00423930

Legal &z

General

LEGAL & GENERAL INSURANCE LIMITED
REPORT AND FINANCIAL STATEMENTS
2012

Bt

COMPANIES HOLISE

LD

(I

|

#4,




Legal & General Insurance Limited
Contents

Page
2 Directors’ Report
6 Independent Auditors’ Report
7 Statement of Comprehensive iIncome
8 Statement of Financial Position
9 Cash Flow Statement
i0 Statement of Changes in Equity

1] Notes 10 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 subrmit therr annual report fogether with the audited financial statements of Legal & General
Insurance Lirmited (the Company) for the year ended 31 December 2012

Business review and principal activity

The Company is an insuronce company authonsed in the UK, the principal activily of which is the transaction of
general insurance business iIn the personal secior marketplace, specifically relating to nsk covers for household
and mortgage payment proiection insurance

The Company continues to pursue ¢ strategy focused on the housing marketplace, including leveraging the
distnbution retahionships from the wider Legal & General proposition focused on the housing purchase event
Dunng the year we have enhanced our drrect distnbbution capability and have continued to focus on improving
our product proposiion  This has been further enhanced dunng the year by the launch of an enhanced Lifestyle
product to replace our previous Mertgage Payment Protecion insurance (MPPI)  In addition we launched a Pet
insurance product during the year through our new subsidiary, Legal and General Disinbution Services Limited
This product 1s currently underwntten by a third party

Market conditions remain challenging with business volumes impacted by low housing market fransactions
and the general unceriainty In economic conditions However we achieved 14% top line premiurn growth and
believe there 15 still sgnificant opporturity to increase premium income even In the current climate

Result for the year and dividend

The results of the Company shows a pre-tax profit of £35 7m (2011 £31 8my}, detaills of which are set out on

page 7 The result reflects the ongoing benefit of underwriting and clams management inhatives which offsei the
marginally worse than average weather expernenced dunng the year The directors do not recommend the
payment of o dividend (2011 £nif) this year

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

2012 201
Year end shareholders funds £160m  £129m
Gross written premium £349m  £305m
Profit/(Loss) before tax £357m £318m
Combined operating ratio 98% 93%
Net incurred claims
The combined operating ratio 1s + Expenses + Net commission x 10¢
Net earned premiums Net earned premiums

Principal risks and uncertainties

The Company's business involves the acceptance and management of nsk The process of nsk accepiance and nisk
management 1s managed through a nsk fremework, comprising formal committees, nsk assessment processes and
review functions with formal updates to the Board A full review of nsk 15 discussed in Note 29

The framework provides assurance that risks are being appropnately identied and managed and that an independent
assessment of nsks s being performed The principal nsks and uncertainties facing the Company are noted below

Market and Economic Condifions

Competitor achvity and changes in customer buying patterns would impact the achievement of sales targets A number
of the Company’s business channels have close Iinks to the housing market Uncertainty in this market would restnct

sales opportunities and adversely impact profitability The Company's strategic focus on household insurance

means the Company has imited product diversificahon, and the payment protection products are af nisk of

being mpacted by any downturn in econormic condihions

The Company s also exposed to the impact of cdverse economic conditions on its invesiment porifolic The Company's
investment porifolio consists of fixed Income and maney market instruments, which are affected by movements in
interest rates and credit spreads
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Directors' Report

Weather Catastrophe Events

Weather related nsk 1s the largest area of risk faced by an insurer wniing household business The risk of adverse clams
expenence i fully assessed and reflected in the Company's capital requirement, and reinsurance 15 n place to protect
against a 11n 200 yeor event, but a severe storm or senes of weather eventis (Including prolonged dry weather leading
o subsidence) would adversely impact the profitaloiity of the business If the event was coupled with the defoult of a
re-insurer this could significantly impact the capital available to the Company

Confidence In the Financial Services Sector and Specifically LGI

Events in the financial services sector ouiside the control of the Company and tegal & General Group (the Group) may

impact earnings and profitability Histonically such events have included
- Failings by competitors !
- Actions by regulators within the industry |
- Adverse performance of Investment markets |
- Adverse media coverage

Resources

The Group has market-leading expertise In @ number of the markets n which It operates

The company, as part of a larger Group, actively focuses on retaining the best personnel and ensunng that key
dependencies do not anse through employee raning and development programmes, remuneration strategies and
succession planning However, the loss of key personnel may impact earnings in the short term

Regulation and Legislation
There are a number of aspects to the way in which legisiation and regulation mpacts the Company's business
- Government fiscal policy
- Regulatton of product design, marketing, sales and admiristration
- Prudential capital requirements
- The infroduction of Solvency Il and iis mpact on capital requrements and business nsk managernent

The Company's activiies and strategies are always based upon prevailing legislation and regulation However, significant
changes in legislation and differing interpretation and applicaton of regulation over ime, may have o detnmental effect on
the Company's strategy and profitability Additionally, there s an increasing international dmension and volume of regutatory
and legislative change impacting the financial services sector

Outsourcing and Key Supplier Risk

There are some core Company funchons that are outsourced, and o reliance on supptliers to satisty buildings and contents
claims, which involves the Company In the management of a number of customer related third party relationships Despite
the ngorous selechion process Including supplier financial evaluations and the preparation of contingency plans to maintan
service the financial fallure of a third party or provision of INnadequate service could mpact the reputatton and regulaiory
compliance of the Company

Fulure developments

Going forward the Company will continue to evolve its sirategy around the housing markelplace, focusing on the
development of sustancble profitable relationships ond strong management of loss ratios through mproved underwriting
and claims management techniques

Creditors

The Group agrees terms and conditions for ifs business transactions with suppliers Payment s made

on these terms provided the supplier meets its chligations The Company has no trade crediiors Asat 31 December 2012,
the average number of days of paymenis outstanding for the Legal & General Group of companies was 20 days

{2011 36 days)

Financial Risk Management

tegal & General comparnies use financial Instruments o manage certain financial nsks The Company's exposure to financial
nsk through its financral assets and ligbilifies s not considered matenal to the assessment of the Company's assets, llabiliies,
financial position and the profit of the Company
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Directorate
The drectors of the company who were in office dunng the year and up to the date of signing the financial statements were

J B Pollock {Charrman)

D A Fnch :
$ P Hary {resigned 27 Apnl 2012) :
M A Lawler

M Holweger (appointed on 19 Apnl 2012)

J Nicksen [appointed 26 Apnl 2012)}

R A Regan {appomted 26 June 2012}

R J Byrne (appomnted 3 July 2012)

C JKnight {appointed 21 August 2012)

Secretary
Legal & General Co Sec Limited

Directors' Indemnttles and Insurance

As permitted by the Articles of Associgtion, the Direclors have the benefit of an indemnity which s a qualifying thrd
party ndemnity provision as defined by Section 234 of the Companies Act 2006 The Indemnity was In force throughout
the fast financial year and 15 curently in force The ulimaie parent Company, Legal & General Group Plc, maintains
an appropnate level of Drectors' and Officers' ability insurance which is reviewed annually

Independent Auditors

The Company has appointed PncewaterhouseCoopers LLP as auditors

There 15 no requirement under the Companies Act or the Company's Arhicles of Association to hold an Annuat General
Meeting or lay the Company's Report and Financicl! Statements before the shareholders The Company has Qlso elected to
dispense with the need to appoeint auditors annually
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Statement of Directors’ Responsibilities
the drreclors are responsible for prepanng the Directors' report and the financial statermnents in accordance with
appilcable low 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 Internationat Frnanctal Reporting Standards

{IFRSs) as adapted by the European Union In prepanng these financial siatements the directors have also elected to
comply with IFRSs, 1ssued by the internahonal Accounting Standards Board {IASB} Under company law the drectors
must not approve the financial statements untaess they are salisfied that they give a true and fair view of the state of
affarrs of the Company and of the profit or ioss of the Company for thal penod  In prepanng these financial statements,
the directors are required to

- select suitable accounting policies and then apply them consistentty

- make judgements and accounfing eskmates that are reasonable and prudent,

- stote whether apphcable Internothional Anancial Reporting Standards (IFRSs) as adopted by the European
Union, and IFRSs as issued by the Internahonal Accounting Standards Board [IASB) have been lollowed
subject to any malenal departures disclosed and explained in the financig! statements, and

- prepare the financial statements on the going concern bosis unless it 1s INnappropnate to presume that the
Company will conttnue in business

The directors are responsible for keeping adequate accountng records that are sutficient to show and explan the

Company's fransactions and disciose with reasonable accuracy of any hme the inancial position of the Company ond enable them

to ensure that the financial statements comply with the Companies Act 2006 They are also respansible for sofeguarding
the assets of the Company and hence for taking reasonable steps for the prevention and detection of fraud and other
Imegulanhes

Each of the drectors who held office ot the dale of approval of the directors report confiems that

(a) so far as the directoris aware there 1s no relevant audit information of which the Company's audifors are unaware and

{b} he has taken all the steps that he ocught to have taken as a director in order to make himself aware of any relevant agudit

Information and to establsh that the Company s auditors are aware of such information
This confirmation 1s given in accordance with section 418(2) of the Companies Act 2006

By Order of the Board

-"s ) (\DL C W5 o

J Nickson
Director
1 March 2013
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Independent Auditors’ Report to the Members of Legal & General Insurance Limited

We have audited the financial statements of Legal & General insurance Uimited for the year ended 31 December 2012
which compnse the Statement of Comprehensive Income, the Statement of Financial Posihon, the Cash Flow Statement,
the Statement of Changes In Equity, and the related notes The financial reporting framewoerk that has

been applied in therr preparahon 1s apphcable low and Intemational Financial Reporhing Standards (FRSs) as

adopted by the European Union

Respective responsibilities of directors and auditors

As explained mere fully In the Statement of Directors' Responsibilities set out on page 5 the directors are responsible
for the preparahon of the financial staternents and for being sahsfied that they give a frue and fair view Our
responsibility 1s to audsit and express an opinion on the financial staternents n accardance with applicable law
and International Standards on Auditing (UK and Ireland) Those standards require us to comply wath the Audiing
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 Companles Act 2006 and for no other pupose We do not, In gving
these opinions, accept or assume responsibility for any other purpose or to any other person to whorm this report s
shown or info whose hands it may come save where expressly agreed by our prior consent In wrhng

Scope of the audit of the financial statorments

An audit Invalves obtaining evidence about the amourts and disclosures in the financial statements sufficient fo

give reasonable assurance that the financial statements are free from matenal misstaternent, whather caused by

fraud or error This includes an assessment of whether the accounhng pelicies are appropnate to the Company’s
crrcumstances and have been constantly apphed and adequately disclosed the reasonableness of significant

accounting estimates made by the directors, and the overall presentation of the financial statements

in addition we read all the financlal and non-financlat nformation in the report and financial statements to idenfity matenal
Inconsistencies with the audited financial staternents If we become aware of any apparent material misstatements or
inconsistencies we consider the implicatons for our report

Opinion on financial statements
In our opinion the financial statements
- give a rue and far view of the state of the Company's affairs as at 31 December 2012 and of its profit
and cash flows for the year then ended,
- have been properly prepared in accordance with [FRSs as adopted by the European Union, and
- have been prepared in accordance with the requirements of the Companies Act 2006

Opinion on other matters prescribed by the Companies Act 2006
In our opimion the iInformation given in the Directors' Report for the financial year for which the financidl statements
are prepared 1s consistent with the financial statements

Matters on which we are required to report by exception
We have nothing fo report in respect of the following matters which the Companles Act 2006 requires us to report to you
if, in our oplnion

- adequate accounhng records have not been kept, or retumns adequate for our audit have not been

received from branches not visited by us, or

- the financial statements are notin agreement with the accounhng records and returns, or

- certain disclosures of directors' remunerahon specified by law are not made, or

- we have not received all the Information and explanatons we require for our audrt

Bamabas Wanstall (Senior Statutory Auditor)

For and on behalf of PncewaterhouseCoopers LLP
Chartered Accountants and Registered Auditors
London

I March 2013




Legal & General Insurance Limited

Statement of Comprehensive income
For the year ended 31 December 2012

2012 2011
Notes £000 £000
Revenue
Gross wntten premiums 348,662 304,752
Qutward reinsurance premiums {24,355} (18,250)
Net change in provision for uneamed premiums {23.581) (17.189)
Net premiums earned 300,726 269.313
Investment return - on financial investments at far value through profit or loss 3 30.873 14,419
Total revenue 331,599 283,732
Expenses
Clams and change in insurance lhabilities 168,061 145,401
Remnsurance recovernes {414} (357}
Net ¢lams and change in insurance habilihes 4 167.647 145,044
Acqguisihon ¢osts 5 106,951 95,389
Finance costs 6 53 32
Other expenses 9 21,244 11,509
Total expenses 295,895 251,974
Profit before tax 35.704 31,758
Total tax expense 10 (8.131)  (8.014)
Tolal comprehensive income attributable to equity holders of the Company 27.573 23,744

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




Legal & General Insurance Limited

Statement of Financial Position
As at 31 December 2012

Assets

Investments in subsichanes

Plant and equipment

fnancial investments

Remsurers' share of contract liabilities

Deferred acquisiion costs

Receivables ansing out of direct insurance eperations - policyholders
- Intermediaries

Amounts owed by group undertakings

Prepoyments and other receivables

Cash and cash equivalents

Total assets

Equity

Share capital
Share premium
Retained earnings
Total equlity

Liabilities

insurance contract kabilities

Deferred tax labitihes
Corporation tax labilihes
Trade payables

Other payables

Total liabititles

Total equity and habllities

Notes

24

25

The notes on pages 11 to 33 form an integral part of these financial staterments
The financial statements on pages 7 to 33 were approved by the directors on 1 March 2013 and

were signed on ther behalf by

.Y v aag o

J Nickson
Director
I March 2013

00423930
2012 2011
£'000 £'000
300 2,608
7 56
324,096 293,103
11,482 8,814
54,986 51,859
65,927 59,701
31.817 20,615
30,835 7,697
3.962 -
16,625 19,293
540,037 461,746
7.000 3.500
96,053 96,053
57,172 29,599
160,225 129,152
282,966 244,348
8,444 6,718
6,400 6,077
28,616 24,022
53,386 51,429
379812 332,594
540,037 461,746




Legal & General Insurance Limited
Cash Flow Statement
As af 31 December 2012

profit before tax

Adjustments for

Depreciation

Loss on disposal of plant and equipment
tiquidation of iInvestment in subsicharnes

Net fair value {gains)/losses on financial instruments
Dividend and interest income

Changes in operating assets and liabilities

Net increase/(decrease) In iInsurance contract labilities
Net increase N reinsurers' share of contract labiities
Net decrease in deferred acquisthion costs

Net decrease in other assets

Net increase In operational habiliies

Cash generated/{consumed) by operations

Interest receved
Interest pad
Tax {(paid}/receved

Net cash flows from operating activities

Cash flows from investing activities

Purchases of plant and equipment

Investment in subsidianes

Purchases of financial insfruments

Proceeds from the sale of financial nstruments

Net (increase}/decrease in loans to Group undertakings

Net cash flows from investing activiies
Net [decrease]/Increase in cash or cash equivalents

Cash and cash equivalents at the beginning of the year
Cash and cash equivalents at the end of the year

2012 2011
£000 £000
35757 31,790
40 79
10 -
2,608 -
(15,479) 949
(15,394}  (15,388)
38,618 (16,159}
{2,668} {607)
{3,127} (7.180)
(21,390)  (3.528)
10,051 1,777
29,026  (8,247)
15173 15,674
{53) (32)
(6,082) 3378
38,064 10,773
{1 {21)
(300) .
(158,935) (176,440)
141,642 169,935
(23,138) 1,735
(40,732) (4.811)
[2.668)  5.962
19,293 13,331
16,625 19,293




Legal & General Insurance Limited

Statement of Changes in Equity
As at 31 December 2012

Ordinary

share Share  Retfaned
captital premium eamings Total
£000 £000 £000 £000
Balance at 1 January 2012 3.500 96,053 29,599 129,152
Conversion of preference shares (see note 24) 3,500 - - 3,500
Total comprehensive income for the year - - 27,573 27,573
Balance at 3t December 2012 7.000 96,053 57,172 160,225

The notes on pages 11 to 33 form an integral part of the inancial statements




Legal & General Insurance Limited
Notes to the Financial Statements

1 Accounting Pollcies
o) Basis of Preparation

The financial statements have been prepared In accordance with International Financial Reporting

Standards (IFRSs) 1ssued by the Infernational Accounting Standards Board (1ASB) as adopted by the European

Unton, and with those parts of the UK Companies Act 2004 applicable to companies reporting under IFRS

The Company's financtal stalements also comply with IFRS and International Financial Reporting Interpretations
Commiitee [IFRIC) interpretations as ssued by the IASB  The financial statements have been prepared under

the histoncal cost convention on a going concern basis, and financial assets at far value hrough profit and loss
Accounting policies have been appled consistently, except In the instance where new polctes have been adopted
The Company 1s exemnpt from prepanng consolidated financial statements by virtue of the Companies Act 2006,

as its ultmate parent Company prepares publicly available consolidated financial statements that are deemed

to satisfy the equivalence requirement of sechon 401 of the Companies Act 2006 The Company Is domiciled
in the Urited Xingdom

b} Use of estimates
The preparation of the financial statements includes the use of estmates and assumptions which affect items
reported 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 contingent assets and llabilities
ot the date of the financial statements  Although these estmates are based on management's
best knowledge of current crcumsiances and future events and actions, actuatresulls may differ from those
estimates, possibly significantly This s particularly relevant to the following

IBNR
The uses of claims incumed but not reported (IBNR) estimates are descrnbed in sechion c below

Tax balances

The cument fax expense 15 based on the taxable profits for the year, after any adjustments in respect of prior years
The Judgement made, and unceriainties considered, in amving at tax balances in the financial stotements are
discussed in Notes 10 to 12

c) General Insurance

Resulis of general nsurance business are determined after taking account of uneamed premiums, outsianding
claims and unexpired nisks using the annual basis of accounting

Premiums are accounted for in the penod in which the nsk commences Estmates are included for premiums not
notified by the year end For all these contracts, premums are recognised as revenue (earmed premiums)
proportionally over the penod of coverage The portion of prermium receved onin-force contracts that relates
to unexpired nsks at the balance sheet date s reported as the provision for uneamed premium Premiums are
shown before deducton of commusion Qutwards remsurance premioms are accounted for in the some
accounting penod as the premiums for the reicted diect business being reinsured

Unearned premiums represent the proporhion of premiwms written in the year that relate to unexprred

terms of policies In force at the balance sheet date, caiculated on o time-gpportioned basis A proportion

of commussion and other acquisition expenses reloting to unearned premiums 1s camed forward as defered
acquisition expenses {DAC) or, with regard to reinsurance outwards, as deferred ncome Deferred acquisiion
expenses are deferred over the penod in which the related premiums are earned Commissions and other acquisifton
cosis that vary with and are related to secunng new contracts and renewing existing confracts are capialsed as an
intangible asset All other costs are recognised as expenses when incurred The DAC 1s subsequentiy

amortised over the terms of the policies as premium I1s earmed

Claims ncured comprise clams and related expenses pad n the year and changes in the provsions for
oulstanding claims, including provisions for claims incumed but not reported and related expenses, together with
any other adjustments to claims from previous years
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Notes to the Financial Statements

1 Accounting Policies (continued)

¢) General Insurance (continved)
Provision is made at the year-end for the estimated cost of claims and related insurance recovenes incurred but
not settled at the balance sheet date. iIncluding the cost of claims incurred but not yel reported to the
Company The estimated cost of claims includes expenses to be iIncumed In selfing claims and a deduction for the
expected value of salvage and other recovenes The company fakes cll reasonable sieps 1o ensure that it has
appropnate mnformation regarding its claims exposures However, given the uncertamnty in establishing claims
provisions, it 1s hkety that the final outcome will prove to be different from the onginal lability established

The esttmation of claims incurred but not reported {IBNR) 1s generally subject to o grealer degree of uncertanty
than the estmation of the cost of setting claims aready notified 1o the Company, where more information about
the claim event s generally availlable Classes of business where the IBNR proportion of the tolal reserve 1s high

will typically display greater vanations between nital estimates ond final cutcornes because of the greater degree
of difficulty in estimating these reserves In calculating the estmated cost of IBNR and notified unpaid claims, the
Company uses a vanety of estmation techrigues, generally based upon statstical enalyses of histonc expenence,
which assumes that the development pattermn of the curent claims will be consistent with past experence
Allowance s made, however for changes or uncertainties which moy create distortions in the underlying statistics
or which may couse the cost of unsettled claims to Increase or reduce when compared with the cost of previousty
setiled clams

An unexpired nsk provision 1s made for any overall excess of expected claims and deferred acquisition costs over
unearned premiums and after taking account of Investment return

d) Relnsyrance

The Company cedes Insurance premiums and nisk i the normal course of business In order tolimit the potential for
losses and to provide financing Quiward reinsurance premiums are accounted for in the same accounting pened
as the related premiums for the direct or nwerd rensurance business being reinsured Reinsurance assets include
balances due from reinsurers for paid and unpaid losses and loss adjustment expenses, and ceded unearned
premiums Amounts recoverable from reinsurers are estimated in a manner consistent with the claim iabihty
assoclated with the reinsured policy Remnsurance s recorded os an asset in the balance sheet untess a nght of
offset exsts, in which cose the associated labilities are reduced commensurately

e) Investments in subsidiarles
Shares in subsidiary undertakings are stated at cost less imparment The Company reviews the carmmying value of iis
subsichanes at each balance sheet date where there has been an indication that impairment has occured if the
camying value of a subsidiary undertaking or fixed asset s mpaired, the carying volue 1s reduced through a
charge o the ncome statement

f) Financial Investments
The Company classifies its financial Invesiments on initiol recognition as held for trading [HFT), designated at far
value through profit o loss [FVYTPL, or loans ond receivobles Inhial recogmifion of fingncial investrments s on the
trade dote

Certain financial nvesiments held by the Company are designated as FYTPL as therr performance 1s evatuated
on a total return basis, consistent with asset performance reporting to the Group Investment and Market Risk
Committee and the Company's investment strategy  Assets designated as FVTPL include debt securities

which would otherwise have been classified as AFS {availlable for sale} under 1AS 39, ‘Financiol instruments
recogriton and measurement’  Assets backing policyholder iabtities are designated as FYTPL

The far values of quoted financial Investments are based on current bid prices f the market for @ financial
investment 1s not active, the Company establishes far value by using valuation techriques such Qs recent arm's
length transachons, consensus market pricing, reference to similar hsted investments discounted cash flow
models or option pricing models

Financiol investmends clossified as HFT and FVTPL are measured at fair value with gans and losses reflecied

In the ncome statement Transachon costs are expensed as ncured
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Notes to the Financial Statements

1

Accounting Policles {confinued)

f) Financial Investmenis (continued)

Loons and recevables are inhatly measured at far valve plus acqusition costs, and subsequenily measured
at amortised cost using the effectve interest method

g) investment Return

The reporting of nvestment return comprises investment Income, unrealised gams and losses from financral
investments held ot FYTPL and realised gains and losses from all financial assets

investment income comprises interest, which 1s included on an accruols basis  Interest ncomne for financial ossets
which are not clossified as FVIPL is recognised using the effective interest method

h) Tox

—

)]

k)

)

m}

Current tax

Cument tax compnses fax payable on current penod profits adjusted for non-tax deductible or non-taxable tems and
any adjustments to tax payable in respect of previous penods Current tax s recognised in the income statement unless
it relates to items which are recognised in other comprehensive iIncome

Deterred tax

Deferred fax 15 calculated on differences between the accounting value of assets and labilihies and therr respective tax
values Deferred tax is also recognised in respect of unused tox losses to the extent it 1s probable thot future taxable
profits will anse against which the lossas can be uhlised Deterred tax s charged or credited to the mcome statement
except when if relotes to tems charged or credited directly to equity

Tox rates

Following the 2012 Budget announcement, the rate of corporation tax i1s expecied to reduce progressivety to 22% by
| Aprl 2014 To calculate the cumrent tax on profits, the rate of tox used 1s 24 5% (2011 26 5%), which s the average rate
of corporation tax applicable for the year

The rate of tax used for the calculation of deferred tax s 23% (2011 25%) which 15 the rate of corporation tax that s
expected to apply when the differences as menticned above reverse  This rate wilt apply from 1 Apnl 2013 (2011 1 April
2012} onwards

Preference shares

Preference shares meeting the definition of a financial lability under the provision of IAS 32 "Financial Instruments
disclosure and presentation ' are classified within creditors and the associated dividends ore clossfied as interest
expense

Dividend recognition
Final dividends are accrued when approved and inienm dividends are recognised when paid

Cash and cash equivalents
Cash and cash equivalents includes cash in hand deposits held at call with banks other short-term highly iquid
investments with onginal matuntes of three months or less, and bank overdratis

Plant and equipment

The initial cost of an item of plant or equipment 1s capralised where it 1s probable that the future economic benefits
assoctated with the item will flow to the Company and the cost of the item can be measured relably The cost s
then depreciated on a straight ine basis over the item's estimated useful working life over 3 to 4years

Share Capital

Shares are classified as equity when there 15 no obligahon fo transfer cash or other assets Incremental costs

drrectly attrbutable to the is5ue of equity mstrumenis are shown in equity as a deduction from the proceeds net of
tax Where any Group company purchases the Company’s equity share capital ireasury shares), the consideration
pad, including any directly attnbutable incremental costs (net of Income taxes), 1s deducted from equity attnbutable
to the Company's equity holders Where such shares are subsequently sold, reissued or otherwie disposed of any
consideration receved is ncluded in equity attnbutable to the Company's equity holders, netf of any direcily
altnbutable ncremenial fransaction costs and the related income iax effects




Legal & General Insurance Limited
Notes to the Financial Statements

1 Accounting Policies {continved}

n) Standards, interpretations and amendments to published standards that are not yet effective
Certan new standards, amendments and interpretations to exishing standards have been published which are
mandatery for the Company's accounting penods beginning on or after 1 January 2012 o later penods but
which the Company has not adopled early, as follows
Amendment to IFRS 9, "Financial Instrumenis” on classiication and measurement, ssued in November 2009
(eftective for annual penods commencmng on or after | January 2015) This is the first part of a new standard
on classiication and measurement of financial assets that will replace IAS 39 IFRS 9 has two measurement
categories amorhised cost and far value All equity instruments are measured at far value A debt
instrument s ot amortised cost only If the enhity 1s holding it to collect contractual cash flows and the \
cash flows represent principal and interest, otherwise it must be measured at farr value through profit
orloss Further amendments to IFRS 9, dealing with financtal kabilihes, were published in October 2010 These
include amortised cost accounting for most inancial labilities, with bifurcation of embedded denvatives
The main impact of these 1s that in coses where the far value ophion is taken for financal labilibies
the part of a far value change due to an entity's own credit nsk s recorded in other comprehensive
income rather than the income statement, unless his creates an accounting mismatch The Company does
not intend to early adopt this stondard
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Profit/loss on ordinary activilies before tax

Profit on ordinary octivibies betfore tax is stated ofter charging
Depreciation of tangible assets
Auditors' remuneration [see below for further analysis)

During the yeaor fees were pad to the Company auditor for the following services
Audit Services
Fees payable to the Company auditor for the oudii of the Company

Non Audit Services

Fees payable to the Company auditer for other services
- Other services pursuant to legislation

- All other services

Total

No gains or losses were recognised on buying reinsurance

Investment return

Investiment income

Unrealsed gains
Realsed losses

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

Net claims and change in insurance liabilities

Claims paid
- gross
- FeINSUrance recovenes

Change in insurance habiihes

- gross

- resnsSurance recovernes

Net claims and change in insurance labilifies

Acquisition costs

Acquisition costs
Change in deferred acquisition costs

2012 2011
£000 £000
40 79

317 346
357 425

152 139

65 63

100 144

317 346

2012 201)
£000 £000
15,394 15,388
15,784 3.815
(305)  {4.784)
30873 14419

2012 2011
£000 £000
155,978 179,457
{700} (458)
155,278 178,999
12,083 {34.056)

286 101
167,647 145,044

2012 2011
£000 £000
110,078 102,568
(3.127)  (7.179)
106.95F 95,389
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Finance costs

2012 201

£'000 £000

Interest payable to group undertakings 24 7
Preference share dividends 2 25
53 32

Employee information
The company has no direct employees since they are employed by a fellow subsidiary of Legal & General Group Pic
As aresult the Company makes no direct coninbutions towards retirement benefits (2011 £nil)

Directors' emoluments

Thease figures reprasent that portlon of the directors' emoluments that are estimated to relate to thelr services to
the Company

2012 2011
£'000 £'000
In respact of servicas as diractors
Aggregate emocluments 1,738 1052
Aggregate money purchase contributions 138 94

No feas weore paid by the Company to the directors
The emoluments receed by the directors have been settled by a fellow group company, Lagal & General
Resources Limited and included within the recharge mads to the Compoany

2012 201

£000 £'000
Highest pald director
Emcluments 556 340
Money purchass contnibutions 35 35
Othear expanses

2n2 20m

£'000 £'000
Administrative expenses 22,732 12,608
Reinsurance commissions and profit participations (1961) () 540)
Investrent management expenses 473 441

21,244 11,509
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Tax
2012 20N
£'000 £'000
Cyrrent tax
- Current tax for the year 6344 6,094
- Adjustments in respect of prior years 41 54
Total current tax 4,405 6,148
Deferred tax
- Movement in termporary differences 2,411 2,359
- impact of reduction in UK corporate tax rate to 23% (2011 25%) {685} (493}
Total deferred tax 1,726 1.866
Total tax 8,131 8,014

The tox attnbutable to equity holders differs from the tax calculated at the standard UK corporation tax rate as follows

2012 2011

£000 £'000
Profit/(loss) before tax attrbutable to equity holders 35,704 31,758
Corporation tax at 24 5%/26 5% 8.748 8,416
Effects of
Adustments in respect of prior years 61 85
Income not subject to tax, such as dividends 7 [
Impact of reduchion iIn UK corporate tax rate to 23% (2011 25%) on deferred tax balances (685} {493)
Tax atiributable to equity shareholders 8,131 8014
Current tax

2012 2011

£000 £000
Tax due within 12 months 6.400 6,077
Tax due after 12 months - -
Current tax liabilities 6,400 6.077
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12 Deferred Tax

Net tax assels/{habiiihes)

Excess of dep'n over copital allowances
Accounting provision,

Claims equalisation reserve

Defered tox ossets/{atiiihes)

as at 1 January 2012

£000
493
234
(7 445)

(6718)

Net tax assets/(habihes)

Excess of dep n over capital allowances
Accounting provision

Clams equalisation reserve

Defered fox ossets/(iabilihies)

13  Plant and equipment

Cosi

Bolance al beginning of year
Additions

Disposals

Balance at end of year

Depreciation

Balance al beginning of year
Charge for the year
Disposals

Balance at end of year

Closing net book value

Opening net book valve

as at 1 January 2011

£000
479
346

{5877}
{4 B52)

Tax credited/{charged|
to the iIncome statement
£000

(114)

{107}

{1 505}

[t 726)

Tax credited/(charged}
to the Income statement
£000

{186)

{112}

{1 548)

{1.868)

Net tax assets/{labilihes)
as af 31 December 2012
£000

379

127
{8 950}

(8 444}

Net tox assets/{iabrlies}
as of 31 December 2011

£000
493
234
{7 445)
{6 718}
2012 2011
£'000 £'000
1,343 1,322
1 21
(646] -
698 1,343
1,287 1,208
40 79
{636) -
491 1,287
7 56
56 114
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14 Invesiments in subsidiaries 2012 2011
Shares in group underiakings £'000 £'000
Asat 1 January 2012 2,608 2,608
Liquidation of subsidianes {2,608) -
Investment in new subsichary 300 -
As at 31 December 2012 300 2,608

The subsichares of Legal & General Insurance Limiled are lsted below

Held directly by the business Nalure of business Incorporated In
Legal & General Distnbuhion Services Limited Trading company Englond & Wales

The following comparies were hquidated during the year

Held directly by the business

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

Held indirectly through subsidiary undertakings

Glanfield Securities Limited Investment company England & Wales
Legal & General Investment Trust Limited Investment company England & Wales
Bridge End Computers Limited Dormant company England & Wales

All subsidiones are 100% owned and have a 31 December financial year end

15 Financlal investmenis 2012 2011
£000 £000

Debt secunties and other fixed ncome securities 317,412 284,464)
Accrued interest 4,684 & 462

324,09 291,103

Expected to be received within 12 months from the reporting date 14,980 12,951
Expected 1o be received aofter 12 months from the reporting date 307,116 278,152
324,006 291,103

All financial nvesiments have been designated as far value through profit and loss Financial investments have
been allocated between those expected to be received within 12 months and after i 2 months

Fair value hierarchy
Far value 1s the amaount for which an asset could be exchanged or @ lability settled between knowledgeable
wiling parties in an arm's length transaction

Far value measurements are based on observable and unobservable inputs Observable nputs reflect market
data obtained from independent sources, while uncbservable inputs reflects the Company's view of market
assumptions in the absence of observable market nformation The Company utilises technigues that maximise
the use of observable inputs and minimise the use of unobservable INputs

The levels of far value measurement bases are defined as follows

Lavel ] far values measured using quoted pnces (unadjusted) In active markets for identcal assets or labiihes

level 2 far volues measured using valuaton technigues for ail npuis significant to the measurement other than
quoted prices included within Level 1 that are observable for the asset or kability, ether directly
[1e asprces) orindrrecity {1 e denved from prices)

level3  far valves measured using vatuation techniques for any input for the asset or iabiity sigrificant to the
measurement that s not bosed on observable market data (unobservable inputs)
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Financial Investments (continved)

The foliowing table presents the Company's assels by IFRS 7 hierarchy levels

Total  Level) Level 2 lLevel 3
As at 31 December 2012 £000 £'000 £000 £000
Debt secunties and olher fixed ncome securittes 317,412 45832 271,580 -
Accrued nlerest and rend 6,684 119 5,565 -
Total financial nvestments 324096 44,951 277,145 -
As at 3! December 2011
Debt secunties and other fixed income securnties 284,641 32,452 252,189 -
Accrued interest and rent 6,462 947 5515 -
Total inancial Investments 291,103 33,399 257,704 -
All of the Company’s level 2 assets have been valued using standard market pricing sources, such as iIBoxx, IDC
and Bloomberg In normal market conditions, we would consider these market prices to be observable market
prices However, following consultahon with our pncing providers and a number of ther contnbuting brokers, we
have considered that these pnces are not from a sutably active market and have classified them as levei 2
Fhere have been no significant transiers between levels N 2012 or 2011
Deferred acquisltion costs
Gross RI Gross RI
2012 2012 2011 2011
£'000 £000 £000 £000
Asat 1 January 51,859 808 44,679 727
Acquisition costs movement in provision 3127 304 7.180 81
As at 31 December 54 984 1,112 51,859 808
To be amortised within 12 months from the reporting date 54,986 1,112 51.859 808
Receivables Restated
2012 2011
£'000 £000
Recevables ansing out of direct insurance operotions - policyholders 65,927 59,70
- Intfermedianes 31,817 20,615
Amounts owed by group underdakings 30,835 7.697
Prepayments and other recevables 3.9462 -
132,541 88.013
To be amortised within 12 months from the reporting dote 132,541 80,316

Noies 17 and 22 have been restated for 2011 for the balance of £7,697.000 owed by group undertakings which was
previously netted-off within payables  Management beheves that it 1s appropniate to disclose this balaonce in receivables
There 15 no Impact on the Statement of Comprehensive iIncome as a result of this restatemen
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18  Cash and cash equivalents

2012 201
£000 £'000
Cash at bank and in hand 7.435 8,261
Deposits with credit inshtutions 21590 11.032
16 625 19,293
17 Insurance contract Habilities
Gross R Gross RI
2012 2012 2011 201
£000 £'000 £000 £'000
Provision for unearned premiums 178,889 {11,115] 152354 (8.141)
Claims outstanding 104,077 (367) 91,994 (653}
282,966 {11,482] 244,348 {8.814)
Expected net insurance claim cash flows
Dote of undiscounted cash flow Canying
C-tyear 1-2years 2-3years 3-4years 4-5+years Totol value
As at 31 December 2012 £000 £000 £'000 £000 £000 £000 £'000
Claims outstanding 69,872 11,947 7,413 4,697 9,781 103,710 103,710
As af 31 December 2011
Claims outstanding 60,173 11,996 6,724 4,271 8177 21,341 91.341
Insurance cash flows are based on the expected dote of settlement
Movement In claims llabilifles
Gross R Gross RI
2012 2012 201 2011
£000 £000 £000 £'000
As at 1 January 91 994 (653] 126050 {754)
Claims arnsing 173,346 (482) 130.670 431)
Clams paid (155 084) 700 {179.457) 458
Adwstments to pnor year laoilthes (6179) 48 14,731 74
As at 31 December 104077 (367) 91,994 653}
Unedarned premiums
Gross RI Gross RI
2012 2012 2011 2011
£000 £000 £000 £'000
As ot | January 152,354 {8,181) 134,457 [7.453)
Movement in provision 26,535 [2.954) 17,897 1708)
As 0t 31 December 178 889 {vr, 015 152354 (B.181}

Allunearned premiums are expected to be earmed within one year
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Claims development tables

The tables below present changes in the histoncat provision for losses and loss adjustment expenses since 2008
and the provision for losses and loss adjusiment expenses ansing In each subsequent accident year

The top section of the tables ilustraies how the estimate of total ¢laims outstanding for each accident year
developed over time The bottom section of the table reconciles the cumulative claims to the amounts

appearing In the balance sheet

Gross of reinsurance

Accident year 2008 2009 2010 2011 2012 Total
£000 £000 £000 £000 £000 £000
Estimate of ultmate claims costs
- At end of accident yeor 190,786 163,609 173,748 123,883 164,725 B8iB751
- One year later 188,678 156,286 187,426 116,390 648 780
- Two years later 188,451 155,476 184,660 528787
- Three years later 188 150 155358 343508
- Four years later 187,740 187,740
Estimate of cumulotive claims 187,740 155358 184,660 116,390 164,725 810,873
Cumulativg payments (186,001) (151 844) (173,204) (110,745) {94.807) [716,601)
Qutstanding claims provision 1,739 3,514 11,456 5,645 71,918 94272
Qutstanding claims provision for prior accident years 5524
Ciaims handling provision 4,281
Total claims habilities recegnised in the balance sheet 104,077
Net of reinsurance
Accident year 2008 2009 2010 2011 2012 Totol
£'000 £000 £000 £'000 £000 £000
Estimate of uthimate claims costs
- At end of accident year 189,192 162344 173,111 123,451 166,373 814 49|
- One year later 187 7462 155041 184,848 115,891 445,562
- Two years later 187,540 154453 184077 526,070
- Three years later 187,238 154123 341,361
- Four years later 184,822 186 822
Estimate of cumulative claims 186,822 154,123 184077 1158%1 166373 BO7 284
Cumulative payments (185087) (150618) (172.634) (110311] (94,703} (713,353
Quistanding claims provision 1,735 3505 11 443 5580 71 670 93,933
Quistanding clarms provision for pnor accident years 5,496
Claims handling provision 4281
Total claims labilities recognised in the balance sheet 103710
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Trade payables 2012 201
£000 £'000

Payables arsing from insurance and reinsurance contracts
- agents, brokers and intermediones 17.000 15,434
11.616 8,588

= reinsurers

28,616 24,022

All trade payables are expected to be setfled no more than twelve months ofter the balance sheet date

Restated

Other payahles 2012 2011
£000 £000

Amounts owed to group undertakings 44,387 38,979
QOther payables 7.887 8,142
Reinsurance share of defered acquisition costs 1.112 808
- 3 500

Preference shares [see note 24 for further detail)

53,386 51,429

All other payables are expected to be settled no more than twelve months after the balance sheet date

Contingent [labllities
Provision for the labilities ansing under confracts with policyholders s based on certain assumptions The

vanance of actual expenence from that assumed may result in such labithes differing from the provisions
made for them

Liabiities may also anse in respect of claims relating to the interpretation of such contracts, or the crcumstances
in which policyholders have entered into them [together in this paragroph “labiihies”) The extent of such labilihies
5 Influenced by the actions of the FSA, by ombudsman rulings, by industry compensation schemes and by court
Jjudgements It 1s not possible to predict, with certainty, the extent and the timing of the financial impact to which
these labities may give nse The Company considers that i1s has made prudent provision for such labilihies, as and
when crcumstances caling for such provision become clear, and thot it has adequate capital and reserves to
meet all reqsonably foreseeable eventuahhes
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Share capital 202
£000

Authonsed

As at 31 December 2011 - 3,500.001 ordinary shares of £1 each 3.500

Authonsed dunng the year - 3,499,999 ordinary shares of £1 each 3,500

As at 31 December 2012- 7,000 000 ordinary shares of £1 each 7.000Q

issued and fully paid
As at 31 December 2011 - 3,500,000 ordinary shares of £1 eoch 3.500

Conversion of 3,499,999 preference shares 3,500

As at 31 December 2012- 6,999,999 ordinary shares of £1 each 7.000
2012
£000

Preference Shares

Authomsed and issued, fully paid

As ol 31 December 2011 - 3,499.999 flocating rate cumulative preference share of £1 each 3.500

Conversion to 3,499,999 ordinary £1 shares {3.500}

As af 31 Decemnber 2012

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

Rights of preference shareholders

Total dividends for 2012 of £2%,000 (2011 £25 000}, were paid on 1 June and 22 November and ranked

in prionty to any other class of shares On winding-up redemption the preference shareholders were entitted,
In prionty to any other class of shares, to the capital repayment plus the proportion of dividends due

Nao voting nghts aitached to the preference shares other than for a resclution for winding-up the Company

or reducing Its capital

Conversion of preference shares

On 22 November 2012, the authonsed share capital of the Company was increased by 3,499,999 ordinary
shares to 7,000,000 ordinary shares, and 3 499.9%99 preference shares were converted to ordinary shares The
preference dividend was accrued and paid to the conversion date
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Retained eamings

2012 2011
£'000 £000
Balance at 1 January 29,599 5,855
Retained profit for the year 27,573 23,744
Balance at 31 Pecember 57,172 29.599

Holding company
The company's mmediaie parent undertaking 1s Legal and General Assurance Society Limied The ulhmate
parent company and conirolling party 15 Legal & General Group Plc, a company incorporated in England and Wales

Legal & General Group Plc s the parent undertoking of the largest group of undertakings to consolidate these
financial stalements at 31 Cecember 212 The consoldated financial statements of Legal & General Group Plc are
ovalable from the Company Secretary at the Registered Office, One Coleman Street, London, EC2R 5AA or on the
Group website, www legalandgeneralgroup com

Legol and General Assurance Society Limited 15 the parent undertaking of the smallest group of underiakings to
consolidate these finanoial statements t 31 December 2012 The consolidated financial statemenis of Legal &
General Assurance Society Limited are available from the Company Secretary at the address above

Related party transactions

The Company performed a number of transactions with its parent, Legal and General Assurance Society
Limited and its tellow subsidiary companies during the normal course of business

Cetaled below are the major transactions between these companies

2012 2011

£000 £000
tnvestment management portfolo 460 428
Liguidhty management (64) {18}
Group expense charges 48,055 46,977
Interest reloting to preference dividends 29 25
Commusston 3,372 784
Remnsurance premium 8118 6,020

Legal & General Investrment Management {Holding} Limited (LGIM) manage the investment portfolio

of the Company

Interest charged/{credited) on loon facility by Legal & General Finance Plc at LIBOR plus § 125%

Legal & General Group recharges the Company for all drect costs associated with the business and an allocated
proportion of centralised costs

Preterence dividend payable to Legal & General Assurance Society bimited

The Company paid commission for business introduced by Lego! & General Partnership Services Limited
Remnsuronce premium accepted by Legal ond General Assurance Society Limited as part of a wider

remsurance treaty

There were no matenal ransachions with key management personnel, being the Drectors of the Company during the
year, except for those relatling to remuneration and shareholding, disclosed in note 8
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Related party transactlons (continued)
Year end balances payable/ [receivable) ansing from transactions with fellow subsidiary companies

2012 201

£000 £000

Investrment management portfolio 80 34
Liquidity management (30.835) (7 697}
Group expense charges 16,686 14,819
Interest relating o preference dividends - 3
Commission 120 55
Reinsurance premium 3.798 2,766
Investment in subsidianes 300 2,248
Payaie to Legal & General Assurance Society Limited 27.493 19 052
Payable to Legal & General Distribution Services Limited 8 -
17,650 31,282

None of the above balances ore secured on the assets of any group undertaking

Critical accounting estimates and judgements

General comments regarding assumptions and methodology

Actuonal and stohstical methods have been apphed to the clams data to amve at the estimates of the claim reserves
gross and net of reinsurance The reserve s the sum of the outstanding case estimaies (which are known) plus an amount
for claims which have been incurred but have not yet been reported and an dllowance for changes in case estimates
The most uncertain element of the reserve 15 the iIncurred but not reported (IBNR} amount

The 1BNR reserve can be thought of as the difference between the amount which will uitmately be pard minus the
amount that has aiready been paid minus the amount reserved for as case estirmates

For the household and motor classes of business, BNR includes not only claims which have not yet been reporied,
but also the posiiive or negative development of the case esimates atinbuted to reported cases, also known as
IBNER {Incurred but not enough reported)

In cases where the clams data provided coniains claims handiing expenses, these are included and projected in
the estimates of the clam reserves In adahion, allowance is made for unallocated clams handling expenses on
outstanding and IBNR claims

A margin 1s held over and above the best estimate IBNR reserve o allow for the uncerianty in reserves

Vanous methods are used to determine the IBNR The choice of method depends on the class of business and the
per being assessed The methods ore explaned below

Prejection of incumed claim amounts using the basic chain ladder method
This 1Is @ method for estmating the ulttmate cost {and therefore the Incured but not reported clams) based on the
incurred claims data (1 e the paid claims plus the noiified case estimates)

Development factors are calculated for each ongin penod which reflect the potierns of clasmreporting and payment,
and the relative adequacy of the notfied case estimates over ime The choice of histonc penod for determining
deveiopment factors 1s a matter of judgement The method also assumes that inflation, investment mcome and the
economic enviconment remain unchanged over the ongin pencd selected
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Critical accounting estimotes and judgements {(continued)

Projection ot the number of cloims reported using the basic chain lodder method and

application of average cost per claim methods

The basic chain ladder method described above 15 used o project the ulhmate number of claims (and therefore
the incumed but not reperied claims) for each pernod The uttimate cost is then esimated by multiplying the
vlirmate number of claims for each ongin year by an appropnate average cost assumpthon The average cost
assumption is derived by foking account of histoncal data frends and external industry data, and applying
appropnate judgement

Exposure based methods

Exposure based methods estimate the vilimate cost {ond therefore the incurred but not reported clams) based
on exposure measures relating to the ongin years considered The simplest exposure based method s the
expected loss ratio method The uihmate cost is estimated by mulliplying the earned premium for the relevant
ongin year by an estimate of the loss ratio for that ongin year This selected loss ratio fakes account of historical
data, trends and other avallable mformahon such as premium rating activity ond requires judgement This
method effectively ignores the aclual development of the claims to date for that ongin penod

The Bornhueiter-Ferguson approach comiaines the chain tadder method described above with the expected loss
rohio methed This moderates the influence of the curent development of the most recent ongin years on the
eshmate of the uliimate cost This can be beneficial in crecumstances where the data for the most recent ongin
years 1s sparse or for ionger talled classes

Key drivers of Uncertainty in the Company's Reserves

Uncertainty in the Company s reserves can anse from a number of factors both mternal and external For
example

- The downturn in the economy could drive increased IBNR unemployment claims on the Accident Sickness
and Unemployment product both in terms of Increased frequency and increased claim duration

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

Given this uncertainty, it 1s Company policy to hold reserves above the best estimate Curent policy is to hold
reserves between the 60th and 45th percentile of the overall disinbuton Whilst the precise choice of percentile is
a matter of judgement sensitivity analysis of the reserves as described in the next sechion shows that reserving at
this level provides a margin against reasonable levels of uncertainty, whilst avoiding excessive prudence for IFRS
reporting purposes

Thus chosen level of uncertainty margin 1s franslated into a percentage add-on to the reserves in respect of
outstanding reported cloims and [BNR for each class of business As at 31 December 2012 the margins were

10% for ASU
3% for Househotd plus £1,500 000
3% for Motor

As at 31 December 2011, the ASU margin was 15% This was reduced as at 31 December 2012 to reflect the
reduced uncertainty resulting from greater economic stability The moior margin was 3% as at 31 December 2011
and s unchanged at 31 December 2012 An addiional £1,500 000 was added to the househokd margin to reflect
addihional uncertainty around the treaiment of recovenes and chonges to the claims process The overall
uncertainty remamned within the 40-65th percentile range

Financial impact of the Uncertainty
All figures in this sechion are based on the reserving exercise performed as at 31 December 2012
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Crltical accounting estimates and judgements (continued)

Accident, Sickness and Unemployment
If non reinsurance backed IBNR clarms increased by 50% the Company would need fo hold an exira 12% of the best

estimate reserve [assuming these cloims have same average monthly benefit and duration as assumed in the best
astimate calculghon)

If all non reinsurance backed claimants were {0 claim for an extra month on top of what was assumed in the best
estimate the Compaony would need to hold an exira 11% of the best esimate reserve

If these two events occumred at the same time the Company would need 1o hotd an extra 23% of the best esimate
However, the probability of this occurence would be very small

The UK haos recently expenenced a double dip recession, and an unprecedented niple dip 1s considered possible,
which could result in palicyhelders claiming on their policy for longer It could also result n a larger number of IBNR
claims than we are reserving for  For this reason a 10% margin does not look unreasonable in the curent economic
environment

Household
The table below shows how much extra the Company would need to hold in pounds if the numiber of IBNR claims
increased by diffenng percentoges The 3% margin plus £ 5m held in December 2012 amounted to £4 04m

Percentage increase in IBNR claims Extra reserve required
10% £703 250
20% £1,406 501
30% £2,109,751
40% £2,813,000
50% £3,516,251
60% £4 219 502

The table shows that the margin would have been enough to cover just over a 57% increase in IBNR claims

figures for Motor and Mortgage Poyment Protection are not matenal given the total IBNR of £149,000
as at 3! Cecember 2012
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Risk management and control

The Company's pnmary objective in undertaking nsk management activity 15 to manage nsk exposure n ine
with nsk appetite mirimising its exposure to unexpected financial loss and imiting the potennal for deviation
from anticipated outcomes In this respect, a framework of imits and qualitative statements, oligned with the
Company's sk appetite, 15 1n place for matenal exposures

A significant part of the Compaony's business involves the acceptance and management of nsk The Company
operates a formal risk management framework io ensure that all significant nsks are identified and managed
Financial nsk 15 categonsed as follows

- fnsurance risk

- Market nsk

- Credit nsk

- bigquidity nisk

- Operational nsk

Insurance risk

Insurance nsk anses as a consequence of the type and volume of business writien and the concentration of risk
in particular policies or groups of policies subject to the same nsks Insurance nisk 1s managed using the following
technigues

Policies and delegated auihonties for underwriting, pneing and reinsurance

The Company's iInsurance rnsk poficy sets out the averoll framework for the management of insurance nsk As
part of the framework @ siructure of delegated pncing and underwnting authonties is In ploce Pricing 15 based
on assumphions which have regard 1o past expenence and expected future trends Insurance exposures are
imited through reinsurance

The pnncipal General Insurance reinsurances are excess of loss cotastrophe freaties under which the cost of
claims from a weather event in excess of an agreed retention level, s recovered from remsurers

Reserving pohcy
The Company has o documented reserving policy setting out the basis on which labilities are to be

determined using statishcat analysis and actuanal expenence

Market risk

The Company's exposure to market rnisk 1s influenced by external factors such as changes in interest rates and
credit spreads Interest rate nisk 15 the risk that the Company 15 exposed to lower returns or loss as o drect or
indirect result of fluctuations in the value of, or iIncome from, specific assets and habilihies ansing from changes

n underlying interestrates Credi spread nsk is the rnsk that the Company s exposed 1o lower returns or toss as

a drrect or indirect result of fluctuations in credit spreads above the nsk-free rate The Company isexposed to
inerest rate nsk and credit spread nsk on the investment portfolio that s mantained 1o meet the ebligations

and commitments in that the proceeds from the assets may not be sufficient to meet the Company's obligations
to policyholders

The sensitivity analysis considers the impact on the value of LG assets of a 1% change in interest raies (both
increase and decrease), and a 1% increase in credit spreads  The calculation 1s bosed on the market value
and duration of the fixed interest assets in the fund (excluding gilts in the case of a credit spread change)  As
habihles are not discounted no change 15 assumed in the value of licbihties as aresult of market nsk

The methods and assumptions used are unchanged from the previous year end
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Risk management and control {continued)

Credit risk
The Company's exposure to credit nsk includes

- Banking counterparty nsk

- Investment counterparty nsk

- Reinsurer credit sk

- Premium debtor and suppler prepayment nisk

Banking and invesiment counterparty nsks are centrolled through imits on ihe exposure 1o Individual
counterparties Reinsurer credit nsk 1s controlled through a requirement that all rensurers have S&P ratings
of A- or better or AM Best rating of A- or better and who are approved by its reinsurance broker's Securty
Committee for the type of business being renswed Limits are placed on premium and supplier nsks to
mitigate exposure

The credit profile of ihe Company's assets exposed to credit nsk 1s shown in the: table below The credit
rating bands are provided by independent rating agencies For unrated assets internal ratings are
mantained which are used to manage exposure o these counterparties  No provision for imparment
has been made at year end on the basis that balances are considered to be recoverable

BB &
AAA AA A BBB beiow Unrated Total
£000 £000 £000 £'000 £'000 £000 £000
As at 31 December 2012

Government securties 13,934 - - - - - 13,934
Other fixed rale secunties 80,633 21,795 102,860 95,684 - - 300,972
vanable rate secunties - 2 508 - - - - 2,508
Total debt securities 94,567 24,303 102,860 95,684 - - 317414
Accrued interest 2172 325 2,164 2,023 - - 6,684
Cash and cash equivalents - 9.190 7,435 - - - 15,625
Financlal assets 24,739 33818 112441 97,705 - - 340,723
Rensurers share of contract labilities 53 5.746 5323 360 - - 11,482
Other assets - - 30.835 - - 156,997 187,832

Total 96,792 39.564 148,619 98,045 156,997 540.037

88 &
AAA AA A BBEB below Unrated Total
£000 £'000 £000 £000 £'000 £'000 £000
As at 31 December 2011

Government securihies 3055 - - - - - 3,055
Other fixed rate secunties 81,489 18,447 93,422 87,809 - - 281,187
Variable rate securities 399 - - - - - 399
Total debt securities 84,943 18,467 93,422 B87.80% - - 284,641
Accrued interest 2,037 250 2,326 1,849 - - 6,462
Cash and cash eguivalents 4,546 6.486 - - - 8,241 19,293
Financial assets 91,524 25203 95748 89.658 - 8,261 3103%6
Reinsurers' share of contract hiabilihes 43 4,001 4,365 405 - - 8.814
QOther ossets - - 7,697 - - 134839 142,536
Total 91,549 29204 107.810 90043 - 143,100 461,746

for claims In excess of £1m and temonsm cover 18 n place to cover teror related claims in excess of £0 75m
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Liquidity rsk

Ligquidity nsk 15 the nsk that the Company though solvent, esther does not have sufficient financial resources
available to enable it to meet its obligations as they fall due or can only secure such kquid financiail resources
ellher at an excesnve borowing cost relotive to thot achieved in the recent past or that typically payable by a
comparably rated borrower or through the sale of iliquid assets at o pnce significantly below the far value of such
assets in the recent past

LGI maintains sufficient iqud assets and standby faciities o meet a prudent estmate of the cash cutflows that may
anse from all contingent events with a probability of occurrence of up to 11n 200 years as identfied through stress
and scenano testing ond the annual planning process

LGl has entered into a ten-year arangement with L&G Finance PLC to manage the cash flows of the general insurance
business The arrangement has a moximum loon facility of £100m with no daily drow down imit  This has proved ample
for day o day cash management and s sufficient to cover all but the most extreme events modelled in the stress and
scenano testing exerctse It1s regularly monitored by the LGl Financial and Insurance Risk Committee, which seeks to
avoid a large balonce persisting

The following aspects of iquidity nsk are relevani to the Company

Projected market conditions cash flow risk - the nsk that a change in the economy, market conditions
or the business environment may change the size or timing of the financial obligations resulhng in the need to
Increqase ifs iquidity levels

Cash flow timing risk - the nsk that the actual iming of cash flows may vary to those projected However the
nature, type and etfect 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 lquidity forecasts due to the events having an extremely low probability of occurence Such events
gmwing nse to contingent iquidity nsk moy include

- External events, particularly those of a calastrophic natwe which may give nse to sgruicant number of claims

or policy withdrawals requinng settlement and

- A significant failure in internal controls either resulhng in drect financial loss or the need to pay redress to
customers who may have suffered disadvantage as a result of falure

Operational risk

The Company aims to implement cost-effective controls to reduce operational nsk exposures  Control performance
15 monitored regularty and weaknesses or fallures reported, with appropnate action ptans  The Risk and Compliance
Commiltee reviews operational nsk exposures and controls monthly

Internal processes and customer service stondards while carefully controlled and managed moy fail or be impacted
by external factors such as fraud or terronst action giving nse to adverse customer reaction and a resultant loss to the
Company - either a monetary loss or a loss of fuiure sales

The pnncipal products of the Company are

- Household These contracts provide cover in respect of householders' homes, investment properties, contents, personal
belongings and incidental habiihes which they may incur as a property owner occupier and individuol Exposure 1s
normally imited to the rebullding cost of the home  the replacement cost of belongings and a pokcy imit in respect of
iabity cloims The Company uses reinsurance to manage the exposure 1o an accuemulaton of claims ansing from any
one incident, usuolly severe weather The catastrophe cover runs from 1 July to 30 June and reinsures the Company for
losses between £3é6m and £360m {2011/2012 £30m and £265m) for o single weather event A single household policy can
resultin a large liabtlity claim To mitigate the nsk acordent excess of loss reinsurance 15 in place for ¢claims in excess of
£075m (2011 £075m) A further reinsurance freaty protects against indmdual large losses on the company s social
housing portfolio, for clatms between £1m and £8m and terronsm cover 15 In place to cover femor reloted claims in excess
of £075m
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29  Risk management and control {¢ontinued)

- Acclident, Sickness and Unemployment These contracts provide cover in respect of continuing payment labilities
incurred by customers when they are unable to work as @ result of accident sickness or unemployment They
protect predominanily morigage payments Exposure is imited to the monthly payment levet sefected by the
customer sufficient to cover the payment and associated costs up to the duration imit specified in the policy
vsually 12 months

Motor {in run-off} These contracts provide cover in respect of cusiomers pnvate cars and ther lability to third
parties in respect of third party damage Exposure 1s normally irmited to the replacement value of the vehicle
and a policy kit in respect of third party property damage Exposure to third party bodily injury 15 unfimited in
accordance with the statutory requirements The moetor book continues in run-off the final policy having exprred
In August 2007 this 15 expected to takeseveral years

- Domestic Mortgage Indemnity These confracts {pnmanly in run-off) pratect a mortigage lender should aninsured
property be repossessed and subsequenily sold at a loss Since 1993 the controct hos included a maximum
penod of cover of ten years and a cop ¢n the maxmum claim For business accepted pnor to 1993 cover is
unimited and lasts untit the insured property s remortgaged of redeemed

Key risk factors

Weaother events
Significant weather events such as windstorms and coastal and nver floods can lead to sgnificant claims

Concentration

The insurance of properhes which are concentrated in high nsk areas or an above average market sharein a
porficular region can give nse 1o o concentrahion of insurance nsk This nsk 1s managed by ensunng that the nsk
accepiance poley, terms and premiums both reflect the expected claim cost associated with the location and
avold adverse selection Addihonatly, exposure and competitor achvity 1s monitored by location to ensure that
there 15 a geographic spread of business Catastrophic reinsurance cover reduces the Company's exposwre to
concentfrotion of nsk The catasirophe rensurance s designed to protect aganst a modelled windstorm and
coastal flood event wath a return probability of 1 1n 200 years

Subsidence

The incidence of subsidence con have o significant impact on the level of clams on household policies The
Cempany's underwnhng and relnsurance strategy mitigotes the exposure to concentrations of nsk ansing from
geographic locaton or adverse selection

Economic downturn
Penods of rapid ond prelonged national economic downturn con create significant vanotion in the frequency
and seventy of ASU claims expenence

The nsk s managed throcugh the monitenng of economic frends and the underwnting of pelicies to ensure that
the customer completing a mortgage loan transaction achieves credit sconng approval
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Risk management and control (continved)

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

Impact on Impact on

pre tax  impacton pre-tox

Impact on

profit net of equity net ot profit net of 1quity net of

reinsurance  relnsurance reinsurance relnsurance

2012 2012 2011 2011
£000 £000 £000 £000

Sensitivity test
Single storm event with 1.1n 200 year probability (62 850) (47.452)  (B9.747) {646,427}
Subsidence event - worst claim ratio in last 30 vears (49,641} (37 479)  [41.149) {30 450}
Ecanomic downturn (41 429} (31,279)  [42,944) {31,794}
5% decrease in overall claims ratio 7,823 59046 8 851 6,550
5% surplius over claims labiihies 5200 3,926 4,567 3,380

For any single event with claims in excess of £36m (2011 £30m) but less than £340m (2011 £265m}, the ulhmate cost to the
Company would be £36m (201} £30m} The impoct of a 1 in 500 year modelled windstorm and coastal flood event would

exceed the cailastrophe cover by approxmately £180m (2011 £192m)

IGD sensitivity analysis
The table below provides management estimates of the mpact of IGD surplus to changes in market condiions

Impacton  Impact on
surplus surplus
capital capital

2012 2011
£000 £000
Sensitivity test
100bps increase in interest rates {10 000) {7 500)
100bps decrease in interest rates 10,000 7 500
100bps increase in credit spreads (9.500) {7.400)
Capital

The Company manages capital on the bass of the ICAS regime as the Pillar 2 capital reguirement under this regime s
greater than the Pillar 1 capifal requirement  Formal submussions of ICA copital are made to the FSA every 2 years, with
capital calculations for internal use being completed quarterty  The most recent ICA submussion to the FSA was as at 31

December 2010

The results of the quarterly capital calculotions are presented to the Board and the Financial and Insurance Risk
Commuttee The surplus of avallkable capital (assets less hlabilihes) compared to the most recent Individual Capital
Gudance (ICG) 1ssued by the FSA {or most recent quarterly ICA sf higher) s monitored in monthly reporting

The Company complied with externally iImposed capital requirements throughouwt the reporting pencd
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