Consolidated operating statements

in USD millions, for the years ended December 31 Notes 2005 2004
Revenues

Gross written premiums and policy fees 30 46,797 49,236
Less premiums ceded to reinsurers 30 (6,377) (7,570)
Net written premiums and policy fees 30 40,420 41,666
Net change in reserves for unearned premiums 30 37 124
Net earned premiums and policy fees 30 40,457 41,790
Farmers management fees 14 2,058 1,985
Net investment income 7 9,765 9,053
Net capital gains on investments and impairments 7 13,382 6,542
Net gain/(loss) on divestments of businesses 4 2) 88
Other income 1,526 1,756
Total revenues 67,186 61,214

Benefits, losses and expenses

Insurance benefits and losses, gross 10 38,261 39,677
Less ceded insurance benefits and losses 10 (5,842) (5,565)
Insurance benefits and losses, net of reinsurance 10 32,419 34,112
Policyholder dividends and participation in profits, net of reinsurance 10 14,432 8,752
Underwriting and policy acquisition costs, net of reinsurance 10 7,253 7,390
Administrative and other operating expense 5,860 5,494
Amortization and impairments of intangible assets 20 254 430
Interest expense on debt 22 446 362
Interest credited to policyholders and other interest 1,056 1,006
Total benefits, losses and expenses 61,720 57,546
Net income before income taxes 5,466 3,668
Income tax expense 18 (2,136) (1,096)
Net income after taxes 3,330 2,572
Net income attributable to minority interests (116) (106)
Net income attributable to shareholders 3,214 2,466
in USD

Basic earnings per share 23 22.04 16.92
Diluted earnings per share 23 21.80 16.79
in CHF

Basic earnings per share 23 27.41 20.98
Diluted earnings per share 23 27.11 20.83

The notes to the consolidated financial statements are an integral part of these consolidated financial statements.
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Assets

Consolidated balance sheets

in USD millions, as of December 31 Notes 2005 2004
Investments

Cash and cash equivalents 23,482 22,457
Equity securities 90,314 86,088
Debt securities 125,297 131,370
Real estate held for investment 12,702 12,541
Mortgage loans 9,307 10,251
Policyholders’ collateral and other loans 11,987 14,905
Investments in associates 580 645
Other investments 3,624 3,898
Total investments 7 277,293 282,155
Reinsurers’ share of reserves for insurance contracts 20,494 21,168
Deposits made under assumed reinsurance contracts 2,450 3,282
Deferred policy acquisition costs 15 11,179 11,281
Deferred origination costs 15 690 736
Accrued investment income 2,390 2,614
Receivables 16 11,283 12,873
Derivative assets and other assets 1,787 3,095
Mortgage loans given as collateral 17 3,064 4,135
Deferred tax assets 18 4,393 4,211
Fixed assets 19 1,729 2,116
Goodwill 20 605 744
Other intangible assets 20 2,255 2,477
Total assets 339,612 350,887

The notes to the consolidated financial statements are an integral part of these consolidated financial statements.
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Liabilities in USD millions, as of December 31 Notes 2005 2004

and equity Liabilities
Reserve for premium refunds 753 820
Liabilities for investment contracts 12 40,999 39,260
Deferred profit on inception of reinsurance contracts 39 130
Deposits received under ceded reinsurance contracts 2,500 4,276
Deferred front-end fees 4,659 4,912
Reserves for insurance contracts 11 219,924 228,029
Obligation to repurchase securities 5,295 5,009
Accrued liabilities 2,150 2,605
Derivative liabilities and other liabilities 21 21,001 24,887
Collateralized loans 17 3,056 4,135
Deferred tax liabilities 18 6,317 5,718
Debt related to capital markets and banking activities 22 2,139 3,880
Senior and subordinated debt 22 7,540 5,871
Total liabilities 316,372 329,532
Equity
Share capital 186 635
Treasury shares - ()
Additional paid-in capital 10,315 10,288
Net unrealized gains on investments 7 1,139 1,144
Cumulative translation adjustment (111) 743
Retained earnings 9,801 6,610
Common shareholders’ equity 21,330 19,419
Preferred securities 1,096 1,096
Shareholders’ equity 22,426 20,515
Minority interests 24 814 840
Total equity 23,240 21,355
Total liabilities and equity 339,612 350,887

The notes to the consolidated financial statements are an integral part of these consolidated financial statements.
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Consolidated statements of cash flows

in USD millions, for the years ended December 31 2005 2004

Cash flows from operating activities

Net income attributable to shareholders 3,214 2,466

Adjustments for:

Net capital gains on investments and impairments (13,382) (6,542)
Net loss/(gain) on divestments of businesses 2 (88)
Equity in income of investments in associates (105) (86)
Depreciation, amortization and impairments of fixed and intangible assets 447 677
Other non-cash items (5) 21

Changes in operational assets and liabilities:

Deferred policy acquisition costs (1,085) (755)
Deferred origination costs (31) (40)
Reinsurers’ share of reserves for insurance contracts 43 (148)
Deposits made under assumed reinsurance contracts 820 312
Deposits received under ceded reinsurance contracts (1,580) (619)
Receivables and payables 779 164
Net change in trading securities 383 1,586
Reserves for insurance contracts, gross 10,629 10,722
Liabilities for investment contracts 6,163 2,758
Deferred income tax, net 867 (143)
Net changes in other operational assets and liabilities (1,104) 655
Net cash provided by operating activities 6,055 10,940

Cash flows from investing activities

Sales and maturities:

Debt securities 72,771 69,823
Equity securities 41,585 34,069
Other (primarily other investments and fixed assets) 12,626 7,992
Purchases:
Debt securities (75,364) (78,395)
Equity securities (41,417) (32,771)
Other (primarily other investments and fixed assets) (13,911) (12,707)
Investments in associates, net 75 106
Acquisitions of companies, net of cash acquired 1) -
Divestments of companies, net of cash balances 40 2,053
Dividends from associates - 19
Net cash used in investing activities (3,596) (9,811)

The notes to the consolidated financial statements are an integral part of these consolidated financial statements.
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2005 2004
Cash flows from financing activities
Proceeds from sale and repurchase agreements 836 954
Dividends on preferred securities and minorities (64) (42)
Nominal value reduction of common stock (449) (288)
Issuance/(redemption) of preferred securities by subsidiaries 12 12)
Issuance of debt 2,386 1,745
Payments on debt outstanding (1,868) (2,759)
Net cash provided by/(used in) financing activities 853 (402)
Foreign currency translation effects on cash and cash equivalents (1,661) 683
Change in cash and cash equivalents excluding change in cash received
as collateral for securities lending 1,651 1,410
Change in cash received as collateral for securities lending (626) 5,158
Cash and cash equivalents as of January 1, including cash received
as collateral for securities lending 22,457 15,889
Cash and cash equivalents as of December 31, including cash received
as collateral for securities lending 23,482 22,457
Other supplementary cash flow disclosures
in USD millions 2005 2004
Other interest income received 7,605 7,081
Dividend income received 1,833 1,547
Other interest expense paid (1,502) (1,341)
Income tax paid (1,234) (891)

As of December 31, 2005 and 2004, cash and cash equivalents restricted as to use were USD 331 million and
USD 908 million, respectively. Cash and cash equivalents held for the benefit of policyholders in connection with
unit-linked products amounted to USD 4,758 million and USD 3,507 million as of December 31, 2005 and
2004, respectively. Cash received as collateral for securities lending were USD 4,571 million and USD 5,197
million as of December 31, 2005 and 2004, respectively.

Cash and cash equivalents comprise the following:

in USD millions, as of 2005 2004
Cash at bank and in hand 5,075 8,728
Cash equivalents 13,836 8,532
Cash held as collateral for securities lending 4,571 5,197
Balance as of December 31 23,482 22,457

The notes to the consolidated financial statements are an integral part of these consolidated financial statements.

Zurich Financial Services Group - Annual Report 2005



8

Financial Statements

Consolidated statements of equity

in USD millions

Share
capital

Treasury
shares

Additional
paid-in
capital

Balance as of December 31, 2003, as previously reported

923

(6)

10,208

Total adjustment due to implementation of new and
revised IFRS accounting standards '

Balance as of December 31, 2003, restated

923

(6)

10,208

Change in net unrealized gains/losses on investments
(excluding translation adjustments)

Transfer arising from initial application of “legal quote”
legislation in Switzerland

Translation adjustments

Change in net unrealized gains/losses on investments
not recognized in the operating statement

Nominal value reduction of share capital

Share-based payment transactions

19

Treasury share transactions

61

Net income after taxes

Dividends

Net changes in capitalization and minority interests

Balance as of December 31, 2004, restated

635

(1

10,288

Balance as of December 31, 2004, as previously reported

635

(1)

10,288

Total adjustment due to implementation of new and
revised IFRS accounting standards '

Balance as of December 31, 2004, restated

635

(1

10,288

Write-off of negative goodwill (IFRS 3)

Change in net unrealized gains/losses on investments
(excluding translation adjustments)

Translation adjustments

Change in net unrealized gains/losses on investments
not recognized in the operating statement

Nominal value reduction of share capital ?

Share-based payment transactions

Treasury share transactions

Net income after taxes

Dividends

Net changes in capitalization and minority interests

Balance as of December 31, 2005

186

10,315

T Implementation of new and revised accounting standards as discussed in note 3.
2 As approved by the Annual General Meeting on April 19, 2005, the share capital was reduced by a nominal value reduction of CHF 4.00 from CHF 6.50 to CHF 2.50
in respect of each registered share. The payment to shareholders was made on July 4, 2005.

The number of common shares issued was 144,006,955 as of December 31, 2005, 2004 and 2003.

The notes to the consolidated financial statements are an integral part of these consolidated financial statements.
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Net

unrealized Cumulative Common Total

gains on translation Retained shareholders’ Preferred shareholders’ Minority Total
investments adjustment earnings equity securities equity interests equity
862 152 5,699 17,838 1,096 18,934 969 19,903
69 - (1,517) (1,448) - (1,448) - (1,448)
931 152 4,182 16,390 1,096 17,486 969 18,455
386 - - 386 - 386 19 405
(226) - - (226) - (226) - (226)
53 591 - 644 - 644 36 680
213 591 = 804 = 804 55 859
_ - - (288) - (288) (288)

- - - 19 - 19 - 19

- - - 66 - 66 - 66

- - 2,428 2,428 38 2,466 106 2,572
_ _ = - (38) (38) 4 (42)
_ - = - - - (286) (286)
1,144 743 6,610 19,419 1,096 20,515 840 21,355
1,075 840 8,248 21,085 1,096 22,181 846 23,027
69 97) (1,638) (1,666) - (1,666) (6) (1,672)
1,144 743 6,610 19,419 1,096 20,515 840 21,355
- - 23 23 - 23 - 23

81 - - 81 - 81 7 88
(86) (854) - (940) = (940) (125) (1,065)
(5) (854) - (859) - (859) (118) (977)

- - - (449) - (449) - (449)

- - - 16 - 16 - 16

- - - 12 - 12 - 12

= = 3,168 3,168 46 3,214 116 3,330

- - - = (46) (46) (18) (64)

- - - - - - (©) ®
1,139 (111) 9,801 21,330 1,096 22,426 814 23,240
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The Board of Directors of Zurich Financial Services has authorized on February 15, 2006 these consolidated
financial statements for issue. These financial statements will be submitted for approval to the Annual General
Meeting of Shareholders to be held on April 20, 2006.

1. Basis of presentation

Zurich Financial Services and its subsidiaries (collectively the “Group”) are an insurance-based financial services
provider with a global network. The Group also distributes non-insurance products, such as mutual funds,
mortgages and other financial services products, from selected third-party providers.

The holding company, Zurich Financial Services, is incorporated in Zurich, Switzerland. The Group operates
through subsidiaries and branch offices. The consolidated financial statements of the Group have been prepared
in accordance with International Financial Reporting Standards (IFRS) and comply with Swiss law. IFRS does not
contain guidelines governing the accounting treatment of certain transactions including those that are specific
to insurance products. When a specific topic is not addressed by the standards, the IFRS Framework permits
reference to another comprehensive body of accounting principles. In these cases, the Group typically refers to
accounting principles generally accepted in the United States (US GAAP) for guidance.

Certain amounts recorded in the consolidated financial statements reflect estimates and assumptions made by
management about insurance liability reserves, investment valuations, interest rates and other factors.
Significant estimates are discussed in note 5. Actual results may differ from the estimates made.

The new and revised accounting standards, discussed in note 3, resulted in the restatement of 2004
consolidated financial statements. In addition, certain reclassifications have been made to prior year amounts
and segment disclosures to conform to the current year presentation. These reclassifications have no effect on
the previously reported net income.

The Group’s balance sheet is not presented using a current/non-current classification. However, the following
balances would generally be classified as current: cash and cash equivalents, short-term investments, deferred
policy acquisition costs on general insurance contracts, accrued investment income, receivables, reserve for
premium refunds, deferred profit on inception of reinsurance contracts, and accrued liabilities.

The following balances will generally be classified as non-current: equity securities, investments in associates,
investments held by investment companies, real estate held for investment, deferred policy acquisition costs on
life insurance contracts, deferred tax assets, goodwill, other intangible assets, reserves for unit-linked products,
liabilities for investment contracts and deferred tax liabilities.

The following balances are of a mixed nature (including both current and non-current portions): debt securities,
mortgage loans, policyholders’ collateral and other loans, other investments - other, reinsurers’ share of reserves
for insurance contracts, deposits made under assumed reinsurance contracts, deferred front-end fees, deferred
origination costs, derivative trading assets and other assets, mortgage loans given as collateral, fixed assets,
liabilities for investment contracts, deposits received under ceded reinsurance contracts, reserves for losses and
loss adjustment expenses, reserves for unearned premiums, future life policyholders’ benefits, policyholders’
contract deposits and other funds, obligation to repurchase securities, derivative liabilities and other liabilities,
collateralized loans, debt related to capital markets and banking activities, and senior and subordinated debt.

Maturity tables have been provided for the following balances: debt securities (table 7.3), derivative assets and
derivative liabilities (tables 9.1 and 9.2), reserves for losses and loss adjustment expenses (table 11.9), future life
policyholders’ benefits (table 11.9) and outstanding debt (table 22.3).

All amounts in the notes are shown in USD millions, rounded to the nearest million unless otherwise stated.
Segment information

The Group is managed on a matrix basis, reflecting both line of business and geography. Accordingly, segment
information is presented in two formats. The primary format is based on the operating businesses of the Group

and how they are strategically managed to offer different products and services to specific customer groups. The
Group's primary segments are defined as follows:

e General Insurance;

e Life Insurance;
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e Farmers Management Services;
e QOther Businesses;
e Corporate Functions.

In 2004, the Group’s primary reporting segments were defined as General Insurance, Life Insurance, Farmers
Management Services, Other Businesses and Corporate Center. The only change to these primary segments in
2005 was to rename Corporate Center to Corporate Functions. However, to be consistent with the Group’s
management structure, the following transfers between primary segments have been made for 2005 financial
reporting:

e Farmers Re business from General Insurance to Other Businesses;

e Group Reinsurance business relating to certain European run-off operations from Corporate Functions to
Other Businesses;

e Certain investments of Farmers New World Life from Life Insurance to Farmers Management Services;

¢ The reinsurance business of various Group entities from Corporate Functions to Other Businesses or General
Insurance.

The Group's secondary format for segment information is geographic:
¢ North America

e Europe

* |nternational Businesses, and

e Centrally Managed Businesses

In 2004, these secondary segments were North America Corporate, North America Consumer, Continental
Europe, UKISA, Rest of the World and Centrally Managed Businesses. For 2005 financial reporting, these regions
have been aligned to better reflect management responsibility. The 2004 results have been restated to reflect
these changes.

The accounting policies of the segments are the same as those described in the summary of significant
accounting policies. The Group accounts for inter-segment revenues and transfers as if the transactions were
with third parties at current market prices, with the exception of realized capital gains, which are eliminated.

2. Summary of significant accounting policies

The principle accounting policies applied in the presentation of these consolidated financial statements are set
out below. These policies have been consistently applied to all the years presented unless otherwise stated.

a) Consolidation principles

The Group's consolidated financial statements include the assets, liabilities, equity, revenues, expenses and cash
flows of Zurich Financial Services and its subsidiaries. A subsidiary is an entity in which Zurich Financial Services
owns, directly or indirectly, more than 50% of the outstanding voting rights, or which it otherwise has the
power to control. The results of subsidiaries acquired are included in the consolidated financial statements from
the date of acquisition. The results of subsidiaries that have been sold during the year are included up to the
date control ceased. All significant intercompany balances, profits and transactions are eliminated.

Associates and partnerships where the Group has the ability to exercise significant influence, as well as joint
ventures where there is joint control, are accounted for using the equity method. Significant influence is
presumed to exist when the Group owns, directly or indirectly, between 20% and 50% of the outstanding
voting rights.
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b) Insurance contracts and investment contracts with discretionary participating features (DPF)

Classification

Insurance contracts are those contracts that transfer significant insurance risk. These contracts may also contain
financial risk. Significant insurance risk is defined as the possibility of paying significantly more in a scenario
where the insured event occurs than in a scenario where the insured event does not occur. Scenarios considered
include those which are deemed to be possible.

A number of insurance and investment contracts contain discretionary participation features (DPF) which entitle
the contract holder to receive, as a supplement to guaranteed benefits, additional benefits:

e whose amount or timing is contractually at the discretion of the Group; and

e that are contractually based on:
e the performance of a specified pool of contracts or a specified type of contract;
e realized and/or unrealized investment returns on a specified pool of assets held by the issuer; or
e the profit or loss of the company, fund or other entity that issues the contract.

The Group applies the same accounting policies for the recognition and measurement of obligations arising
from insurance contracts and from investment contracts with DPF. These recognition and measurement criteria
apply to obligations arising from the contract, deferred acquisition costs and other related intangible assets. The
Group developed its accounting policies for insurance contracts before the adoption of IFRS 4 and in the
absence of a specific standard for insurance contracts. Management used their judgment in developing a set of
accounting policies for the recognition and measurement of rights and obligations arising from insurance
contracts issued and reinsurance contracts held that provide the most useful information to users of the Group’s
financial statements. In making this judgment, Management primarily considered the pronouncements of the
Financial Accounting Standards Board (US GAAP) on insurance and reinsurance contracts.

The Group also issues products containing an embedded option to the policyholder to switch all or part of the
current and future invested funds into another product issued by the Group, usually from a unit-linked product
into a unitized with-profits contract or similar. Certain of these products allow the policyholder to switch back to
the previous product at his convenience. Where this results in a change to a product whose classification as
insurance or investment is different to that currently, this is then reflected in the accounts according to the
nature of the product which is purchased and the amounts so transferred.

Premiums

Premiums from the sale of general insurance products are recorded when written and are accreted to earnings
on a pro-rata basis over the term of the related policy coverage. However, for those contracts for which the
period of risk differs significantly from the contract period, premiums are recognized over the period of risk in
proportion to the amount of insurance protection provided. The unearned premium reserve represents the
portion of the premiums written relating to the unexpired terms of coverage.

Premiums from traditional life insurance contracts, including participating contracts and annuity policies with life
contingencies, are recognized as revenue when due from the policyholder. Benefits and expenses are provided
against such revenue to recognize profits over the estimated life of the policies. Moreover, for single premium
and limited pay contracts, premiums are recorded as income when due with any excess profit deferred and
recognized in income in a constant relationship to the insurance in-force or, for annuities, the amount of
expected benefit payments.

Amounts collected as premiums from investment type contracts such as universal life, unit-linked and unitized
with-profits contracts, are reported as deposits. Revenue from these contracts consists of policy fees for the cost
of insurance, administration and surrenders during the period. Front-end fees are recognized over the estimated
life of the contracts. Policy benefits and claims that are charged to expenses include benefit claims incurred in
the period in excess of related policyholder contract deposits and interest credited to policyholder deposits.

Deferred policy acquisition costs

The costs of acquiring new business, including commissions, underwriting and policy issue expenses, which vary
with and are directly related to the production of new business, are deferred. Future investment income is taken
into account in assessing recoverability.
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Deferred policy acquisition costs for participating traditional life insurance contracts are amortized over the
expected life of the contracts as a constant percentage of estimated gross margins. Estimated gross margins
include anticipated premiums and investment results less benefits and administration expenses, changes in the
net level premium reserve and expected policyholder dividends, as appropriate. Estimated gross margins are re-
estimated regularly with the impact of deviations of actual result from estimated experience on the amortization
of deferred acquisition costs reflected in earnings.

Deferred policy acquisition costs for other traditional life insurance and annuity policies are amortized over the
expected life of the contracts as a constant percentage of expected premiums. Expected premiums are
estimated at the date of policy issue and are consistently applied throughout the life of the contract unless
premium deficiency occurs.

Deferred policy acquisition costs for investment type contracts such as universal life, unit-linked and unitized
with-profits contracts are amortized over the expected life of the contracts based on a constant percentage of
the present value of estimated gross profits expected to be realized over the life of the contract. Estimated gross
profits include expected amounts to be assessed for mortality, administration, investment and surrender, less
benefit claims in excess of policyholder balances, administrative expenses and interest credited. Estimated gross
profits are revised regularly and the interest rate used to compute the present value of revised estimates of
expected gross profits is the latest revised rate applied to the remaining benefit period. Deviations of actual
results from estimated experience are reflected in earnings.

The impact on the deferred policy acquisition cost asset of the change in unrealized gains or losses on
investments is recognized through an offset to unrealized gains or losses at the balance sheet date.

Unamortized deferred policy acquisition costs associated with internally replaced contracts that are, in
substance, contract modifications, continue to be deferred and amortized. Costs associated with internally
replaced contracts that are, in substance, new contracts, are written off.

Liability adequacy testing is performed by portfolio of contracts, in accordance with the Group’s manner of
acquiring, servicing and measuring the profitability of its insurance contracts. Net unearned premiums are tested
to determine whether they are sufficient to cover related expected claims, loss adjustment expenses,
policyholder dividends, commission, amortization and maintenance expenses. If there is a premium deficiency,
the deferred policy acquisition cost asset is written down by the amount of the deficiency. If, after writing down
the deferred policy acquisition cost asset to nil (for the portfolio of contracts), a premium deficiency still exists,
then a premium deficiency reserve is recorded to provide for the deficiency in excess of the deferred policy
acquisition cost asset written down.

Losses and loss adjustment expenses

Losses and loss adjustment expenses are charged to income as incurred. Reserves for losses and loss adjustment
expenses represent the accumulation of estimates for ultimate losses and include provisions for losses incurred
but not yet reported (IBNR). The reserves represent estimates of future payments of reported and unreported
claims for losses and related expenses with respect to insured events that have occurred. Reserving is a complex
process dealing with uncertainty, requiring the use of informed estimates and judgments. The Group does not
discount its loss reserves, other than for settled claims with fixed payment terms. Any changes in estimates are
reflected in results of operations in the period in which estimates are changed.

Future life policyholders’ benefits and policyholders’ contract deposits
These represent the estimated future policyholder benefit liability for traditional life insurance policies and for
certain unit-linked contracts, respectively.

Future life policyholders’ benefits for participating traditional life insurance policies are calculated using a net
level premium method based on actuarial assumptions equal to guaranteed mortality and interest rates.

Future life policyholders’ benefits for other traditional life insurance policies are calculated using a net level
premium valuation method based on actuarial assumptions as to mortality, persistency, expenses and investment
return including a margin for adverse deviation.

Future life policyholders’ benefits include the value of accumulated declared bonuses or dividends that have
been vested to policyholders.

Policyholders’ contract deposits represent the accumulation of premium received less charges plus declared
dividends.
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The policyholders’ share of unrealized gains or losses, which may be paid in the future in respect of assets, is
included in future life policyholders’ benefits.

For products containing discretionary participation features the amount of the discretionary participation feature
is deemed to be the investment return on all related assets where the apportionment between the shareholder
and the contract holder has not yet been determined. This includes certain elements of unrealized gains and
portions of retained earnings.

The minimum mandated amounts, which are to be paid to policyholders plus any declared additional benefits,
are recorded in liabilities. Undeclared discretionary balances are recorded in shareholders’ equity until such time
as the allocation is determined and a bonus is declared.

Reserves for unit-linked products are recorded as equal to the consideration received plus accumulated
investment yield less any fees charged or dividends paid to the policyholder.

For products containing guarantees in respect of minimum death benefits (“GMDB"), retirement income
benefits (“GRIB”) and annuitization options (“GAQ"), additional liabilities are recorded in proportion with the
receipt of the contracted revenues.

Reinsurance

The Group's insurance subsidiaries cede risk in the normal course of business in order to limit the potential for
losses arising from certain exposures. Reinsurance does not relieve the originating insurer of its liability. Certain
Group insurance companies assume reinsurance business incidental to their normal business, as well as from the
Farmers Exchanges. Reinsurance assets include balances due from reinsurance companies for paid and unpaid
losses and loss adjustment expenses, ceded unearned premiums and ceded future life policy benefits. Amounts
recoverable from reinsurers are estimated in a manner consistent with the claim liability associated with the
reinsured policy. Reinsurance is recorded gross in the consolidated balance sheet unless a legal right of offset
exists.

Reinsurance contracts are assessed to ensure that underwriting risk, defined as the reasonable possibility of
significant loss, and timing risk, defined as the reasonable possibility of a significant variation in the timing of
cash flows, are transferred by the ceding company to the reinsurer. Those contracts that do not transfer both
risks, referred to in total as insurance risk, are accounted for using the deposit method. A deposit asset or
liability is recognized based on the consideration paid or received less any explicitly identified premiums or fees
to be retained by the ceding company. Deposits for contracts that transfer only significant underwriting risk are
subsequently measured based on the unexpired portion of coverage until a loss is incurred, after which the
present value of expected future cash flows under the contract is added to the remaining unexpired portion of
coverage. Changes in the deposit amount are recorded in the consolidated operating statements as an incurred
loss. Interest on deposits that transfer only timing risk, or no risk at all, are accounted for using the effective
interest rate method. Future cash flows are estimated to calculate the effective yield, and revenue and expense
are recorded as interest income or expense.

¢) Investment contracts (without discretionary participating features)
The Group issues investment contracts without fixed terms (unit-linked) and investment contracts with fixed and
guaranteed terms (fixed interest rate).

Investment contracts without fixed terms are financial liabilities where the fair value of the contract is
determined with reference to the fair value of the underlying financial assets, derivatives and/or investment
property (unit-linked) and are recorded at inception at their fair value.

Liabilities for investment contracts (unit linked)

These represent portfolios maintained to meet specific investment objectives of policyholders who bear the
investment risk. The assets are classified as fair value through the profit and loss. The liabilities are carried at fair
value. The costs of policy administration, investment management, surrender charges and certain policyholder
taxes assessed against the policyholders’ account balances are included in policy fee revenue.

The liability held for unit-linked products with capital units is measured at the funded value of those units. At
issue, the difference between the funded and unfunded value of units is treated as deferred revenue.
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Liabilities for investment contracts (amortized cost)

These represent contracts which are not unit-linked. Liabilities are measured at amortized cost, using the
effective interest rate method. Transaction costs are deducted from the initial amount and form part of the
effective yield. Future assumptions, except for the effective interest rate, are reviewed each reporting period.
Changes in the liability due to changes in future assumptions are reflected in the income statement.

Valuation techniques are used to establish the fair value at inception and each reporting date.

The Group’s main valuation techniques incorporate all factors that market participants would consider and are
based on observable market data. The fair value of a unit-linked financial liability is determined using the current
unit values that reflect the fair values of the financial assets contained within the Group’s unitized investment
funds linked to the financial liability, multiplied by the number of units attributed to the contract holder at the
balance sheet date.

If the investment contract is subject to a put or surrender option, the fair value of the financial liability is never
less than the amount payable on surrender, discounted for the required notice period, where applicable.

For investment contracts with fixed and guaranteed terms, the amortized cost basis is used. In this case, the
liability is initially measured at its fair value minus transaction costs that are incremental and directly attributable
to the acquisition or issue of the contract.

Subsequent measurement of investment contracts at amortized cost uses the effective interest method. This
method requires the determination of an interest rate (the effective interest rate) that exactly discounts to the
net carrying amount of the financial liability the estimated future cash payments or receipts through the
expected life of the financial instrument or, when appropriate, a shorter period if the holder has the option to
redeem the instrument before maturity.

The Group re-estimates at each reporting date the expected future cash flows and recalculates the carrying
amount of the financial liability by computing the present value of estimated future cash flows using the
financial liability’s original effective interest rate. Any adjustment is immediately recognized as income or
expense in the income statement.

Deferred origination costs

The costs of acquiring new investment contracts with investment management services, including commissions
and other incremental expenses directly related to the issuance of each new contract are amortized in line with
revenue generated by the investment management service. The deferred origination costs (DOC) are tested for
recoverability at each reporting date.

The costs of acquiring new investment contracts without investment management services are included as part
of the effective interest rate used to calculate the amortized-cost measure of the related liabilities.

d) Other revenue recognition

Fee revenue for the provision of non-claims related management services to the Farmers Exchanges is calculated
primarily as a percentage of gross premiums earned by the Farmers Exchanges. Farmers Group, Inc. and its
subsidiaries (“FGI"”) provides the following non-claims related management services to the Farmers Exchanges:
risk selection, preparation and mailing of policy forms and invoices, premium collection, management of the
investment portfolios and certain other administrative and managerial functions. The Farmers Exchanges are
responsible for their own claims functions, including the settlement and payment of claims and claims
adjustment expenses. They are also responsible for the payment of agent commissions and bonuses and the
payment of premium and income taxes.

Revenues from investment management and distribution fees are based on contractual fee arrangements
applied to assets under management and recognized as earned when the service has been provided. For
practical purposes, the Group recognizes these fees on a straight-line basis over the estimated life of the
contract.

Certain upfront payments received for asset management services (“front-end fees”) are deferred and amortized
in proportion to the stage of completion of the service for which they were paid.

The Group charges its customers for asset management and other related services using the following different
approaches:
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¢ Front-end fees are charged to the client at inception. This approach is used particularly for single premium
contracts. The consideration received is deferred as a liability and recognized over the life of the contract on a
straight-line basis.

e Regular fees charged to the customer periodically (monthly, quarterly or annually) either directly or by making
a deduction from invested funds. Regular charges billed in advance are recognized on a straight-line basis
over the billing period; fees charged at the end of the period are accrued as a receivable that is offset against
the financial liability when charged to the customer.

Interest income on financial assets that are not classified as fair value through profit or loss is recognized using
the effective interest method. When a receivable is impaired, the Group reduces the carrying amount to its
recoverable amount, being the estimated future cash flow discounted at the original effective interest rate of
the instrument and continues unwinding the discount as interest income.

Dividend income is recognized when the right to receive payment is established; usually this is the ex-dividend
date.

e) Investments

Classification

Financial assets are classified either as “held-to-maturity”, “fair value through profit or loss”, “available-for-
sale”, or “loans originated by the Group”. The classification depends on the purpose for which the investments
were acquired.

Held-to-maturity financial assets are debt securities which the Group has the ability and positive intent to hold
to maturity. Fair value through profit or loss has two sub-categories: financial assets held for trading and those
designated at fair value through profit and loss at inception. Derivatives are also classified as held for trading
unless they are designated as hedges. Trading financial assets are debt and equity securities which the Group
buys with the principal intention to resell in the near term. The remaining debt and equity securities are
classified as available-for-sale.

Loans originated by the Group, such as mortgage loans, policyholders’ collateral and other loans, include loans
where money is provided directly to the borrower, other than those that are originated with the intent to be
sold in the short term, which are recorded in the trading category.

Measurement

Financial assets are initially recorded at cost, net of transaction costs directly attributable to the acquisition.
Held-to-maturity financial assets are subsequently carried at amortized cost using the effective interest rate
method. Fair value through profit or loss financial assets are subsequently carried at fair value, with changes in
fair value recognized in the current period income. Available-for-sale financial assets are subsequently carried at
fair value, with unrealized changes in fair value recorded in shareholders’ equity. The cumulative unrealized gains
or losses recorded in shareholders’ equity are net of cumulative deferred income taxes, certain life policyholder
liabilities, certain life deferred acquisition costs and minority interests. The realized gain or loss on divestment is
based on the difference between the proceeds received and the carrying value of the investment plus any
unrealized gains or losses on the investment recorded in shareholders’ equity using the specific identification
method. When available-for-sale financial assets are sold, impaired or otherwise disposed of, the cumulative
gains and losses previously recognized in shareholders’ equity are included in the current period income. The
amortization of premium and accretion of discount on available-for-sale and held-to-maturity investments in
debt securities is computed using the effective interest method and is recognized in current period income.

Investments backing certain life insurance policies with participation features are held as fair value through profit
or loss. Movements in the carrying value of these assets are recognized in current period income to match the
offsetting amounts attributable to policyholders.

Loans originated by the Group are initially recorded at cost and are subsequently measured at amortized cost
using the effective interest rate method, less allowances for doubtful accounts.

Real estate held for investment purposes is initially recorded at cost (including transaction costs) and is
subsequently measured at fair value with changes in fair value recognized in current period income. No
depreciation is recorded for real estate held for investment. The gain or loss on disposal of real estate held for
investment is based on the difference between the proceeds received and the carrying value of the investment.

Investments held by investment companies are carried at fair value.
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The carrying values of short-term investments approximate fair values.

Impairments
Financial assets are assessed for impairment on a regular basis. A financial asset is impaired if its carrying value
exceeds the estimated recoverable amount and there is objective evidence of impairment to the financial asset.

The Group considers an available for sale equity for impairment when the fair value of the security has been not
insignificantly below the weighted-average cost for more than 12 months. Additionally, the Group considers an

available for sale equity for impairment when the fair value has been below the weighted-average cost by more
than 50% for any period of time.

The fair value of available for sale debt securities may fall temporarily below their carrying value, but, provided
there is no risk resulting from changes in financial standing, an impairment is not recorded for such securities.

When a decline in the fair value of an available-for-sale asset has been recognized directly in shareholders'’
equity and there is objective evidence that the asset is impaired, the cumulative loss that had been recognized
directly in shareholders’ equity is removed from equity and recognized in current period income. The amount of
the cumulative loss that is removed from shareholders’ equity and recognized in current period income is the
difference between acquisition cost (net of any principal repayment and amortization) and current fair value, less
any impairment loss on that asset instrument previously recognized in income.

For held-to-maturity financial assets and loans originated by the Group the impairment is considered to have
taken place if it is probable that the Group will not be able to collect principal and interest due according to the
contractual terms of the instrument. When impairment is determined to have occurred, the carrying amount of
the held-to-maturity financial assets is decreased through a charge to current period income. The amount of the
impairment loss is the difference between the asset’s carrying value and the present value of expected future
cash flows discounted at the security’s original effective interest rate.

f) Derivative financial instruments

Derivative financial instruments are carried at fair value on the balance sheet as assets or liabilities. Fair values
are obtained from quoted market prices, dealer price quotations, discounted cash flow models and option
pricing models, which incorporate current market and contractual prices for the underlying instrument, time to
expiry, yield curves and volatility of the underlying instrument. Inputs used in pricing models are generally
market observable or can be derived from market observable data. Derivative financial instruments with positive
fair values are recorded as derivative trading assets and those with negative fair values are recorded as derivative
trading liabilities. Apart from derivative financial instruments designated as qualifying cash flow hedging
instruments (see below), changes in fair value are recognized in current period income.

Derivative financial instruments include interest rate, currency and total return swaps, futures, forwards and
option contracts, all of which derive their value mainly from underlying interest rates, foreign exchange rates,
commodity values or equity instruments. A derivative contract may be traded on an exchange or over-the-
counter (“OTC"). Exchange-traded derivatives are standardized and include futures and certain option contracts.
OTC derivative contracts are individually negotiated between contracting parties and include forwards, caps,
floors and swaps. Derivative financial instruments are subject to various risks similar to those related to the
underlying financial instruments, including market, credit and liquidity risk.

In addition to the derivative financial instruments described above, the Group enters into contracts that are not
considered derivative financial instruments in their entirety but that include embedded derivative features. Such
embedded derivatives are assessed at inception of the contract and, depending on their characteristics, are
accounted for as separate derivative financial instruments pursuant to IAS 39.

Derivative financial instruments used for hedging

For the purpose of hedge accounting, hedging instruments are classified as either fair value hedges where they
hedge the exposure to changes in the fair value of a recognized asset or liability, or cash flow hedges where
they hedge exposure to variability in cash flows that is either attributable to a particular risk associated with a
recognized asset or liability or a forecast transaction.

Zurich Financial Services Group - Annual Report 2005



18

Financial Statements

To qualify for hedge accounting, the relationship of the hedging instrument to the underlying transaction must
meet several strict conditions on documentation, probability of occurrence, hedge effectiveness and reliability of
measurement. If these conditions are not met, then the relationship does not qualify for hedge accounting, in
which case the hedging instrument and the hedged item are reported independently as if there was no hedging
relationship.

Gains or losses from re-measuring hedging instruments are recognized immediately in the operating statement.
Offsetting gains or losses on the fair value hedged item attributable to the hedged risk are adjusted against the
carrying amount of the hedged item and recognized in the operating statement. Where the adjustment is to the
carrying amount of a hedged interest-bearing financial instrument carried at amortized cost, the adjustment is
amortized to current period income such that it is fully amortized by maturity.

The portion of gain or loss on the cash flow hedging instrument is recognized directly in shareholders’ equity.
The ineffective portion is recognized in current period income. When the hedged firm commitment results in the
recognition of an asset or a liability, then, at the time the asset or liability is recognized, the associated gains or
losses that had previously been recognized in shareholders’ equity are included in the initial measurement of the
acquisition cost or other carrying amount of the asset or liability. For other cash flow hedges, the gains or losses
that are recognized in shareholders’ equity are transferred to the operating statement in the same period in
which the item hedged affects the net profit and loss, for example, when the future sale actually occurs.

Hedge accounting is discontinued when the hedging instrument expires or is sold, terminated or exercised, or
no longer qualifies for hedge accounting. At that point in time, cumulative gains or losses on the hedging
instrument recognized in shareholders’ equity remain in shareholders’ equity until the forecasted transaction
occurs. If the hedged transaction is no longer expected to occur, the net cumulative gain or loss recognized in
shareholders’ equity is transferred to current period income.

g) Cash and cash equivalents

Cash and cash equivalents includes cash in hand, deposits held at call with banks, other short-term highly liquid
investments with original maturities of three months or less, and offset by bank overdrafts. Cash and cash
equivalents also includes cash received as collateral for securities lending. Cash and cash equivalents are stated
at face value, with holdings of foreign notes and coins valued at year end closing prices.

h) Securities lending

Certain entities within the Group participate in securities lending arrangements whereby specific securities are
loaned to other institutions, primarily banks and brokerage firms, for short periods of time. Under the terms of
the securities lending agreements, the loaned securities remain under the Group’s control and therefore are not
derecognized from the Group’s balance sheet.

i) Obligation to repurchase securities
Sales of securities under agreements to repurchase are accounted for as collateralized borrowing transactions
and are recorded at their contracted repurchase amount plus accrued interest at the balance sheet date.

j) Debt issued

Debt issued by the Group is initially measured at cost, which is the fair value of the consideration received, net
of transaction costs incurred. Subsequent measurement is at amortized cost, using the effective interest rate
method to amortize cost at inception to the redemption value over the life of the debt.

k) Interest Expense
Interest expense is recognized when incurred on an amortized cost basis.
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1) Intangible assets

Goodwill

Acquisitions of subsidiaries and associates are accounted for under the purchase method, whereby the purchase
price is allocated to the fair value of assets and liabilities acquired at the date of acquisition with any residual
amount allocated to goodwill. Goodwill is tested annually for impairment and carried at cost less accumulated
impairment losses. Goodwill is allocated to cash generating units for the purpose of impairment testing. The
Group's cash generating units, at which impairment losses are assessed, are the reporting units. If impairment
indications exist, the recoverable amount of the cash generating unit will be determined. An impairment loss
will be recorded if the recoverable amount is less than the carrying amount of the cash generating unit,
including goodwill.

The recoverable amount for a cash generating unit is determined using net selling price, if available, or value in
use, whichever is higher. Net selling price for a cash generating unit is determined based on various factors,
including quoted market prices, current share values in the market place for similar publicly traded entities, and
recent sale transactions of similar entities or businesses in the market place. Value in use is determined using the
present value of estimated future cash flows expected to be generated from or used by the cash generating
unit. The estimated future cash flows are based on best estimate assumptions, such as revenue and expense
projections, growth rate, interest rates and investment yields, and inflation rate.

Indications that goodwill related to a cash generating unit may be impaired include events or changes in
circumstances that may have a significant negative impact on the operations of the cash generating unit, or
material adverse changes in the assumptions used in determining its recoverable amount.

Present value of profits of acquired insurance contracts (“PVFP")

PVFP is amortized over the expected life of the policies acquired, based on a constant percentage of the present
value of estimated gross profits (margins) expected to be realized, or over the premium recognition period, as
appropriate.

Attorney-in-fact relationships (“AIF")

At the date of the acquisition of FGI in 1988, a portion of the purchase price was assigned to the attorney-in-
fact relationships. The asset representing the attorney-in-fact relationships represents the ability of FGI to
generate future revenues based on the Group's relationship with the Farmers Exchanges. In determining that
these relationships have an indefinite useful life, the Group considered the organizational structure of inter-
insurance exchanges, under which subscribers exchange contracts with each other and appoint an attorney-in-
fact to provide certain management services. In addition, the Group considered the historical attorney-in-fact
relationship between FGI and the Farmers Exchanges. To the extent that there is a change in these
circumstances, the Group would reevaluate the value of this intangible asset.

Other intangibles

Other intangible assets are carried at cost less accumulated amortization and consist primarily of acquired brand
names and software costs that meet the recognition criteria for capitalization. The costs of these assets are
amortized using the straight-line method over the following estimated economic lives: brand names 20 years;
software three to five years.

Impairments

Intangible assets that have an indefinite useful life are not subject to amortization and are tested annually for
impairment. Assets that are subject to amortization are reviewed for impairment whenever events or changes in
circumstances indicate that the carrying amount may not be recoverable. An impairment loss is recognized for
the excess of the asset’s carrying value over its recoverable amount. The recoverable amount is the higher of an
asset’s fair value less selling costs and value in use.

m) Income taxes

The Group provides current tax expense according to the tax laws of each jurisdiction in which it operates.
Income taxes are recognized using the asset and liability method. Deferred income taxes are recorded for
temporary differences, which are based on the difference between financial statement carrying amounts and
income tax bases of assets and liabilities using enacted income tax rates and laws. Losses for tax purposes are
treated as deferred tax assets to the extent it is probable that the losses can offset future taxable income and is
allowed by the applicable local tax laws and regulations.
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Current and deferred tax assets and liabilities are offset when the income taxes are levied by the same taxation
authority and when there is a legally enforceable right to offset them.

Taxes payable by either the holding company or its subsidiaries on distribution to the holding company of the
undistributed profits of subsidiaries are recognized as deferred income taxes unless a distribution of those profits
is not intended or would not give rise to a tax liability.

Taxes paid by certain of our life insurance businesses are based on investment income less allowable expenses.
To the extent that these taxes exceed the amount that would have been payable in respect of the shareholders’
share of taxable profits, it is normal practice for certain of our businesses to recover this tax from policyholders.
While the relevant company has the contractual right to charge policyholders for the taxes attributable to their
share of investment income less expenses, the obligation to pay the tax authority rests with the company and
therefore, the full amount of tax including that charged to policyholders is accounted for as an income tax.
Income tax expense therefore includes an element attributable to policyholders. In addition, deferred tax on
unrealized gains on investment contracts with DPF related to certain unit-linked policies is included as income
tax expense and an accrual for future policy fees to recover the tax charge is included in gross written premiums
and policy fee revenue.

n) Employee benefits

Retirement benefits

The operating companies in the Group provide employee retirement benefits through both defined benefit plans
providing specified benefits and defined contribution plans. The assets of these plans are generally held
separately from the Group’s general assets in trustee-administered funds. Defined benefit plan obligations and
contributions are determined annually by qualified actuaries using the projected unit credit method. The Group's
expense related to these plans is accrued over the employees’ service periods based upon the actuarially
determined cost for the period. Actuarial gains and losses are recognized as income or expense when the net
cumulative unrecognized actuarial gains and losses for each individual plan at the end of the previous reporting
year exceeded 10% of the higher of the defined benefit obligation and the fair value of plan assets at that date.
These gains or losses are then recognized over the expected average remaining working lives of the employees
participating in the plans. Contributions to defined contribution pension plans are charged to the operating
statement as they become due.

Other post-retirement benefits

Other defined post-employment benefits, such as medical care and life insurance, are also provided for certain
employees and are primarily funded internally. The cost of such benefits is accrued over the service period of the
employee based upon the actuarially determined cost for the period.

o) Share based compensation

Under the Group’s equity-settled share-based compensation plan, the fair value of the employee services
received in exchange for the grant of shares and/or options is recognized as an expenses in the consolidated
operating statement over the vesting period. A corresponding amount is recorded in additional paid-in capital.

The total amount to be expensed over the vesting period is determined by reference to the fair value of the
shares and/or options granted, excluding the impact of any non-market vesting conditions (for example,
profitability and premium income growth targets). Non-market vesting conditions are included in assumptions
about the number of shares and/or options that are expected to be issued or become exercisable. At each
balance sheet date, the Group revises its estimates of the number of shares and/or options that are expected to
be issued or become exercisable. It recognizes the impact of the revision of original estimates, if any, in the
income statement, and a corresponding adjustment to equity over the remaining vesting period.

The proceeds received net of any directly attributable transaction costs are credited to share capital (nominal
value) and share premium when the shares are delivered or options are exercised.
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p) Fixed assets

Real estate (buildings) held for own use and other fixed assets are carried at cost less accumulated depreciation
and any necessary write-downs due to impairment. The costs of these assets are depreciated principally on a
straight-line basis over the following estimated useful economic lives: buildings 25 to 50 years; furniture and
fixtures five to ten years; and computer equipment three to five years. Real estate (land) is carried at cost less
any necessary write-downs. Maintenance and repair costs are charged to income as incurred. Costs of systems
purchased from outside vendors and developed internally are deferred and amortized over expected useful lives
up to five years. Gains and losses on the disposal of fixed assets and real estate held for own use are
determined based on their respective carrying amounts and recorded in income.

q) Leases

Leases in which a significant portion of the risks and rewards of ownership are retained by the lessor are
classified as operating leases. Payments made under operating leases are charged to the operating statement on
a straight-line basis over the lease term.

r) Provisions

Provisions are recognized when the Group has a present obligation (legal or constructive) as a result of a past
event, it is probable that an outflow of resources embodying economic benefits will be required to settle the
obligation and a reliable estimate can be made of the amount of the obligation.

s) Treasury shares

Zurich Financial Services shares held by the Group are classified as treasury shares and are deducted from equity
at its nominal value. The differences between the nominal value and the amount paid for acquiring, or received
for disposing of treasury shares, are recorded as an adjustment to additional paid-in capital in shareholders’
equity.

t) Foreign currency translation and transactions

Foreign currency translation

In view of the international nature of the Group there are many individual entities with different functional
currencies. A functional currency is the currency of the primary economic environment in which the entity
operates. Therefore, a common presentation currency is required. Due to the Group's economic exposure to the
US dollar (USD), the presentation currency of the Group has been determined to be the US dollar. Assets and
liabilities of Group companies with functional currencies other than US dollars are translated at end-of-period
exchange rates, while operating statements are translated at average exchange rates for the period. The
resulting translation differences are recorded directly in shareholders’ equity as cumulative translation
adjustments.

Foreign currency transactions

Foreign currency monetary items are translated at end-of-period exchange rates, non-monetary items which are
carried at historical cost denominated in a foreign currency are translated at historical rates. Revenues and
expenses are translated using the exchange rate at the date of the transaction or a weighted average rate. The
resulting exchange differences are recorded in the consolidated operating statement.

The table below summarizes the principal exchange rates that have been used for translation purposes. Net
gains and (losses) on foreign currency transactions included in the consolidated operating statements were USD
(71) million and USD 124 million for the years ended December 31, 2005 and 2004, respectively. Foreign
currency exchange forward and swap gains and (losses) included in the amounts above were USD (453) million
and USD 477 million for the years ended December 31, 2005 and 2004, respectively.

Zurich Financial Services Group - Annual Report 2005



22

Financial Statements

Table 2

Principal
exchange
rates

USD per foreign currency unit Operating
statements
Balance and cash flows
sheets for the years
as of ended

12/31/05 12/31/04 | 12/31/05 12/31/04

Euro 1.1849 1.3555 1.2447 1.2440
Swiss franc 0.7614 0.8769 0.8039 0.8063
British pound sterling 1.7228 1.9183 1.8200 1.8329
3. Implementation of new accounting standards and adjustments in 2005

(IFRS restatement)

The Group has implemented several new and revised accounting standards within the International Financial
Reporting Standards (IFRS) framework (as listed in the table below), which became effective January 1, 2005.
The main restatement adjustments for the Group result from the adoption of IFRS 4, which relates to the
definition of an insurance contract. They primarily affect the accoun