption the preference shareholders are entitled,

n prionty to any other class of shares, to the capital repayment plus the proportion of dividends due There are

no vohng rghts attaching to the preterence shares other than for a resolution for winding-up the Company

or reducing its caopital

24
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25 Retained earnings
2011 2010
£'000 £'000
Balance at 1 January 5.855 9,052
Retaned protit for the year 23,744 {3,197]
Balance at 31 December 29.599 5.855
26 Holding company
The company's mmediate parent undertaking 15 Legal and General Assurance Society Limited The ulhmote
parent company and controling party s Legal & General Group Plc, a company incorporated in England and Wales
Legal & General Group Plc 15 the parent undertaking of the largest group of undertakings to consolidate these
financial statements at 31 December 2011 The consolidated financial statements of Legal & General Group Plc are
available from the Company Secretary at the Registered Office, One Coleman Street, London, EC2R 5AA or on the
Group websile, www legalandgeneralgroup com
Legal and General Assurance Society Limited 1s the parent undertaking of the smallest group of undertakings to
consolidate these financial statements t 31 December 2011 The consolidated financial statements of Legal &
General Assurance Society Limited are available from the Company Secretary at the address above
27 Related party transactions
The Company performed a number of transactions with its parent, Legal and General Assurance Society
Limited and its fellow subsidiary companies dunng the normal course of business
Detailled below are the major fransactions between these companies
2011 2010
£000 £'000
a Investiment management portfolio 428 404
b Liquidity management {18} (18}
¢ Service charges - (30}
d Group expense charges 46,977 44,356
e Interest relating to preference dividends 25 21
t Commission 784 471
g Remnsurance premium 6,020 3,940
a Legal & General investment Monagement (Holding) Limited (LGIM) manage the investment portiolio
of the Company
b Interest charged/{credited) on loan faciity by Legal & General Finance Plc at LIBOR plus 0 125%
¢ Service charge between Legal and General Assurance Society Limited and the Company
d Legal & General Group recharges the Company for all direct costs associated with the business and an allocated
proportion of centralised costs
e Preference dividend poyable to Legal & General Assurance Society Limited
f The Company pad commussion for business introduced by Legal & General Parinership Services Limited
g Reinsurance premium accepted by Legal and General Assurance Soclety Limited as part of a wider

remnsurance treaty

There were no matenal transactions wath Directors of the Company during the year, except for those relating to
remuneration and shareholding. disclosed In note ¢
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Related parly fransactions (continved)
Year end balonces payable/ [recevable) ansing from transactions with fellow subsichary companies
1 Jan
201 2010 2010
£'000 £000 £'000
a Investment management portfolio 36 35 32
b Lquichty management (7.697) (9.432) (8.298)
c Service charges - - -
d Group expense charges 14,819 16,931 16,617
€ Interest relating to preference dividends 3 2 2
f Commission 55 38 64
@ Reinsurance prermium 2,766 2,011 2,055
h Investment in subsidianies 2,248 2,248 2,248
I Payable to Legal & General Assurance Society Limited 20,583 17.076 15,618
| Recewable from Legal & General Assurance Society imited {1.531) (1.532) {1.704)
31,282 27,377 26,836
None of the above balances are secured on the assets of any group underiaking
Critical accounting estimates and judgements

General comments regarding assumptions and methodology

Actuarial and statistical methods have been applied to the clams data to amve at the estimates of the claim reserves
gross and net of reinsurance The reserve is the sum of the oulstanding case eshmates (which are known} plus an amaount
for claims which have been incurred but have not yet been reported and an allowance for changes in case estimates

The most uncertan element of the reserve s the incurmed but not reported {IBNR) amount

The IBNR reserve can be thought of as the difference between the amount which will ulimately be paid minus the
amount that hos already been paid minus the amount reserved for as case estimates

For the household and motor classes of business, IBNR includes not only claims which have not yet been reported,
but also the positive or negative development of the case estimates attnbuted o reported cases, also known as
IBNER

In cases where the claims data provided contains claims handing expenses, these are included and projected In
the estimates of the clam reserves In addition, allowance s made for unallocated claims handling exgpenses on
outstanding and (BNR claims

A margin is held over and above the best estimate IBNR reserve to aliow for the uncertainty in reserves

vanouws methods are Used to determine the IBNR The choice of method depends on the class of business and the
peni being assessed The methods are explained below

Projection of incurred claim amounts using the basic chain ladder method
This 1s @ method for estimating the ulimate cost (and theretore the Incurred but not reported claims) based on the
incurred claims data (1 e the paid claims plus the notified cqse estimates)

Development foctors are calculaied tor each ongin penod which reflect the patterns of claim reporting and payment,

and the relative adequacy of the notified case estimates over hme The choice of histonc penod for determining
development factors 1s a matter of judgement The method also assumes that miflation, nvestment ncome, the
economic environment reman unchanged over the ongin penod selected
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Critical accounting estimates and Judgements (continued)

Projection of the number of claims reported using the basic chain ladder method and

application of average cost per claim methods

The basic chain ladder method described above 15 used to project the ulhmate number of claims (and therefeore the
ncured but not reported cloims) for each perniod The ultimate cost s then eshimated by multiplying the ulhmate number
of claims for each ongin year by an appropriate overage cost assumphon The average cost assumption is denved by
taking account of histoncal data trends and external industry data and applying appropnate judgement

Exposure based methods

Exposure based methods estimate the ulhimate cost {and therefore the incurred but not reported claims) based on
exposure measures relating to the ongin years considered The simplest exposure based method is the expected loss
raho methed The ultimate cost s estimoted by multiplying the earned premium for the relevant ongin year by an
ashmate of the loss ratio for that ongin year This selected loss ratio takes account of histoncal data, trends and other
avallable information such as premium rating activity and requires judgement This method effectively ignores the
actual development of the claims to date for that ongin penod

The Bornhuetter-Ferguson approoch combines the chain ladder method described above with the expected loss
raho method This moderates the influence of the cument development of the most recent ongin years on the
estmate of the ulhimate cost This can be beneficial in crcumstances where the data for the most recent ongin years
1s sparse or for longer talled classes

Key drivers of Uncertainty in the Company's Reserves

Uncertainty in the Company s reserves can anise from a number of factors both intermal and external For example
- The downturn in the economy could dnive Increased IBNR unemployment claims on the Accident, Sickness

and Unemployment product both in terms of increased frequency and increased clam duration

- On Household, IBNR clams could increase due to the emergence of latent claims for example in hability
following an adverse court judgement or in subsidence as an iImprovement In the housing market leads to an
increqse In surveys and hence a greater number of cracks being notced

Given this uncertainty 1t s Company policy to hold reserves above the best estimate Current policy 1s to hold
reserves between the 60th and 65th percentile of the overall disinbution Whilst the precise choice of percentile 15
a maiter of judgement, sensitivity analysis of the reserves, as described in the next section shows that reserving at
this level provides a margin against reasonable levels of uncertamty, whilst avoiding excessive prudence for IFRS
reporting purposes

This chosen level of uncertainty margin is translated into a percentage add-on o the reserves in respect of
outstanding reported claims and IBNR for each class of business As at 31 December 2011 the margins were

15% for ASU
3% for Household plus £500,000
3% for Maotor

As at 31 December 2010, the ASU margin was 10% This had increoased by 31 December 2011 to reflect the increased
uncertainty associated with the economic downiurn The motor margin was 15% as at 31 December 2010 and had been
reduced 1o 3% by 31 December 2011 to reflect the reduchon in uncertainty of & portfolio in run-off An addihonal £500 000
was added to the household margin to reflect additional uncericinty around the development of freeze and subsidence
claims The overall uncertainty remained within the 60-65th percentile range

Financial Impact of the Uncertainty
All figures in this section are based on the reserving exercise performed as at 31 December 2011
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28  Critical occounting estiimates and judgements (continued)

Accident, Slekness and Unemployment

If non reinsurance backed IBNR clairms increased by 50% the Company would need to hold an exira 18% of the pest
estimate reserve {assuming these claims have some average monthly benefit and duration as assumed in the best
estmate calculation)

If all nonreinsurance backed claimants were to claim for an extra month on top of what was assumed In the best eshmate
the Company would need to hold an extra 10% of the best estimate reserve

if these two evenis occurmed ot the same fime the Company would need 1o hold an exira 29% of the best eshmate
However, the probabitity of this occurence would be very small

Some economists fear a double dip recession which could result in policyholders claiming on therr policy for longer
It could also result in a larger number of IBNR claims than the Company s reserving for

For this reason, a 15% margin does not look unreasonable in the current economic environment
Household

The table below shows how much extra the Company would need to hold in pounds If the number of IBNR ¢laims
ncreased by diffenng percentages The 3% margin ptus £500,000 held in December 2011 amounted to £2 7m

Percentage increase in IBNR claims Exira reserve required
10% £574,706
20% £1149 413
30% £1,724119
40% £2 298 824
50% £2,873,532

The table shows that the margin would have been enough to cover Just over a 45% increqse in IBNR claims

Figures for Motor and Mortgage Payment Protechon are not matenal given the fotal IBNR of £47,000
as at 31 December 2011
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29

Risk management and control

The Company's prmary objective In undertaking nsk management activity 1s 1o manage nsk exposure in ine with
nsk appetite minimising 1ts exposure to unexpected financial loss and imiling the potential for deviation from
anhcipated outcomes in this respect, @ framework of lmits and qualitative statements, aligned with the Company s
nsk appetite, is In place for matencl exposures

A significant part of the Company's business involves the acceptance and management of risk The Company
operates a formal nsk management framewaork to ensure that all significant nsks are Identified and maoncged
Financial risk 1s categonsed as follows

- Insurance risk

- Market risk

- Cred nsk

- Liquidity nsk

- Operctional nsk

Insurance risk
Insurance nisk anses as a consequence of the type and volume of business wntten and the concentration of nisk

in particular pelicies or groups of policies subject to the same risks Insurance risk s managed using the following
technigques

Polictes and delegated avthornities for underwniing, pncing and reinsurance

The Company's insurance nsk policy sets out the overall framework for the manogement of Insurance nsk As part of

the framework, a structure of delegated pricing and underwriting authonties s In place Pncing 15 bosed on assumphions
which have regard to past expenence and irends Insurance exposures are imited through reinsurance

The principal General INsurance reinsurances are excess of loss catoastrophe treaties, under which the cost of clams
from o weather event, In excess of an agreed retention level, 18 recovered from reinsurers

Reserving policy
The Company has a documented reserving policy setting out the basis on which llabilities are to be determined
using statistical analysis and actuanal expenence

Market risk

The Company's exposure to market nsk 1s Influenced by external factors such as changes in specified interest rates
Interest rate risk 15 the nisk that the Company 1s exposed to lower returns or loss as a drect on indirect result of
fluctuations in the value of, or ncome from, specific assets and labilities ansing from changes N underlying interast
rates The Company s exposed to interest rate nsk on the Investment portfolo that 1Is maintained to meet the
obligations and commitments in that the proceeds from the assets may not be sutficient to meet the Company's
obligations 1o policyholders

The sensitivity analysis considers the impact on the value of LGl assets of @ 1% change in interest rates {both increase and
decrease), and a 1% increase in credit spreads  The calculation s based on the market value and duration of the fixed
mierest assets in the fund (excluding gitts In the cose of a credit spread change)  As licbilities are not discounted no
change 15 assumed in the value of liabilities as a resull of market nisk

The methods and assumphons used are unchonged from the previous year end

Capital Risk

LGI manages capital on the basis of the ICAS regime. as the Pillar 2 capital requrement under ihis regime 1s greater than
the Pillar 1 capital requrement  Formal submissions of ICA capital are made to the FSA every 2 years, with capital
calculations for mternal use being completed quarterly  The most recent ICA submission to the FSA was as af 31
December 2010

The results of the quarterly captal calculations are presented to the LG Board ond the Financial and Insurance Risk

Committee The surplus of avalable capital (assets less lablities) compared to the most recent Individual Capital
Guidance (ICG) 1ssued by the FSA [or most recent quarterly ICA if higher) 1s monitored in monthly reporting
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29  Risk management and control (continved)

Credit risk
The Company's exposure to credit nsk include

- Banking counterparty nsk

- Investment counterparty nsk

- Reinsurer credit nsk

- Premium debtor and supplier prepayment nsk

Banking and investment counterparty nsks are controlled through imits on the exposure to iIndividual counterparties
Reinsurer credit nsk 1s controlled through a requirement that all reinsurers have S&P ralings of A- or better or AM Best
rating of A- or better and who are approved by ifs reinsurance broker's Secunty Committee for the type of business
being rensured Limits are placed on premium and supplier nsks to mihgate exposure

The credit profile of the Company s assets exposed to credi nsk 15 shown in the table below The credil rating bands
are prowded by Independent rating agencies For unrated assets internol ratings are maintained which are used
to manage exposure to these counterparties No provision for impairment has been made at year end on the basis

o m X

that balances are considered to be recoverable

B8 &
é‘:og £%80 A £'000 2'.30530 blelow Unrated  Total

£000
Ag at 31 December 2011
Government secuntes 3055 - - - - - 3055
Other fixed rate secunties 81487 18447 93422 87809 - - 281,187
Vanable rate secunties 399 - - - - - 399
Total debt securities 84,943 18,467 93422 B7 809 - - 284 641
Accrued interest 2,037 250 2,326 1,849 - - 6 462
Cash and cash equivalents 4546 & 486 - - - 8,241 19 293
Financial assets 91526 25203 95748 B89 658 - B,.261 310395
Reinsurers’ share of contract labihhes 43 4001 4 365 405 - - 8814
Other assets - - - - - 134839 134839
Total 21 549 29,204 100,113 20,063 - 143100 454049

BB &

:;0'3 £"(\)80 A £000 £|'3()B(;30 below Unroted Total

£000
As at 31 December 2010
Government secunties 10,623 - - - - 10,623
Other fixed rate secunties 76,842 25030 96,504 45668 8,028 3,562 255634
Vonable rate secunties 8510 - - 313 4 000 - 12823
Total debt securities 95975 25030 96504 45 981 12028 3562 27%.080
Accrued interest 2252 495 2844 800 284 76 6753
Cash and cash equivalents - 22 6,204 - - 7 103 13 331
Financial assets 98227 25547 105556 46781 12312 10,741 299164
Reinsurers' share of controct iabilities 38 2872 4 666 431 - - 8207
Qther assets - - - - - 127 638 127 4638
Total 98 245 28,419 110,222 47 412 12,312 138379 435009
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Risk management and control (continved)

Liquidity risk

uquichty nsk 15 the nsk that the Comparny, though solvent erther does not have sufficient financial resources
avallable to enable 1t to meet its obligations as they fall due or can only secure such liquid financial rescurces
either at an excessive borrowing cost relative to that achieved in the recent past or that typically payable by @
comparably rated borrower or through the sale of iiquid assets at a pnce significantly below the far value of such
assets in the recent post

LGI maintains sufficient liguid assets and standby faciiies to meet a prudent estmate of the cash outflows that may
anse from all contingent events with a probabiity of occurrence of up to 1 1n 200 years as identfied through stress
and scenano testng and the annual plonning process

LGl has enfered into a ten-year arangement with LAG Finonce PLC to manage the cash flows of the general insurance
business The arrangement has a maximum loan facility of £100m with no daily draw down imit  This has proved ample for
day to day cash management and s sufficient 1o cover all but the most extrerme events modelled in the stress and scenano
teshng exercise It 1s regularly monitored by the LGI Financial and Insurance Risk Committee which seeks to avoid a large
balance persisting

The tollowing cspects of iquidity nsk are relevant to the Company

Projected market conditions cash flow risk - the nsk that a change in the economy market condihions

or the business environment moy chonge the size or iming of the financial obligatons resulting in the need to
Increase its hquidity levels

Cash flow Himing risk - the nsk that the actual iming of cash flows may vary to those projected However the
nature, type and effect of iming differences will differ for those associated with Insurance business funds

Contingent liquidity risk - the nsk from the occurence of high impact events for which no provision has

been made in iquidity forecasts due to the events having an extremely low probability of occurence Such evenis
gmng nse to contingent iquidity nsk may Inciude

- External events, particularly those of a catastrophic nature which may give nse 1o significant number of claims

or pehcy withdrawals requinng settlement, and

- A significant fallure In iternal controls either resuliing In drect financial loss or the need to pay redress to
customers who may have sutfered disadvantage as a result of fallure

The pnneipal products of the Company are

Household These contracts provide cover in respect of householders' homes, investment properties contents personal
belongings ond incidental labilites which they may incur as a property owner occupier and mdmdual Exposure 1s normally
limited to the rebullding cost of the home, the replacement cost of belongings and a policy imit in respect of labiity claims
The Company uses reinsurance to manage the exposure to an accumulation of claims ansing from any one incident,
usually severe weather The catastrophe cover runs from 1 July to 30 June and reinsures the Company for josses between
£30m and £265m {2010/2011 £30m and £235m) for a single weather event A single household policy can resultin a large
liabihty claim To mihgate the nsk accident excess of loss reinsurance s in place for claims in excess of £750m {2010 £750m)

Accldent, Sickness and Unemployment These contracts provide cover in respect of continuing payment habiities

Incurred by custorners when they are unable to work as @ result of acaident sickness or unemployment They protect
predominanily mortgage payments Exposure is imited to the monthly payment level selected by the customer sufficient to
cover the payment and associated costs up to the duration limit specified in the policy usually 12 months
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Risk managemen! and control {continued)

- Motor (in run-off) These contracts provide coverin respect of customers' private cars and therr lability to third
parfies in respect of third party damage Exposure 1s normolly imited o the replacement value of the vehicle and a policy
Iimit in respect of third party property damage Exposure to third party bodily injury 1s unimited in occordance with the
statutory requirements The motor book continues in run-off, the final policy having expired in August 2007, but this is
expected 1o take several years

- Domestic Mortgage Indemnity These contracts [pnmanly in run-off] protect a morigage lender should an insured property
be repossessed and subsequently sold at aloss Since 1993, the contract has Included a maximum pencd of cover of ten
years and a cap on the moximum clam For business accepted pnor to 1993 cover 15 uniirmited and lasts until the insured
property 15 remoertgaged or redeemed

Operational risk

Internal processes and customer service standards while carefully controlled end monaged may fail or be impacted by
external factors such as fraud or terrorist action giving rse to adverse customer reaction and a resultant loss 1o the
Company - either @ monetary loss or a loss of future sales

Key risk factors

Weather events
Significant weather events such as windstorms, and coastal and nver floods can lead to significant claims

Concentration

The insurance of properties which are concentrated in high nsk areas, or an above average market share in a parhicular
region con give nse to a conceniralion of insurance nsk This nsk 1s managed by ensuning that the nsk acceptance policy.
terms and premiums both reflect the expected claim cost associated with the location and avoid adverse selechion
Additionally, exposure and competitor activity 1s monitored by location to ensure that there 18 a geographic spread of
business Catastrophic reinsurance cover reduces the Company's exposure to concentration of nsk The catastrophe
remnsurance 15 designed to protect against a modelled windstorm and coastal flood event with a return probability of

11N 200 years

Subsidence

The incidence of subsidence can have a significant iImpact on the level of claims on househeld policies The Company's
underwnting and reinsurance strategy miigates the exposure to concentrations of nisk ansing from geographic location or
adverse selection

Economic downturn
Periods of rapid and prolonged nahonal economic downturn can create significant vanation in the frequency and seventy
of ASU claims experience

The nsk 1s managed through the monitoring of economic trends and the underwnting of policies to ensure that the customer
completing a mortgage loan fransaction ochieves credit scorng approval

Uniimited motor claims

A single motor pelicy can result in major multiple kabiity claims in extreme scenanos To miigate the nsk, accident excess
of loss reinsurance 15 1In place for clams in excess of £1m (2010 £1m)
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Risk manogement and control (continued)

Sensitivity analysis
The table below shows matenal sensitwvities for the Company on pre-tax profit and equity net of reinsurance

Impaci
on pré-fax Impact impact  on Impact
profit  nel  onequity pre-tax profit  on equity
of net of net of net of
renswance rainsuronce ransurance reinsurance
2014 21 2010 2010
£000s £000s £000s £'000s
Sensitivity test
Single storm event wath 1.1n 200 year probabifity [89 747) (64 427) [54 972) (39 580}
Subsidence event - worst claim ratio in last 30 years (41 149) (30 450) [39.384) (28 357)
Economic downtum (42 944) (31 794) (38 33%) (27 404}
5% decrease in overall claims rahio 8 851 6 550 8,761 6308
5% surplus over claims habilities 4 567 3 380 6,175 4 446

For any single event with claims In excess of £30m (2010 £30m) but tess than £245m (2010 £235m), the uitmote cost to the
Company would be £30m (2010 £30m} The impact of a 1 In 500 year modelled windstiorm and coaostal flood event would

exceed the cotastrophe cover by approxmately £192m (2010 £131m}

|GD sensitivity analysis
The table below prowides managemeant estimates of the mpact of IGD surplus to changes in market condihons

Impact on Impaci
surplus  oh surplus
capital capital

201 210
£000s £000s
Senshivity test
100bps Increase in interest rates 72 800 55 400
100bps decrease In Interest rates 72 800 68 600
100bps iIncrease in credit spreqds 72900 55 400
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