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INTRODUCTION AND FINANCIAL SUMMARY

The Smith & Nephew Group {the “Group”} 1s a global medical devices business operating In the orthopaedics,
endoscopy and advanced wound management markets, with revenue of approximately $3 8 bilhon in 2009
Smith & Nephew plc 15 the parent company [the “*Company”) of the Group 1t 1s an English public irmited company
with its shares listed on the official st of the UK Listing Authonty and traded on the London Stock Exchange It is
also traded on the New York Stock Exchange In the form of Amencan Depositary Shares ("ADSs")

This report 1s the Annual Report of Smith & Nephew plc for the year ended 31 December 2009 It compnses In a
single document, the Annuat Report and Accounts of the company i accordance waith UK requirements and the
Annual Report on Form 20-f In accordance with the regulations of the United States Secunties and Exchange
Commussion {*SEC™)

A summary report on the year, the 2009 Summary Annual Review, intended for the tnvestor who does not reguire
the full detal of the Annual Report, 15 avalable on Smith & Nephew's comporale website al
www smith-nephew com/investors along with the electronic version of this Annual Report The Summary Annual
Review includes a summary remuneration report and summary financial statements

For the convenience of the reader, a Glossary of technical and financial terms used in this document 1s indluded

on page 164 The product names referred to n this document are 1dentified by use of capital letters and are
trademarks owned by or icensed to members of the Smith & Nephew Group

Financial Summary

2009 2008 2007
Financial Highlights {1} $ milion $milion  $ million
Revenue 3,772 3,801 3,369
Underlying growth in revenue (%} 2% 6% 10%
Trading profit 857 776 706
Underlying growth in trading profil (%] 15% 6% 17%
Trading profit margin (%) 227% 204% 210%
Operating profit 723 630 493
Attnbutable profit for the year 472 377 316
Adjusted attnbutable profit 580 493 480
Basic earnings per Ordinary Share 53 4¢ 42 6¢ 34 2¢
EPSA 656¢ 556¢ 520¢
Growth in EPSA (%) 18% 7% 15%
Dwvidends per Ordinory Share () 1439¢ 1308¢ 118%¢

I ltems shown in italics are non-GAAP measures

{nl  The Board has declared a second infenm dividend of 8 93 US cents per share which together with the first intenm dividend of 5 46 US
cents makes a total for 2009 of 14 39 US cents The second intenm dividend wil be pa:d on 12 May 2010 to shareholders on the
Register of Members at the close of business on 23 Apnt 2010

Key Performance Indicators
The Directors’ Report includes a number of measures that management use as key performance indicators The
prinaipal key performance indicators presented in the Annual Report are

Underlying growth in revenue

Underfying growth in revenue s used lo compare the revenue In a given year to the previous year on a
hke-for-like basis This 1s achieved by adjusting for the impact of sates of products acquired in matenal business
combinations and for movements i exchange rates Underlying growth in revenue 1s not presented in the
accounts prepared in accordance with IFRS and 1s therefore not a Generally Accepted Accounting Principle (*non-
GAAP" measure An explanahon of how this non-GAAP measure 15 calculated 1s presented In the “Business
Overview” on page 26

The Group believes that the tabular presentation and reconcihation of revenue growth from reported to underlying
assists investors in their assessment of the Group's performance in each business segment and for the Group as
awhole
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Underlying growth in revenue 1s considered by the Group to be an important measure of performance in terms of
local functional currency since 1t excludes those items considered to be outside the ifluence of local
management The Group's management uses this non-GAAP measure 1n its intemal financial reporing,
budgeting and planning to assess performance on both a business segment and a consolidated Group basis
Revenue growth at constant currency 1s important In measunng business performance compared to competitors
and compared to the growth of the market itself

The Group considers that revenue from sales of products acquired 1n matenat business combinations results in a
step-up In growth In revenue in the year of acquisition that cannot be wholly atinbuted to local management's
efforts wath respect to the business in the year of acquisiion Depending on the timing of the acquisition, there
will usually be a further step change in the following year A measure of growth excluding the effects of business
combinations also allows senior management to evaluate the performance and relative impact of growth from the
exsting business and growth from acquisiions The process of making business acquisiions 1s directed,
approved and funded from the Group corporate centre in line wath strategic objectives

The Group's annual bonus incentive plans include an element which relates to revenue growth performance
Targets are set and performance measured In constant currency, excluding the step-change impact of
acquisihons

The matenal limitation of the underlying growth in revenue measure 1s that it excludes certain factors, descnbed
above, which ultimately have a sigmificant impact on total revenues The Group compensates for this imitation by
taking into account refative movements In exchange rates In its investment, strategic planning and resource
allocation In addition, as the evaluation and assessment of business acquisitions 1s not within the control of local
management, performance of acquisitions 1s monitored centrally until the business 1s integrated The Group's
management considers that the non-GAAP measure of underlying growth in revenue and the GAAP measure of
growth In revenue are complementary measures neither of which management use exclusively

Basic adjusted eamings per ordinary share {“EPSA"), Irading profit and adjusted atinbutable proft

Growth in EPSA and trading profit are measures which present the trend growth in the long-term profitability of
the Group excluding the impact of specific transactions or events that management considers affect the Group's
short-term proftabiity The Group presents these measures to assist investors 1n ther understanding of trends
The Group's internal financial reporting (budgets, monthly reporting, forecasts, long-term planning and ncentive
plans), focuses pnmanly on profit and earnings before these items EPSA and trading profit are not recogrised
measures under IFRS

The Group has identfied the following tems, where matenal, as those to be adjusted and 1dentified separately
acquisition and disposal related items including amortisation of acquisiion intangible assets and impairments,
significant restructuning events, gains and losses ansing from legal disputes and uninsured losses, and taxation
thereon A reconcihation of attnbutable profit to adjusted atinbutable profit, which represents the numerator used
In the EPSA calculation, 1s presented In “Selected Financial Data” on page 154 An explanation of how trading
profit 15 calculated 1s presented In “Business Overview” on page 26

EPSA growlh, trading profit and trading profit margin (trading profit expressed as a percentage of revenue) are
also key measures used for remunerating senior management in order to align the nterests of senior
management with those of Investors

The matenal imitahon of these measures 15 that they exclude sigmificant iIncome and costs that have a direct
impact on current and prior years' profit attnbutable to shareholders They do not, therefore, measure the overall
performance of the Group presented by the GAAP measures of eamings per share and operating profit The
Group considers that no single measure enables it to assess overall performance and therefore 1t compensates
for the limitation of the adjusted eamings per share and trading profit measures by considenng them in
conjunction with their GAAP equivalents Gains or losses which are identified separately anse from wregular
evenls or transactions Such events or transachons are authonsed centrally and require a strategic assessment
which includes consideration of inanciat retums and generation of shareholder value Amortisation of acquisiion
intangibles will occur each year, whilst other excluded items anse iregularly depending on the evenis that give
nse to such lems




Presentation

The Group's fiscal year end 15 31 December References in this Annual Report to a particular year are 1o the fiscal
year unless otherwise indicated Except as the context otherwise requires, “Ordinary Share” or “share” refer to
the Ordinary Shares of Smith & Nephew plc of 20 US cents each

The results of the Group, as reporied in US Dollars, are affected by movements in exchange rates between US
Dollars and other currencies The Group applied the average exchange rates prevaling dunng the year to
translate the results of non-US companies into US Dollars The currencies which most influenced these
translations n the years covered by this report were Slerling, Swiss Franc and the Euro

The Group Accounts of Smith & Nephew in this Annual Report are presented in US Dollars Solely for the
convenience of the reader, cerlain parts of this Annual Report contain translahions of amounts in US Dollars into
Sterling at specified rates These translations should not be construed as representations that the US Dollar
amounts actually represent such Stering amounts or could be converted into Sterling at the rate indicated Except
as where stated otherwise, the translation of US Dollars and cents to Stering and pence appeanng in this Annual
Report has been made at the Noon Buying Rate in The Cily of New York for cable transfers in Sterling as certified
for customs purposes by the Federal Reserve Bank of New York (the “Noon Buying Rate’} on the date indicated
On 17 March 2010, the Noon Buying Rate was US$1 53 per £1

The Accounts of the Group in this Annual Report are presented in millions {*m”") unless otherwise indicated

Smith & Nephew's corporate website, www smith-nephew com, gives additional nformation on the Group
information made available on the website 1s not intended to be, and should not be regarded as being, part of
this Annual Report

Special Note Regarding Forward-Looking Statements

The Group’s reports filed wath, or furmshed to, the US Secunhes and Exchange Commission {“SEC™}, including this
document and wntten information released, or oral statements made, to the public in the future by or on behalf of
the Group, constitute “forward-iooking statements™ within the meaning of the US Private Secunties Litigation Reform
Act of 1995 In parhcular, statements regarding planned growth in the Group’s business and trading margins
discussed under “Cutlook and Trend Information” are forward-looking statements as are discussions of the Group's
product pipeline and discussions of the costs of future rewisions of the macrotextured knee product under “Legal
Proceedings” When used 1n this Annual Report, the words “aim”, “anticipate”, “believe”, “constder”, “estimate”,
“axpect”, “Intend”, “plan”, “target”, “well-placed" and similar expressions are generally ntended to 1dentify forward-
looking statements Such forward-looking statements involve known and unknown nsks, uncertainties and other
important factors including, but not lrmted to, the outcome of brgation and regulatory approvals) that could cause
the actual results, performance or achievements of Smith & Nephew, or indusiry results, to differ matenally from any
future results, performance or achievements expressed or imphed by such forward-locking statements Speafic
nsks faced by the Group are descnbed under "Risk Factors® on page 20 of this Annual Report

All forward-looking statements in this Annual Report are based on information available to Smith & Nephew as of
17 March 2010 Al wntten and oral forward-looking statements attnbutable 1o Smith & Nephew or any person
acting on behalf of Smith & Nephew are expressly qualified in their entirety by the foregoing Smith & Nephew
does not undertake any obligation to update or revise any forward-looking slatement contained herein to refiect
any change in Smith & Nephew's expectation with regard thereto or any change in events, conditions or
circumstances on which any such statement 1s based

Market Data

Market dala and market share eshmates throughout this report are denved from a vanety of sources including
publicly available competitors’ information, 1nternal management informatien and independent market research
reports

Documents on Display

It 15 posstble to read and copy documents referred to in this Annual Report at the Registered Office of the
Company Documents referred to in this Annual Report that have been filed with the Secunhes and Exchange
Commussion in the US may be read and copied at the SEC's public reference room located at 450 Fifth Street,
NW, Washington DC 20549 Please call the SEC at 1-800-SEC-0330 for further information on the publc
reference rooms and their copy charges The SEC aiso maintains a web sile at www sec gov that contains reports
and other information regarding registrants that file electronically with the SEC This Annual Report and some of
the other information submitted by the Group to the SEC may be accessed through the SEC website
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DESCRIPTION OF THE GROUP

This section discusses the activities, resources and operating environment of the business under the following
headings

The Business 4
History and development 4
Business descnption 5
Operahing Activities 3
Sales, marketing and distnbution i1
Seasonality n
Manufacture and supply 1
Property, plant and equipment 12
Research and development 13
Intellectual property 13
Regulaton 14
The Business and the Commumty 15
Corporate and social responsibility 15
Employees 19
Risk 20
Risk factors 20
Exchange and interest rate nsk and financial instruments 24

Discussion of the Group's operating and financial performance, iquidity and financial resources for 2009 and
2008 1s given in the “Business Review, Liquidity and Prospects” [pages 25 to 46)

Discussion of the Group’s management struciure and corporate governance procedures i1s set out in the
“Corporate Governance Staterent™ sechon {pages 47 to 59)

The “Directors’ Remuneration Report” gives details of the Group's policies on senior management’s remuneration
In 2009 (pages 61 to 74)

Details of the structure of the Company’s share capital and secunties, persons with sigmificant shareholdings in
the Company and a summary of the memorandum and articles of association are incorporated into the Directors’
Report and are given n “Investor Information” ipages 145 to 153]




THE BUSINESS
HISTORY AND DEVELOPMENT

Group Strategy

Smith & Nephew's overall vision Is to help improve pecple's lives by repainng and healing the human body To
achieve this, the Group 1s focused on continued delivery of sustainable profitable growth, through four strategic
pillars

* ‘Customer led" outperforming our served markets by focusing on our customers, anhcipating and
innovating to deliver on their needs

« CEfficent’ delivenng operating margin improvement and freeing up resources to invest in the business,
through streambining process and systems re-engineenng

* ‘Investing for growth’ dnving addiftonal sales from new opportuniies such as biologics, emerging markets
and adjacent technologies

* ‘Ahgned aligning objectives across the business and developing our talent and orgarusation for consistent
execution, through leveraging core funchions and shanng best prachices

Group History

The Group has a history dating back aver 150 years to the family enterpnse of Thomas James Smith who opened
a small pharmacy in Hull, England in 1856 On his death in 1896, s nephew Horatio Nelson Smith took over the
management of the business

By the late 1990s, Smith & Nephew had expanded into being a diverse healthcare conglomerate with operations
accss the globe, induding vanous medical dewvices, personal care products and tradimonal and advanced
woundcare treaiments In 1998, Smith & Nephew announced a major restructunng to focus management
attention and investment on three business units — wound management, endoscopy and orthopaedics — which
offered high growth and margin opportunities

Srmith & Nephew was incorporated and histed on the London Stock Exchange in 1937 and In 1999 the Group was
also Iisted on the New York Slock Exchange In 2001, Smith & Nephew became a conshituent member of the
FTSE-100 index in the UK This means that Smith & Nephew 1s included in the top 100 companies traded on the
London Stock Exchange measured in terms of market capitalisation

Today, Smith & Nephew 1s a public lmited company incorporated and headquartered in the UK and doing
business in many countnes around the world

Recent Developments

On 22 December 2009, the Group acquired substanhally all of the assets and habiites of Nucryst
Pharmaceuticals Corp , which exclusively licenses and manufactures our range of ACTICOAT products, using iis
nanocrystalline silver technology, SILCRYST Under the agreement, the Group acquired the manufactunng assets
from Nucryst's operations 1n Canada and infellectual property nghts relaling to the nanocrystaline silver
technology used in the manufacture of ACTICOAT product range Nucryst had manufactured ACTICOAT products
for the Group since the Group's acquisihon of certain product nghts in 2001

Dunng March 2009, the Deferred Prosecution Agreement {“DPA”) with the United States Attorney's Office
(*USAQ") for the disinct of New lersey expired The 18-month agreement was one of five similar agreements
entered into on 27 September 2007, between the USAQ and the five largest companies that manufacture and
sell hip and knee replacement implants Addikonally, the USAO has dismissed the complaint it filed in connechon
with the DPA Dunng the term of the DPA, Smith & Nephew operated under the oversight of a USAO appointed
monitor and worked fo improve the ways in which 1t manages its relationships with healthcare prowders Smith &
Nephew will continue its compliance with the Corporate Integnty Agreement signed wath the Department of
Health and Human Services, which has run concurrently with the DPA and will remain 1n effect until September
2012




In January 2009, the Group reached an agreement with the vendors of Plus Orthopedics Holdings AG (“Plus”) o
reduce the total onginal purchase pnce that the Group paid n 2007 for Plus by CHF159m The onginal purchase
pnce for the acquisition was CHF1,086 {$889m) in cash, including assumed debt The acquisiion was financed
by bank borrowings and was integrated into the Group's Orthopaedics business As part of the amended
agreement the parhes resclved ther disputes on the contractual purchase pnce adjustments In addition, the
Group released the vendors from substantially all of therr warrantes, including those relating to taxaton, under
the onginal purchase agreement and dropped all existing claims under the onginal warranties

BUSINESS DESCRIPTION

Orgamsation

Smith & Nephew reports and 1s orgarised into three Global Business Units (“GBUs"} of Orthopaedics, Endoscopy
and Advanced Wound Management Included within the Orthopaedic segment are our biologics activities which
cormpnse research and development prajects under the direction of a Commitiee representing ali GBUs

Smith & Nephew operates on a worldwide basis In 21 of the 32 countries in which the Group operates, the GBUs
take direct responsibility for business operations These are referred to as direct markets The remaining markets
in which the Group has operations are managed by couniry managers, who are responsible for sales and
distnbution of the Group's product range and comprise the Emerging Markets urit

A head office team 1n London, England directs the overall business and supports the business umits, pnmarly n
the areas of business development, legal, company secretanal, finance, hurman resources and investor relations

Orthopaedics
Overview
Orthopaedics compnses reconstruction, trauma and clinical therapies produicts

The Orthopaedics business 1s managed worldwide from Memphis, Tennessee, the site of its main development
and manufactunng facility, with a European headquarters in Baar, Switzerland Products are also manufactured at
smaller faciihes in Switzerland, Germany, and the UK as well as by third-party manufacturers A new facily 1s
being constructed in Beping, China

Products

Orthopaedic reconstruction implants nclude hip, knee and shoulder joints as well as ancillary products such as
bone cement and mixing systems used in cemented reconstruction Joint surgery Orthopaedic trauma fixahon
products consist of internal and external dewvices and other products, including shoulder fixation and
orthobiotogical matenals used in the stabilisation of severe fractures and deformity correction procedures Climcal
therapies products are those that are applied in an orthopaedic office or clinical setting and tnclude bone growth
stimulation, joint fluid therapies and outpatient pain management products

Knee !mplant Systems — The Orthopaedics business offers a range of products for specialised knee
procedures The LEGION/GENESIS il Total Knee Systems Is a comprehensive system designed to allow surgeons
to address a wide range of knee procedures from pnmary to rewision The JOURNEY Active Knee Soluhons, a
farnily of advanced, custormised producls designed to treat early to mid-stage ostecarthntis patienls, provides
more normal feeling and motion through bone ligament preservation and anatomic replication Other knee
systems include the PLUS Solution Knee Family and PROFIX Knee

Hip Implant Systems — The Orthopaedics business offers a broad range of hup replacement systems The
recently introduced R3 Acetabular System includes a modular acetabular cup that provides the widest vanety of
advanced beanngs avallable with a single system The BIRMINGHAM HIP Resurfacing System Is the market
leading system for hip resurfacing, a less-invasive, bone conserving approach, which utilises proven low wear
metal-on-metal beanng surface technology Other hip systems include the SYNERGY Hip System, ANTHOLOGY
Hip System and the SL-PLUS Hip Family System

Beanng surfaces — The Orthopaedics business utilises a range of beanng surfaces n Ils implant systems,
including 1ts propnetary OXINIUM Technology Oxidised zircomum, branded OXINIUM, combines the enhanced
wear resistance of a ceramic beanng with the supenor durabibty of a metallc beanng When combined with
tughly cross-iinked polyethylene ("XLPE”) it results in our industry leading VERILAST Technology
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Trauma and Shoulder Implant Systems — The pnnaipal internal fixation products are the TRIGEN Intramedullary
Naiing system, the TRIGEN INTERTAN Intertrochantenc Antegrade nails for hip fractures and the PERI-LOC
Penarticular Locked Plating systermn which offers a comprehensive family of upper and lower extremity plate and
screw products

For external fixaton and bmb restoration, Orthopaedics offers the leading TAYLOR SPATIAL FRAME Circular
Fixahion System and JET-X Unilateral Fixator

The PROMOS Modular Shoulder System offers a range of solutions for shoulder arthniis and upper extrermity
fractures

Chimcal therapies — The pnncipal climcal therapies products offered include the EXOGEN Ultrasound Bone
Healing System which utilises low-intensity ultrasound to accelerate the healing of fresh fractures DUROLANE
Joint Fuid Therapy and SUPARTZ Joint fluid Therapy are non-surgical, non-pharmacological pain-relieving
therapy for osteoarthnhs of the knee that acts bke a lubncant and shock absorber in healthy joints

Strategy
The overall wiston of the Orthopaedics business 1s to improve people’s lives by repainng and healing the human
body The strategy to achieve this1s summansed below

Orthopaedics 1s committed to being cusiomer-led by focusing on product innovation, sales support and surgeon
education The aim of the Orthopaedics business 1s to continue to develop innovative, world class products and
technologies to meet the growing demands of patients and hospitals for tougher, longer-lasting orthopaedic
implants, and trauma products that improve quality and time to heal, as well as enhancing economic value for its
custamers Smith & Nephew’s leading innovations make 1ts preducts suttable for younger, more active patients, a
markel believed to be growing at twice the overall market rate It will prowde surgeons and healthcare providers
global sales excellence and comprehensive climcal education and training support The KLEOS medical education
platform, which includes the world's top orthopaedic surgeons and thought leaders, offers a wide range of
tallered educational ophons

The Orthopaedics business efficiency programmes, encompass &fforts to leverage inkrastructure through better
shanng of information technology and procurement resources, creating mare efficient sales and markehng teams,
developing lower-cost instrumentation, reducing the costs of sourcing and manufactunng and uhlising assets,
such as inventory and capital equipment, more efficiently

The Emerging Markets, such as China, have been identified as an important area for further investment to dnve
long-term growth In these Emerging Markets, the Orthopaedics business expects to continue to develop and
introduce products tallored to local needs, as well as to expand its infrastructure, including manufactunng
faciities, distnbukion hubs and training and service centres The Orthopaedics business 1s also expanding into
fast-growing adjacent markets, including alternative therapies and biologics for pain management and fracture
healing The Group intends to further penetrate these markets by expanding its sales ferce internationally

The Orthopaedics business aligns its organisation and develops its talent for consistent execuhon on the Group's
plans Compensation for executives, managers and staff are carefully aligned to the execution of their objectives

New Products

In 2009, the Orthopaedics business continued its global commercialisation of the industry leading R3 acetabular
systen, which provides the surgeon with four beanng systems OXINIUM, XLPE, metal, and ceramic In a single
cup system The BIRMINGHAM Mid-Head Resection resurfacing system was launched in intemational markets
extending the proven advantages of the BHR system to patients with a grealer degree of avascular necrosis

The Orthopaedics business also introduced its VISIONAIRE Patient-Matched Instrumentation, a key new
technology platform of patient-matched cutting blocks for tofal knee procedures With VISIONAIRE, the patient's
MRl and X-rays are used to create custormsed cutting blocks that allow the surgeon to achieve optimal
mechanical axis alignment as well as 1o save fime and instruments in the operating room

Trauma completed development of the TRIGEN SURESHOT Distal Targehng System for intramedullary Nailing,
designed to simplfy intramedullary nailing Targeting time 1s reduced by over 50%, reducing surgery time and
fluoroscopic X-ray exposure




Regulatory Approvals

in 2009, several significant regulatory approvals were obtained around the globe In Japan, the TRIGEN META-
NAIL system and the INTERTAN Nail system were approved providing significant enhancements fo our trauma
portfolio In Europe, approval was obtained for the MIS Hip stem, and the MDF revision hip stem Additionally,
up-classification approvals were oblained for our Total Knee Arthroplasty and Total Hip Arthroplasty systems

In the US, the Orthopaedics business received 510(k) clearance from the FDA for kinemahcs claims for the
JOURNEY BCS Knee System companng its kinematic pattems o those of a normal knee Additonally, 20
addonal approvals and clearances were obtained around the globe, induding amongst others BHR instrument
upgrades, R3 Aatabular system additions, VLP FOOT Plating Screw System and Accessones, the JOURNEY Selecl
Knee Systern and LEGION Porous Plus HA pnmary Femoral Components

Market and Competition

Smith & Nephew estimates thal the worldwide orthopaedic market, excluding clinical therapies, served by the
Group grew by approximately 5% in 2009 and s currently worth approximately $16 8 bilion per annum
worldwide Management believes that the Smilh & Nephew Orthopaedics business holds an 11% share of this
market by value Pnncipal globat compentors in orthopaedics are Zimmer, Stryker, DePuy/iohnson & Johnson,
Synthes and Biomet

In 2009, weaker economic conditions warldwide created several challenges for the overall orthopaedic market,
including increased deferrals of joint replacement procedures, heightened pncing pressures and significant
dechnes 1n capital equipment expenditures at hospitals These faclors reduced the overall growth of the
worldwide orthopaedic markel and may continue to impact growth in the future Addenally, proposed
healthcare reform legislation may adversely impact the US orthopaedic market, which compnses a significant
porton of our sales However, over the longer-term, several catalysts are expected to continue to dnve
sustainable growth in orthopaedic device sales, including the growing, ageing population, nsing rates of
co-mortidities such as obesity and diabetes, and technology improvements allowing surgeons to Ireat younger,
more active patients, and the increasing strength of the demand for healthcare in Emerging Markets

Management estimates that the worldwide market for chnical therapies increased by 7% in 2009 and is currently
worth more than $1 5 billion per annum Smith & Nephew's pnmary market for chimcal therapies 1s 1in the US In
the US long bone stimulation market management estimates Smith & Nephew's share to be 40% Pnncipal
compehtors are Biomet, DJ Ortho and Orthofix In the US joint fluid therapies market, management estimates that
Smith & Nephew mamntains a share of 17% The pnncipal competitors are Genzyme, Sanch Aventis, DePuy/
Johnson & Johnson and Fernng Pharmaceuticals

Endoscopy

Overview

Smith & Nephew's Endoscopy business develops and commercialises endoscopic imimmally invasive surgery)
techniques, educational programmes and value-added services for surgeons to treat and repair soft hissue and
articulating joints The business focuses on the arthroscopy sector of the endoscopy market Arthroscopy 1s the
minimally invasive surgery of joints, tn particutar the knee, shoulder and hip

Endoscopy 15 headquartered 1n Andover, Massachusetts and manufactunng facihes are currently located in
Mansfield, Massachusetts, and Oklahoma City, Oklahoma Major service centres are located 1n the US, the UK,
Germany, Japan and Australia

Products

The Endoscopy business offers surgeons endoscopic technologres for surgery of the joints and ligaments repanr,
including specialsed devices and fixahion systems to reparr damaged tissue, Ruid management equipment for
surgical access, digital cameras, digital image capture, scopes, light sources and monitors lo assist with
visuahisation, and radiofrequency wands, electromechanical and mechanical blades, and hand instruments for
resecting damaged tissue

Key products in repair are FAST-FIX for meniscal repair, ENDOBUTTON for cruciate fixation, and the FOOTPRINT
Suture Anchor for rotator cuff reparr Key products in resection are the large range of DYONICS shaver blades,
ACUFEX handheld instruments, and a range of Radiofrequency probes The key product in Visualisafion is the
DYONICS 560 HD camera




Strategy

Smith & Nephew's sirategic intent 1s to grow the business as the leading provider of endoscopic techmques and
technologies for joint and ligament repair Management believes that the business capitalises on the growing
acceptance of endoscopy as a preferred surgical choice among physicians, pahients and payers

The business 1s customer led, and has a focus on operational efficiency, growth and alignment

To sustain growth and enhance its market position, the Endoscopy business supports its stralegy with surgeon
education programmes, globa! fellowship support imitiatives, partnerships with professional associations and
surgeon advisory boards The Emerging Markets, especially China, are expected to be a major dnver of growth in
future, and the business 1s investing funds to accelerate this growth

New Products
In 2009, Smith & Nephew continued to expand its arthroscopic sports medicine portfolio with the launch of
several new repair and resechon products

The BICEPTOR Tenodesis System offers versatilty for biceps tenodesis repairs with the option of either a fully
arthroscopic or mini-open reparr OSTEORAPTOR Suture Anchors for the shoulder are the only bioabsorbable
suture anchors to incorporate a bone mineral that 1s naturally occurmnng in the body — Hydroxyapatie ["HA”) Its
diffenng sizes give surgeons more repair options and allow themn to posttion repairs precisely where required
BIOSURE PK combines lhe advantages of the matenal PolyEtherEtherKetone (“PEEK”), which 1s strong, radtolucent,
and rewisable, with the novel screw shape of BIOSURE, which has a umque taper for ease of insertion into the
knee

The DYONICS RF System incorporates a compact generator with a family of probes for removing defects and
smoothing soft tissue dunng arthroscopic surgery, and the DYONICS Power il Control System offers soft fissue
resecion and efficent bone resection with a powerful, high-torque handpiece that can increase procedure
efficency The DYONICS BONECUTTER ELECTROBLADE Resector 1s an all-in-one dewice for subacromial
decompression procedures The BONECUTTER ELECTROBLADE Resector combines the funchons of a shaver
blade, burr and radiofrequency probe into one dewvice It simultaneously resects and coagulates soft tissue as
well as cutting bone

Recent Regulatory Approvals

Dunng 2009, the Endoscopy business obtained regulatory clearances for the following preducts in most major
markets, except lapan where the approval process is more lengthy PEEK Interference Screw, BioSure PK
Interference Screw, TwinFix Ultra PK FT Suture Anchior and Knotless Instabiity Anchor, all designed for the
reattachment of ligaments, tendons or soft tissues to bone 1n knees, shoulders or other articulating joints, and alt
made of PEEK, and vanous other arthroscopy instruments, devices and stenlisation trays

Market and Competrtion

Managemenl estimates that the global arthroscopy market in which the business pnnapally pariicipates 1s worth
more than $2 7 billon a year and has been growing between 8% and 12% annually In 2009, growth was
reduced due to due to broader economic condifions In particular, these weaker economic conditions led 1o
hospitals defernng or reducing capital equipment purchases which significantly impacted revenues from
visualisation equipment such as cameras and light sources Arthroscopy growth rates are driven by increasing
numbers of sports njunes, longer and more active lifestyles, pahient desire for mimimally invasive procedures,
innovative fechnological developments and a need for cost effectve procedures

Management believes that Smith & Nephew has a 24% share of the global arthroscopy market as at
31 December 2009 Smith & Nephew's main competitors in the global arthroscopy in 2009 were Arthrex, Mitel/
Johnson & lohnson, Stryker, Arthrocare and Linvatec/Conmed

Advanced Wound Management

Overview

Smith & Nephew's Advanced Wound Management business offers a range of products from iniial wound bed
preparation through to fult wound closure These products are targeted at chronic wounds associated with the
older population, such as pressure sores and venous leg ulcers There are also products for the treatment of
wounds such as bums and invasive surgery that impact the wader populabon
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Advanced Wound Management has its global headquarters in Hull, England and its North Amencan headquarters
In St Petersburg, Flonda The products are manufactured at facilites in Hull and Gilberdyke, England, Suzhou in
China, and also by thwd party manufacturers around the world In 2009, Advanced Wound Management
completed the closure of manufactunng n Largo, Flonda and transferred 1t to the new manufactunng facility in
Suzhou

Products

The main products within the Advanced Wound Management business are for exudate management,
predominantly the ALLEVYN brand, infection management, including the ACTICOAT brand and negative pressure
wound therapy {(“NPWT")

The ALLEVYN hydrocellular dressings range has been considerably enhanced by new versions, introduced 1n
recent years, thal management believe provide efficient flud management and an optimal moist wound
environment that promotes faster healing of the wound, reduced nsk of maceration and protection from infection

The ACTICOAT range incorporates the smallest crystallised silver used in the treatment of wounds and burns The
sitver reduces the nsk of bactenal colonisation and acts to kill micro-organisms that can cause infection and
prevent or delay healing A range of dressings combining ALLEVYN with the infection management capabilities of
silver, ALLEVYN Ag, has also been infroduced

NPWT delivers vacuum-assisted pressure to help promote healing NPWT consists of a wound dressing, a
drainage tube, and a transparent film that 1s connected to a suction device Srmith & Nephew offers the RENASYS
EZ and RENASYS GO pump systems togelher with a range of foam and gauze dressing kits

Advanced Wound Management's also has a range of other advanced products including films, such as OPSITE
and 13000, skin care Ireatments and gels

Strategy

Advanced Wound Management's strategy for the business 1s to be customer-led and nvest for growth by
focusing on high growth, high value segments, in particular those of exudale and infection management through
improved wound bed preparation, moist and active healing and penetration of the NPWT market

Further efficency improvement 1s expected to be delivered through continued focus on operational excellence
Since 2007, efficency improvements have been delivered through vanous projects including support function
consolidation, outsourcing of manufactunng to low cost suppliers, distnbution raticnabisation projects and the
commencement of manutactunng in Suzhou, China

An aligned approach across the GBU ensures our talent 1s developed and working on common objectives lo
deliver consistent execution of the Group’s plan

In December 2009, the Advanced Wound Management business acquired the manufactunng assets of Nucryst
Pharmaceuticals which exdusively bcenses and manufactures our range of ACTICOAT products, using its
nanocrystalline silver technology, SILCRYST Under this agreement, the Group acquired the manufactunng assets
from Nucryst's current operations in Canada and intellectual property nghts relating to the nanocrystalline silver
technology used in the manufacture of the ACTICOAT product range Nucryst has manufactured ACTICOAT
products for Smith & Nephew since the Group acquired certain product nghts in 2001 We expect this acquisition
to deliver operational efficiencies

New Products
Management estimates that lhe NPWT market is worth $1 5 bihon 1n annual revenue We have launched a range
of products which enhance wound healing using negative pressure

Duning 2009, the ALLEVYN hydrocellular dressings range was exiended further with the development of
anhmicrobial vanants that include soft gel adhesives This new range of dressings has the efficient fluid
management of the existing ALLEVYN dressings and rapid, sustained antimicrobial achon, whilst improving
comfort and reducing pain on dressing removal for the pahent

The ACTICOAT range was enhanced dunng 2009 wath the launch of additional ACTICOAT Flex dressings, a
conformable range of dressings designed to treat wounds in awkward anatomical areas with improved patient
comfort dunng use A range of dressings specifically designed for use In Orthopaedic Exlernal Fixafion
procedures was atso launched




Recent Regulatory Approvals

Dunng 2009, Advanced Wound Management secured approvals for ACTICOAT Flex 7 and ACTICOAT Flex 3, in
the EU and the USA New versions of ALLEVYN Gentle and ALLEVYN Gentle Border were also approved in the £U
and the USA, with the addihon of silver to these vanants and a new heel vanani was also added to the ALLEVYN
Gentle Border range

In Japan, there were eighl approvals including new product approvals for CADEX Dressing, ALLEVYN Gentle
Border and the latest product vanants for ALLEVYN Adhesive and Non-Adhesive ALLEVYN products are sold
under the HYDROSITE trade name 1n Japan

Market and Competition

Management estimates that the sales value of the advanced wound management market worldwide was
$5 0 bilion in 2009, an underlying increase of 4% from 2008 Dunng 2009, the market growth rate slowed slightly
due to the weaker economic condiions Growth 1s dniven by an ageing population and by a steady advance in
technology and preducts that are more clirucally efficient and cost effechve than their conventional counterparts
Management believes that the market will continue the trend towards advanced wound products with its ability to
accelerate heating rates, reduce hospital stay times and cut the cost of chnician and nursing tme as well as
aftercare in the home

Management estimates that Smith & Nephew had a 16% share of the advanced wound management market as

at 31 December 2009 Woridwide competitors In advanced wound management in 2009 include Kinetic
Concepts, who are active exclusively in the NPWT segment, Convatec, Molnlycke and Systagemix
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OPERATING ACTIVITIES
SALES, MARKETING AND DISTRIBUTION

Smith & Nephew's customers are the vanous providers of medical and surgical services worldwide In certamn
parts of the world, including the UK, much of Continental Europe, Canada and Japan, these are largely
government organisations funded by tax revenues In the US, the Group’s major customers are public and pnvate
hospitals, which receive revenue from pnvate health insurance and government reimbursement programmes In
the US, Medicare 1s the major source of reimbursement for knee and hip reconstruction procedures and for
wound healing treatment regimes

Competition exists among healthcare providers to gain patients on the basts of qually, service and price
Providers are under pressure to reduce the total cost of healthcare delvery There has been some consolidation
in the Group’s customer base, as well as amongst the Group’s compeftors, and these trends are expected 1o
continue in the long term Smith & Nephew competes against both specialised and multinational corporations,
inctuding those with greater finanaial, marketing and other resources

The Group's customers reflect the wide range of disinbufion channels, purchasing agents and buying entihes in
over 90 countnes worldwide The largest single customers worldwide are the National Health Service in the UK
and HealthTrust in the US These represented 6% and 6% respectively of the Group's worldwide revenue in 2009

In the US, the Group’s products are marketed directly to doctors, hospitals and cther healthcare faciihes with
each business unit operating a separate specialised sales force The US sales forces consist of a mixture of
independent commmissioned sales agents and direct employees The independent agents are contractually nol
permitted to sell products that compete with Smith & Nephew's Orthopaedics and Endoscopy products are
prinaipally shipped and invoiced directly to the ulimate customer Advanced Wound Management products are
marketed directly 1o the ulimate custorner The products are shipped and invoiced to a number of wholesale
distnbutors In most other direct markets, the business units typically manage employee sales forces direcily, and
also ship and invoice products both directly to the ultimate customer and to wholesale distnbutors

The Emerging Markets unit compnses direct selling and marketing operations directly and through disinbutors 1n
India, China, Hong Kong, South Korea, Malaysia, Singapore, Thailand, the United Arab Emirates, South Afnca,
Mexico and Puerto Rico In these markets, Orihopaedics and Endoscopy frequently share sales resources The
Advanced Wound Management sales force may be separate where 1t calls on different customers In other
countries, Smith & Nephew typically sells to third party distnbutors which market the Group's products locally
These other countries are also managed by the Emerging Markets umt, with some exceptions

The Group operates a number of central distribution faciites in the key geographical areas in which it operates
Orthopaedics and Endoscopy operate a faciity 1n Baar, Switzerland which acts as the main holding and
consolidation point for markets 1n Europe Hubs serving the US are located in Memphis for Orthopaedics and
Oklahoma for Endoscopy Products are shipped to Group companies who hold small amounts of inventory locally
for immediate or urgent customer requirements Advanced Wound Management distnbution hubs include
Netnlirchen, Germany, Nottingham, UK, and Atlanta, US

SEASONALITY

Smith & Nephew's revenues are generally at their highest 1n the fourth quarter of any year This 1s caused by the
relahvely high number of acaidents and sports injunes which occur in the North Amencan and European autumn
and winter seasons which increase revenues of orthopaedic trauma and endoscopy products Orthopaedic
reconstruchon revenues are lower in the third quarter due to fewer elective surgenes in the summer and higher in
the fourth quarter as elective surgenes increase

MANUFACTURE AND SUPPLY

The Group has a central Global Operations function which 1s mplementing Lean manufactunng through the
factones and the supply chain to sustain and improve the high levels of quality, service and efficiency Core
competencies include matenals technology, high precision machining in Orthopaedics and Endoscopy, and high-
volume, automated manufactunng in Advanced Wound Management
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Each business umt purchases raw matenals, components, firushed products and packaging matenals from
certain key supplers These pnncipally include metal forgings and stampings for Orthopaedics, optical and
electronic sub-components and fimshed goods for Endoscopy, active ingredients and finished goods for
Advanced Wound Management and packaging matenals across all businesses Supplers are selected, and
contracts negotiated, by a centrabised Group procurement team wherever possible, to ensure value for money
based on the total spending across the Group

The Group outsources manufactunng where necessary to obtain specialised expertise or where it 1s possible to
gain lower cost without nsk to inteflectual property Suppliers of outsourced products and semvices are selected
based on therr abilty lo deliver products and services to specification, and establish and maintain a quabty
system Suppliers are traned and are monitored through on-site assessments and performance audits that
include quality, service and delivery Finished goods purchased for resale include SUPARTZ joint and DUROLANE
flid therapy products in the Orthopaedics business and screen displays, optical and electncal devices in the
Endoscopy business Dunng the year, Smith & Nephew purchased the supplier of ACTICOAT 1n Advanced
Wound Management

PROPERTY, PLANT AND EQUIPMENT

Approximate area

{Square feet 000's)
Group head office in London, England 15
Group research facility 1n York, England 88
Orthopaedics headguarters and manufactunng faciiies in Memphis, Tennessee 770
Orthopaedics distnbution facility in Memphis, Tennessee 210
Orthopaedics manufactunng facility in Aarau, Switzerland 77
Orthopaedics manufactunng facility in Being, China 21
Orthopaedics manufactunng facility in Beijing, China [currently under censtruction) 192
Orthopaedics manufactunng and warehouse faciity 1n Warwick, England 90
Orthopaedics manufacturing and warehouse facility in Tuttlingen, Germany 103
Orthopaedics and Endoscopy distnbution facility and Orthopaedics European headquarters
n Baar, Switzerland 63
Endoscopy headgquariers in Andover, Massachusetts 112
Endoscopy manufactunng faciity in Mansfield, Massachuselts 98
Endoscopy manufactunng and distnbution facllity in Oklahoma City, Oklahoma 150
Advanced Wound Management headquarters and manufactunng facility in Hull, England 439
Advanced Wound Management manufacturing facility in Gilberdyke, England 41
Advanced Wound Management manufactunng facility in Suzhou, China 128
Advanced Wound Management manufactunng facility in Largo, Flonda (i 135
Advanced Wound Management manufactunng facility in Alberia, Canada 76
Advanced Wound Management US headquarters in 5t Petersburg, Flonda 40
Biologics/ Global Operations headquarters in Dutham, North Carolina 27

{il As announced n 2008, the Largo facility was closed dunng 2009

The Group Global Operations strategy includes ongoing assessment of the optimal facility footpnnt Orthopaedics
headquarters and manufactunng facilities in Memphus, the faclites in Aarau and the Advanced Wound
Management facitiies in Hull and Gilberdyke are freehold while other pnncipal locations are leasehold The
Group has freehold and leasehold interests in real estate in other countnes throughout the world, but no other 1s
indwdually sigmificant to the Group Where required, the appropnate governmental authonties have approved the
faciittes In 2009, Crthopaedics relocated the European headquarters from Rotkreuz to Baar, Switzerland In
addition, the old Memphis distnbution facility was relocated to a new facility in Memphis, purchased in 2008 The
lease on the old site subsequently expired In December 2009, Advanced Wound Management purchased the
ACTICOAT manufactunng facility in Canada {leasehold)

The Group closed the Largo manufactunng faciity in 2009 and outsourced or relocated its manufacturing output
The Advanced Wound Management business purchased land in Suzhou, China and has completed the build of a
new factory which 15 now shipping wound management products on a globat basis The Orthopaedics business




has purchased land near Beying, China, and construction of the new facility 1s expected to be complete in 2010
it will supply implants 1o the local market and orthopaedic nstruments for export

RESEARCH AND DEVELOPMENT

Dunng 2009, the Group appointed a Chief Saience Officer His role 1s to seek new products that yield the greatest
return for patients, healthcare professionals, shareholders and other stakeholders in the Group As the senior
scientific figure in the Group, he will play a cntical role n bullding the Group's Innovation and research and
development capability, developing and executing the scientfic strategy and developing the Group's
relationships wth key opinion leaders

The business units each manage a portfolio of shorl and long-term product development projects designed to
meet the future needs of their customers and continue to provide growth opportunities for their businesses The
Group's research and development s directed towards all three operating segments Expenditure on research
and development amounted to $155m in 2009 (2008 — $152m, 2007 — $142m), representing approximatetly
4% of Group revenue (2008 — 4%, 2007 — 4%)

The Group continues to invest In future technology opportuniies for cimeal needs identified from across the
Smith & Nephew businesses During 2009, the Group opened a new facility in Durham, North Carolina, focusing
on development of advanced, locally delivered biological therapies to promote healing and pain relief The
Group’s pnnaipal research facility located in York, England 1s now managed 1n conjunction with the Durham facility
to provide research programmes that seek to underpin the longer-term technology requirements for s
businesses and to provide a flow of innovative products In-house research is supplemented by work performed
by academic instituhons and other external research organisations in Europe, Amenca and Asia

Product development 1s carned out at the Group’s principal locations, nolably in Memphis, Tennessee and Aarau,
Switzerland [Orthopaedics), Mansfield, Massachusetts (Endoscopy! and Hull, England {Advanced Wound
Management)

INTELLECTUAL PROPERTY

Smith & Nephew has a policy of protecting, with patents, the results of research and development camed out by
the Group Patents have been obtaned in a wide range of fields, including orfhopaedic reconstruction and
trauma, clinical therapies, endoscopy and advanced wound management Patent protechon for Group products 1s
sought routinely in the Group’s principal markets Currently, the Group’s patent portfolio stands at over 3,800
patents in force and patent applications pending

Smith & Nephew also has a policy of protecting the Group's products by registenng trademarks under local laws
of markets in which such products are sold The Group vigorously protects its trademarks against infnngement
Currenily, the Group’s trademark portfolio consists of over 3,900 trademarks, trademark applications and design
nghis

Smith & Nephew's goal 1s to provide a collection of intellectual property, which may include patents, trade secrets
and licenses, for each major product that reduces the nsk associated wath failure of any individual piece of
intellectual property Most individual pieces of intellectual property protect a relatively small proportion of the
Group's annual revenue As a result, the Group tnes fo ensure that its overall business is not sensitive to the loss
{however caused) of any single ptece of intellectual property

In addition to protecting its market position by filing and enforcing patents and trademarks, Smith & Nephew may
oppose third party patents and trademark filngs where appropnate in those areas that might conflict wath the
Group's business interests

In the ordinary course of its business, the Group enters into a number of hcensing arrangements wath respect to

its products None of these arrangements indwidually I1s considered matenal to the current operahons and the
fnanaal results of the Group
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REGULATION

The international medical device industry 1s highly regulated Regulalory requirements are a major factor in
determining whether substances and materals can be developed into marketable producis and the amount of
time and expense that should be allotted to such development

Nathonal regulatory authonties administer and enforce a complex senes of laws and regulations that govem the
testing, approval, manufacture, labeling, marketing and sale of healthcare products They also review data
supporling the safety and efficacy of such products Of particular importance 15 the requirement in many
countnes that products be authonsed ar registered prior to manufacture, marketng or sale and that such
authonsation or registration be subsequently mantained The major regulatory agencies for Smith & Nephew's
products are the Food and Drug Admiustration (‘FDA") in the US, the Medicines and Healthcare products
Regulatory Agency in the UK, the Ministry of Health, Labour and Welfare in Japan and the Slate Food and Drug
Administration in China Payment for many medical device products 1s governed by reimbursement tanff agencies
in each indvidual country

The trend in recent years continues to be towards regulation and higher standards of techmical appraisal In the
US, many of the Group’s products are brought to market following pre-market notfication to the FDA under
Section 510k} of the Food, Drug and Cosmetic Act, with a request that FDA clear the product as beng
substantally equivalent in terms of safety and effectiveness to a previously approved device The FDA 1s
considening changes in the 510(k) clearance process that could delay or increase the cost of clearance 1n some
arcumstances, Including requinng clearance for more minor modifications or requinng addiional clinical studies
following clearance Regulatory requirements may also entail lengthy inspections for comphance with appropnate
standards, including those relating to good manufactunng practices All significant facibties within the Group are
subject to regular internal audit for medical device regulatory compliance with national and Group standards and
policies

Management believes that the Group's cperations currently comply in all matenal respects with applicable
environmental laws and regulations Although the Group continues to make capital expenditures for
environmental compliance, 1t 1s not currently aware of any significant expenditure that would be required as a
result of such laws and regulations that would have a matenal adverse impact upon the Group's financial
condihion
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THE BUSINESS AND THE COMMUNITY
CORPORATE AND SOCIAL RESPONSIBILITY

Approach

Smith & Nephew recognises that companies have a wide respensibility to the community, the environment and
the quality of life enjoyed by society at large As a leader in its markets, Smith & Nephew believes it should also
be a leader n setting and meeting standards of sustainable development The Group monitors progress and
views sustainable development as an integral part of the way the Group does business

Smith & Nephew's approach to sustainability 1s governed by the policies and principles it has developed to cover
four key areas of corporate and social responsibility, namely corporale governance and business integnity,
health, safety and environment, social responsibitity and economic contnbution These policies and pnnaiples are
avallable at www smith-nephew com

The Group has published a Sustainability Report, annually, since 2001 The tenth Sustamability Report, which
gives detailed information on the achons and performance in the four key reporting areas dunng the last year, 1s
expected to be published on the Group's website dunng May 2010 at www smith-nephew com

Smith & Nephew's progress 1s measured by leading organisations that assess sustainable development In
2009, the Group was agan included 1n the Dow Jones Sustanabibty Index (“DJSI") and 15 @ member of
FTSE4Good

Corporate Governance and Business Integnty

See the ‘Corporate Governance Statement’ section on pages 47 to 59 for a discussion of Smith & Nephew's
governance structures and procedures, which include the pnncipat duties and actions durning the year of the
‘Ethics and Compliance Committee' as well as detarls of the Group’s ‘Code of Conduct and ‘Code of Ethics for
Senior Financial Officers’

Health, Safety and Environment Management
The Group's health, safety and environmental {*"HSE") commitment s to

» give due regard lo the effects of its operations on the environment and community to create a sustainable
business,

« provide and maintain a safe and healthy work environment for employees, contractors and wisitors,
*  require each of the Group’s businesses to achieve the HSE slandards speafied by the policy,

e seek to improve HSE performance through continuous evaluation and development of measures to controt
nsk, conserve resources and minimise waste, and

» recognise, promote and reinforce the responsibility of employees, contractors and visitors to work safely and
follow procedures
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The Group's manufactunng processes are relatively low in environmental impact Particular emphasis 1s placed
on the control of energy, and waste in manufactunng and research and development Improvement targets are
set and performance i1s measured against these largets The Group's key environmental measurements over the
last five years are as follows

2009 targel 2009 actual Change over

2009 actual change change last 5 years
Energy Consumption 156 8 GWh None I} +6% -13%
Non-hazardous wasie 4,456 tonnes None [u) +1 6% -27%
Total waste 6,792 tonnes -20% -05% -10%
Lost kme accidents inaident rate (m) 057 -5% +23% -5%
OSHA recordable incident rate (vl 120 -5% -3% -37%

(il  There was no Group target for energy reduction Each site prepares its own programme to achieve a saving

f  There was no target for the reduction of non-hazardous waste The Group target was for a 20% reduction in fotal waste

(m} Lost ime Acodent Frequency Rate s measured as the number of accidents resulting in the loss of a day or more per 200 000 hours
worked

tivi Occupational Safety & Health Administration (FOSHA" definition measured as the number of inaidents resulting v lost ime, medical
treatment {other than simple first aid), or moadification to the persons work, per 200,000 hours warked

In the 2009 Sustainabibty Report, Smith & Nephew published targets for the above environmental measurements
for the third year These targets were based on figures normalised for changes in production levels {using 2009
as the base year) rather than the absolute figures This ensures any impact ansing from changes in production 15
taken into account The performance against the published targets 1s as follows

*  Energy consumption increased by 6%, pnmanly because of an expansion in warehousing and distnbution
within Orthopaedics Endoscopy showed a 15% reduchon in energy consumption when normahised for
producton The start up of a new factory in Suzhou, China and the stock build up 1n Largo, Flonda from 2008
to enable the transfer of production 1o Suzhou, meant that energy consumption 1n Advanced Wound
Management increased by 3% when normalised for production

e  The Group's carbon emissions are calculated from its energy consumption The Group's emisston of carbon
dioxide was 74,090 tonnes 1n 2009 Carbon emisstons depend on the mix of energy consumed and, in the
case of electricity consumption, the emission factor of the local prowider It includes both direct emissions
from the combuston of fossil fuels on sites and secondary emissions from the generation by utibly
companies of the electncity consumed Changes in the site of manufacture and the rix of fuel meant that
carbon emissions remained static despite an increase in energy consumphon

»  There were 4,456 tonnes of nen hazardous waste in 2009, representing an increase of 1 6% An increase n
waste within Endoscopy and Orthopaedics resulted from building and development work, and the closure of
the Endoscopy site 1In San Antonio, US This increase was off-set by progress in reducing waste and
improving recychng within Advanced Wound Management which led fo an actual decrease in Group waste
of 3% In absolute terms However, when normabsed for production, Group non-hazardous waste rose by
16%

* There were 517 tonnes of hazardous waste in 2009, representing an ncrease of 8 3% The Crthopaedics
site at Aarau, Switzerland and the Endoscopy site at Mansheld, US showed the largest increases as they
disposed of cuthng fiuids The Orthopaedics sites at Aarau and Warwick, UK are the Group's largest
producers of hazardous waste Both manufactured fewer goods n 2009, which impact the figures when
normalsed for production Consequentially, Group hazardous waste normalised for produchen rose by 50%

*  Exploration of new recycling options within Advanced Wound Management proved very successful and their
percentage of waste recycled rose from 29% to 44%, giving nse to an increase in the Group's recycling from
30% to 32%

s There was a total (hazardous, non-hazardous, and recycled waste combined) of 6,792 tonnes of waste This
represents a fall of 6% in absolute terms, wirtually unchanged when normatised for production

¢ The Group's lost itme acadent frequency rate rose from 047 to 0 57, prnaipally due 1o an increase at the
Advanced Wound Management site at Hull, UK, as well as country speafic naidents In the case of Hull, the
total number of lost time acadents rose from three fo six However, an independent health and safety audit
in Octaber 2009 gave the site a 93% rating and found no senous defects The increase 1s nol, therefore,
thought to reflect any underlying detencration in performance The nse In counfry speafic incidents was
dniven by Spain, which reported seven lost tme accaidents, and South Afnca, which reported four

A full analysis of these measurements and key health and safety performance measures will be included 1n the
2010 Sustainabibty Report
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Business Partners

Smith & Nephew 1s commilted to establishing mutually beneficial relationships with 1ts suppliers, customers and
business partners The Group seeks o work only with partners whom it bebeves adhere to principles and healih,
safety, socal and environmental standards consistent with that of the Group Additional work conbinues each
year to improve the momitonng of supplier slandards for service quality and activities relevant to their corporate
responsibility Addihonal focus on supplier standards has been implernented in the manufactunng area to ensure
Smith & Nephew's high standards are maintained throughout

Social responsibility

Employees

The Human Resources (*HR") Policy Framework introduced in 2006 continues to provide a framewark of key HR
pelicies, values, behaviours and management principles that provide the structure within which the business
units and Global functions plan and deliver successful results There 1s also an HR strategy which prowides
direction on how the Group intends to attract, retain and develop the nght talent to meet the business needs and
create a culture that 1s aligned to Smith & Nephew values and deliver the Group’s long term strategic plans

The Greup's employment policies are based on equality of cpportunity regardless of colour, creed, race, national
ongin, sex, age, manial status, sexual onentation, mental or physical disability unrelated to the ability of the
person to perform the essential functons of the job

Smith & Nephew 1s committed to providing a healthy and safe working environment and operates a set of policies
that ensure flexible, family-fnendly practices and non-discnmination it aims to prowde an open environment
based on constructive relahonships and regular and tmely dissemination of Group information and encourages
feedback and ideas An employee global opimon survey 1s conducted every two years and used as a calalyst for
impravements and plans with all employees and representative bodies

The 2008 Global Opinion Survey was completed lowards the end of 2008 and the results reported to employees
n early 2009 Across the Group, the response rate was good with nearly 6,500 employees taking the survey
Overall, the results were positive and indicated continued high levels of employee engagement with the values
and direction of the Group The feedback identified several areas where the Group needed to improve, including
the alignment and enhancement of systems and processes to enable better execution of plans and greater
wistbility of results Dunng 2009, the Group has werked dibigently to address the 1ssues raised by employees and
reinforce the positive aspects of the feedback received

Other employee engagement indicators
In 2009, the Group continued to assess indicators of employee engagement These measurements are a useful
monitonng too! and alert mechanism for action as well as giving trend indicators of improved performance

The dala below relates to the Group's US and UK population [approximately 60% of the total employees) as these
regions have the mosl established and robust data collection processes in place

¢ Positions filled by ntemal candidates through promotions — This measure 1s an indicator of how well
the Group believes it 1s developing its employees and the success of the Group's intemal recruitment policy
In 2009, the percentage of vacancies filled by internal applicants averaged 32% The tofal for
non-management positions was 29% and for management positions was 51% The Group target for all
employees 1s 40%, {including management positions] which management believes 15 challenging but
achievable The Group has a policy of open adverhsing and prowiding opportunities for exising employees
wherever possible, while recogmising the need to bnng 0 new ideas and approaches that external
recruitment bnngs

¢ Labour tumover — The Group measures vanous labour lurnover rates The average voluntary labour
tumnover rate dunng 2009 was 6 5%, a decrease from the 2008 equivalent rate of 9% The average
involuntary labour turnover rale was 10 7%, which management believe 1s indicative of the Group’s
continuing programme of efficency improvements This 1s allied to continued investment in new markets and
skills An indicator of this Is that the Group's headcount remained broadly unchanged on the pner year In
addition, the Group measures labour turnover relating speofically to employees who have been with the
business less than two years This measure 1s an indicahon of how well the Group recruts and then retains
its employees so that they can make a contnbution to the business The average voluntary tumover for
employees leaving the Group within two years of joining was 10 1%, a decrease on the 2008 eguivalent
rates of 14% in the US and 11% in the UK
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The Group 1s committed fo providing tratning and information so that all employees can make the best
contnbution possible To ensure thal the Group continues to improve in this important area, the central global
organisational development team continued expanding thew programmes to lead talent management,
performance management and learning and development across the whole of the Group Leaming and
development programmes are used to attract, retain and develop employees These programmes are linked to
formal performance appraisal and development planning The Group operates traning programmes under the
banner of ‘Management Excellence’ These prowide the key management skills required to be successful
managers and leaders, covenng the requirements of both new and expenenced indwviduals Further programmes
were added 1n 2009 and the Group has developed a commen and camprehensive on-line learning resource for
global launch in the first quarter of 2010

Society and Community

The Group works with national and local governments and other orgamsations to meet its legal and cwvic
obligations, manage 1ts impact on the environment, and contnbute to the development of laws and regulations
that affect its business Smith & Nephew values community involvement and 1s an active member of its local
communities and supports employees who undertake commumity work

The Group's pnnaples for chantable giving are based on cntena relevant to its business, with pnonty given to
medical educaton Indvidual company sites support their local communities in a range of chantable causes
giving donations of money, gifts in kind and employee time

The Group realises that iis technologies and products do not reach everyone To address this issue, the
orthopaedics business has created a relahonship with a chantable and humanitanan organisation This tinks up
with physicians and non-profit groups engaged in medical philanthropy that recewve donations of Smith &
Nephew products through sponsorship and help from the Group’s employees The Group considers that working
in collaboration with these individuals and orgamsations increases the impact of its chantable giving

In 2009, direct donations to chantable and community actwittes totalled $1,866,000, of which $396,000 was
given to the Smith & Nephew Foundation Smith & Nephew made no political coninbutions in 2009

More examples of the programmes supported by the Group are given in the 2010 Sustanability Report

Economic Coninbution

The Group contnbutes economically in three principal ways (1) 1its financial performance brings economic benefits
to shareholders, employees, supplers, governments and local authonties, () it aims to deliver overall cosl
savings to healthcare systems by reducing the cost per episode of care, and (i) through the provision of medical
education to surgeons and nurses

Delivering overafl cost savings to healthcare systems

Smith & Nephew's innovation 1s focused on designing products, instruments and techmques which provide
chinical and cost benefits Efficiency benefits include reduced frequency of dressing changes, shorter operating
theatre tmes, reduced length of ime spent in hospital, faster recovery and reduced infection rates Examples of
such innovations that the Group has recently infreduced include

e VISIONAIRE Pahent Matched Instrumentation matenally shortens procedure time by eliminaling sizing and
alignment surgical steps

»  BIRMINGHAM HIP Resurfacing System has significant cost advantages over altemative treatments which
consist of many years of traditonal pain management followed by a fotal hip replacement, as well as giving
significant improvement in patient quality of life

¢ DYONICS BONECUTTER ELECTROBLADE Resector, which combines technologres to perform the work of three
separate resection devices, hence often resulting in shorter procedures

«  BICEPTOR Tenodesis System to re-attach the biceps tendon n the shoulder simplifies and shortens
procedure times

*  Negative Pressure Wound Therapy can significantly reduce wound healing tmes while reducing hospital
costs by permitting pahients to be discharged earlier

*  ALLEVYN Ag Genlle Border incorporates the anti-microbial protechon of silver which reduces the inaidence
of infection and hence the cost of treatment
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Medical education
The Group 1s committed to supporting surgeon, clinician and nurse training both associated directly with the
Group's products and more generally

Examples dunng 2009 include Orthopaedics continued to expand its KLEOS programme, which 1s a medical
education platform which offers serminars, fellowships, instructional videos and lterature reviews Orihopaedics
also contnbuted by prowiding grant support for research, graduate medical education fellowships and continuing
medical education through the independent Orthopaedic Research and Education Foundation Endoscopy hosted
a two-day fellowship meeting, “The Wider Scope of Arthroscopy™, that involved over 100 wisiting surgeons,
including Fellows from some of the most preshgious programmes in North Amenca In Advanced Wound
Management, much of the focus 1s on the training of nurses

In addihon, dunng 2009, the Group opened or commissioned surgeon training faciliies in Shanghai, China,
Lucerne, Switzerland, York, UK, and Memphus, US

Maore examples of the programmes supported by the Group to deliver medical educaticn are given in the 2010
Sustainabihty Report

Looking Ahead

Smith & Nephew's vision 1s to be the best in helping people regain their lves by improving and healing the
human body The Group believes that 1t can achieve this by setting and meeting ambihious performance targets,
by constant nnovation In products and senvices and by eaming the trust of its stakeholders In all its business
actvities, the dnve towards sustainability s an ongoing process and Smith & Nephew 15 commiited to
maintaining a consistent effort fo 1mprove

EMPLOYEES

The average number of full-ime equivalent employees 1n 2009 was 9,764, of whom 1,639 were located In the
UK, 4,131 were located in the US and 3,994 were located in other countnes The Group does not employ a
significant number of temporary employees

The average number of employees for the past three years by business segment

2009 2008 2007
Orthopaedics 4,853 4,840 4,405
Endoscopy 1,888 1,849 1,798
Advanced Wound Management 3,023 3,068 2,987
9,764 9,757 9,190

Where the Group has collective bargaining arrangements 1n place with labour unions, these reflect local market
arcumstances

smith & Nephew operates share option plans that are avalable to the majonty of employees tfor further
information see Note 26 of the Notes to the Group Accounts) The Group has no share plans in which shares
have nghts with regard to control of the Company that are not exeraisable directly by employees




RISK
RISK FACTORS

There are nsks and uncertainties related to Smith & Nephew's business The factors listed below could cause the
Group’s financial condition or restiis of operations to differ matenally from expected and histoncal levels Factors
not listed here, that Smith & Nephew cannot presently identify or does nol believe to be equally significant, could
also adversely affect Smith & Nephew's business

Currency Fluctuations

The Group uses the US Dollar as its reporting currency and the US Dollar 1s the functional currency of Smith &
Nephew plc (n 2009, 44% (2008 — 44%) of Group revenue arose in the US, 27% (2008 — 28%) in Continental
Europe, 21% (2008 — 20%) n Afnca, Asia, Austraba, Canada, New Zealand and Latin Amenca, and 8%
(2008 — 8%) In the UK Dunng 2009, fluctuations 1n the exchange rates used to translate the financial
statements of operations outside the US nto US Dollars had the effect of decreasing Group revenue by 3%
(2008 — increasing Group revenue by 2%)

The Group's manufactunng cost base 1s situated pnncipally 1n the US, the UK and Switzerland from where
finished products are exported to the Group's seling operahons worldwade Thus, the Group 15 exposed to
fluctuations 1n exchange rates between the US Dollar, Sterling and Swiss Franc and the currencies of the Group’s
seling operations, particularly the Euro, Australian Dollar and Japanese Yen If the US Dollar, Sterling or Swiss
Franc should strengthen against the Euro, Australian Dollar and the Japanese Yen, the Group's trading margin
would be adversely affected

In 2009, the Group managed $1bn of foreign currency transactions by using forward foreign exchange coniracts,
of which the major transaction flows are from Euros into US Dollars and Sterling The Group's policy 1s for firm
commitmenis to be fully covered and forecast transactions to be covered between 50% and 90% for up to cne
year

Assuming the Group had not transacted forward foreign exchange contracts and ignonng delays in recognition of
exchange rate movemenis due to Inventory-holding penods

e |f the Euro were to have weakened on average over the year by 10% aganst all other currencies, Smith &
Nephew's profit before taxahon in 2009 would have decreased by an estimated $43m (2008 — decreased
by an estimated $45m) on account of transactional and translational movements,

+  If the US Dellar were to have weakened on average over the year by 10% against all other currencies, profit
before taxation in 2009 would have increased by an estmated $70m {2008 — increased by an estimated
$51m)

Dependence on Government and Other Funding

In most markets throughout the world, expenditure on medtcal devices 1s ultimately controlled to a large extent by
governments Funds may be made available or withdrawn from healthcare budgels depending on government
policy The Group 1s therefore largely dependent on future governmenis prowiding increased funds
commensurate with the increased demand ansing from demographic trends

Pnaing of the Group’s products 1s governed tn most major markets largely by governmenial reimbursement
authonties Inihatives sponsored by government agencies, legislative bodies and the private sector to himit the
grawth of healthcare costs, including pnce regulation, exase taxes and compeliive pncing, are ongoing in
markets where the Group has operations This control may be exercised by determining pnces for an indwidual
product or for an entire procedure The Group 1s exposed to changes in rembursement policy, tax policy and
pncing which may have an adverse impact on sales and operating profit Currently health care reform legislation
1s under consideration in the US that would impose a significant tax on medical device manufacturers There may
be an increased nsk of other adverse changes to government funding policies ansing from the detenoration in
macro-economic conditions in some of the Group’s markets

The Group must adhere to the rules laid down by government agencies that fund or regulate health care,
including extensive and complex rules in the US Failure to do so could result in fines or loss of fulure funding

World Economic Conditions
Demand for the Group’s products 1s dnven by demographic trends, including the ageing population and the
incidence of osteoporasis and obesity Supply of, use of and payment for the Group's products 1s influenced by
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world economic conditions which could place increased pressure on demand and pncing, adversely impacting
the Group's ability to deliver revenue and margin growth The conditions could favour larger, better capitalised
groups, with higher market shares and margins As a consequence, the Group’s prospenty Is linked to general
economic conditions and there 1s a nsk of detenoration of the Group's performance and finances dunng the
current macro-economic evenis

In 2009, detericrating economic conditions worldwide created several challenges for the Group, including
deferrals of joint replacement procedures, heightened pncing pressures and significant declines in capital
equipment expenditures at hospitals These factors tempered the overall growth of the Group’s global markets
and may conhnue to impact growth in the future

Stock Market Valuations

As a growth industry, medical device companies have higher stock market valuations than many other industnal
companies If market condiions change, other companies in its seclor fail to perform, or if the Group is perceived
to be performing less well than the sector, then the share pnce of the Group may be adversely affected

Pohtical Uncertainties

The Group has operations in 32 countnes Political upheaval in some of those countnes or In surrounding regions
may impact the Group's results of operations Political changes in a country could prevent the Group from
recemng remittances of profit from a member of the Group located in that country or from selling its investments
1n that country Furthermore, legislative measures in a country could result in changes in tanffs, import quotas or
taxahon that could adversely affect the Group’s turnover and operating profit Terronst activiies and ongoing
global political uncertainties could adversely impact the Group

Highly Competitive Markets

The Group's business unifs compete across a diverse range of geographic and product markels Each markel 1n
which the business units operate contain a number of different compettors, including specialised and
international corporatons Significant product innovations, technical advances or the ntensification of pnce
compehtion by compehiors could adversely affect the Group’s operating results Some of these competitors may
have greater financial, marketing and other resources than Smith & Nephew These competitors may be able to
intate technological advances In the field, deliver products on more attractive terms, more aggressively market
thear products or invest larger amounts of capital and research and development into therr businesses

There is a possibility of further consolidaton of companies, which could adversely affect the Group's abity to
compete with larger companies due to insufficient financial resources If any of the Group’s businesses were 10
lose market share or achieve lower than expected sales growth, there could be a disproportionate adverse
impact on the Group's share pnce and ifs strategic options

Competition exists among healthcare providers to gain patients on the basis of qualty, service and price There
has been some consolidation in the Group'’s customer base, as well as among the Group’s compehtors, and
these trends are expected to continue long term Increased competition and unanhcipated unanhcipated achons
by competitors or customers could lead to downward pressure on pnces and/or a dectine in market share in any
of the Group’s business areas, which would adversely affect Smith & Nephew's results of operations and hinder
its growth potental

Product Liability Claims and Loss of Reputation

The development, manufacture and sale of medical devices entail nsk of product hability claims or recalls Design
and manufacturing defects with respect to products sold by the Group or by companies 1t has acquired could
damage, or impair the reparr of, body funchons The Group may become subject to habiity, which could be
substantal, because of aclual or alleged defects in its products In addiion, product defects could lead to the
need to recall from the market existing products, which may be costly and harmiul to the Group'’s reputation

There can be no assurance that customers, particularly in the US, the Group’s largest geographical market, will
not bnng product hability or related claims that would have a matenal adverse effect on the Group’s financial
position or results of operations in the future, or that the Group will be able to resclve such dams within
nsurance ltrmits
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Regulatory Comphance in the Healthcare Industry

Business practices in the healthcare industry are subject to regulation and review by vanous government
authonties In general, the trend \n many countnies 1n which the Group does business 1s towards higher
expectations and increased enforcement achivity by governmental authonfies While the Group 1s committed to
doing business with integnty and welcomes the trend to higher standards in the healthcare industry, the Group
and other companies 1n the Industry have been subject to Investigations and other enforcement actwty that have
incurred and may continue to incur significant expense See “Legal Proceedings”

The Group has commited to ensunng the ngorous apphlication of its Comphance Programme worldwide In order
to achieve this, management has made changes to existing corporate structures and introduced additional
slandards and procedures, including safeguards with respect to the sale of Group products through distnbutors,
sales representatives and other third parties As the Group continues to enhance 1is compliance programs
globally, 1t 1s possible that operations In some reglons may be disrupted

Regulatery Approvals and Controls

The medical device industry 1s highly regulated Regulatory requirements are a major factor in determining
whether substances and matenals can be developed into marketable products and the amount of time and
expense that should be allotled to such development The Group 1s required lo comply with a wide range of
regulatory controls over the manufactunng, testing, distnbution, markehng and sale of its products, particularly in
the US, China and Europe Such controls have become increasingly demanding and costly to comply with and
management believes that this trend will continue At any fime, the Group 1s awaiing a number of regulatory
approvals which, 1f not received, could adversely affect resulls of operations Regulatory approval of new
products and new matenals I1s required In most counines n which the Group operates, although a single
approval may be obtained for all countnes wathin the European Unicn Regulatory approval of new products may
entall a lengthy process, parhicularty if matenals are employed which have not previously been used 1n similar
products In the US, the 510(k) process by which many of the Group's products are cleared for sale may be
revised in ways that could lead to delays or increased costs See “Regulation”

Failure to comply with these regulatory requirements could have a number of adverse consequences, including
withdrawal of approval to sell a product in a country, temporary closure of a manufactunng facility, fines and
potential damage to company reputation

Proprietary Rights and Patents

Due to the technological nature of medical devices, the Group 1s subject to the potental for patent infnngement
claims Smith & Nephew attempts to protect its intellectual property and regutarly opposes third party patents and
trademarks where appropnate 1n those areas that might conflict wath the Group’s business interests if Smith &
Nephew fails to enforce s intellectual property nghts successfully, its competiive position could suffer, which
could hamm its results of operations

Claims asserted by third parfies regarding infnngement of their intellectual property nghts, 1f successful, could
require the Group to expend time and sigmficant resources to pay damages, develop non-infnnging products or
to obtain licences to the products which are the subject of such litigahon, thereby affecting the Group's growth
and profitability

Conbnual Development and Introduction of New Products

The medical devices industry has a rapid rate of new product introduction In order to remain competitive, each of
the Group's business units must continue to develop innovative products that safisfy customer needs and
preferences or provide cost or other advantages Developing new products is a costly, lengthy and uncertain
process A potenhal product may not be brought to market for any number of reasons, including fallure to work
ophmally, fallure to receive regulatory approval, failure to be cost-competitive, Infingement of patents or other
intellectual property nghts and changes in consumer demand The Group’s products and technologies are also
subject to marketing attack by competitors Furthermore, new products that are developed and marketed by the
Group's competitors may affect pnce levels in the vanous markets in which the Group's business umils operate |
the Group's new products do not remain competiive wath those of compettors, the Group's sales revenue could
decline

There 1s a nsk that a major disruptive technology could be introduced into one or mare of the Group's markets
and adversely affect its abibity to achieve business plans and targets
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Manufacturing and Supply

The Group’s manufactunng production 1s concentrated at 11 main faciites in Memphis, Tennessee, Mansfield,
Massachusetts and Oklahoma City, Oklahema in the US, Hull, Warwick and Gilberdyke in the UK, Aarau in
Swatzerland, Tutfingen In Germany, Alberta in Canada and Suzhou and Beying in China If major physical
disruption took place at any of these sites, 1t would adversely affect the results of operations Physical loss and
consequential loss insurance s carned to cover such nsks but 1s subject to limiis and deductibles and may not be
sufficient to cover catastrophic loss

Management of orthopaedic inventory 1s complex, particularly forecasting and productien planning There is a nsk
that fallures 1n operational execution could lead to excess inventory or individual product shortages

Each of the business units 1s rellant on certain key suppliers of raw matenals, components, finished products and
packaging matenals These supplers must prowde the maienals and perform the activiies to the Group's
standard of quality requirements If any of these suppliers 1s unable to meet the Group's needs, compromises on
standards of qualty or substantally increases its pnces, Smith & Nephew would need lo seek alternahve
suppliers There can be no assurance that alternative suppliers would provide the necessary raw matenals on
favourable or cost-effective terms at the desired quality Consequently, the Group may be forced to pay higher
pnces fo obtain raw matenals, which it may not be able to pass on to ils customers in the form of increased
pnces for its fimshed products In addition, some of the raw matenals used may become unavailable, and there
can be no assurance that the Group will be able to obtain suitable and cost-effective substtutes Any interruphon
of supply caused by these or other factors could negatively impact Smith & Nephew's revenue and operating
profit

The Group 1s in the process of outsourcing to third parties or relocating to lower cost countnes certain of ifs
manufactunng processes As a result of these transfers, there 1s a nsk of disruphon to supply

Attracting and Relaining Key Personnel

The Group's continued development depends on ils ability to hire and refain highly skilled personnel with
particular expertise This 1s cntical, particularly 1n general management, research, new product development and
in the sales forces If Smith & Nephew 1s unable to retain key personnel In general management, research and
new product development or if 11s largest sales forces suffer disruption or upheaval, 1ts sales and operating profit
would be adversely affected Additionally, if the Group 1s unable to recrunt, hire, develop and retain a talented,
competitive workforce, it may not be able to meet s strategic business objectves

Failure to Make Successiul Acquisitions

A key elemeni of the Group's strategy for continued growth 1s to make strategic acquisitions or alliances to
complement its existing businesses Failure to identify appropnate acquisition targets or failure to integrate them
successfully would have an adverse impact on the Group's competitive position and profitabilify In addition, the
contrachon of avalable global capiial may make financing iess attainable or more expensive and could resull in
the Group falling 1n 1ts strategic aim of growth by acquisition or alliance

Other Risk Factors
The Board considers that Smith & Nephew 1s subject to a number of other nsks which are common to most global
medical technology groups and which are reviewed as part of its nsk management process

in the financial area these include interest rate volahlity, share pnce volatiity, challenges by taxahon authonties,
falures in reporting and internal financial controls and uninsured losses

Adverse events In the areas of corporate soaal responsibility could also adversely impact Group operating
results
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EXCHANGE AND INTEREST RATE RISK AND FINANCIAL INSTRUMENTS

The Board of directors of the Company has established a set of policies to manage funding, currency and interest
rate nsks Denvative financial instruments are used only to manage the finanoial nsks associated with underlying
business activihes and therr financing See Note 21 of the Notes to the Group accounts for further details of these
nsks

The Group's financial Instruments are subject to changes in fair values as a result of changes in market rates of
exchange and forward Interest rates Financial instruments entered nto to hedge sales and purchase
transactions 1n foreign currency and interest rate exposures are accounted for as hedges Changes in fair values
of these financial instruments would not affect the Group's iIncome staternent The movements 1n the fair value of
financial instruments that are not accounted for as hedges offset movements in the values of assets and habilies
and are recognised through the income statement The net impact of these changes in far value on the Group's
income statements not significant
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BUSINESS REVIEW, LIQUIDITY AND PROSPECTS

The Business Review, Liquidity and Prospects discusses the operaling and financial performance of the Group,

including the financial outlook and the financial resources of the Group, under the following headings

Business overview

2009 Year

2008 Year

Financial position, kquidity and capital resources
Legal Proceedings

Outlook and trend information

Contractual obligatons

Off-balance sheet arrangements

Related party transactions

The results for each year are compared pnmanly with the results for the preceding year
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BUSINESS OVERVIEW

Smith & Nephew's operations are organised into three pnmary business urits that operate globally
Orthopaedics, Endoscopy and Advanced Wound Management Smith & Nephew believes that is businesses
have the opportunities for strong growth due to its markets benefiting from an ageing population, an increase 1n
active lifestyles and trends toward less invasive medical procedures

Revenue by business segment as a percentage of total revenue was as follows

2009 2008 2007

% % %

Orthopaedics 57 57 55
Endoscopy 21 21 22
Advanced Wound Management 22 22 23
Total revenue 100 100 100

Revenue by geographic markel as a percentage of total revenue was as follows

2009 2008 2007

% % %

Europe (Continental Europe and Umited Kingdom| 35 36 35
United States 44 44 16
Afnca, Asta and Australia and Other Amenca 21 20 19
Total revenue 100 100 100

Underlying Growth in Revenue

“Underlying growth n revenue” 1s a non-GAAP financial measure which 1s a key performance indicator used by
the Group's management in order to compare the revenue in a given year to that of the previous year on a
like-for-like basis This 1s achieved by adjushng for the impact both of sales of products acquired n matenal
business combinations and for movements in exchange rates The Group’s management uses this non-GAAP
measure 1 Its nternal financial reporting, budgeting and planning to assess performance on both a business
segment and a consolidated Group basis

“Underlying growth in revenue” reconciles to growth in revenue reported in accordance with IFRS by making two
adjustments, the “constant currency exchange effect” and the “acquisitions effect”, descnbed below The matenal
limitation of the underlying growth in revenue measure 1s that it excludes certain factors, descnbed above, which
do ultimately have a significant impact on total revenues The Group measures the performance of local
managers using underlying growth in revenue whilst the Group's management addiionally considers GAAP
revenue each quarter and further assesses the excluded items by monitonng against infernal budget amounts

The “constant currency exchange effect” 1s a measure of the increase/decrease n revenue resulting from
currency movements on non-US Doller sales This s measured as the difference between the increase in
revenue translaied mlo US Dollars on a GAAP basis [1e current year revenue translated at the current year
average rate, prior year revenue translaled at the pnor year average rate) and the increase measured by
translating current year revenue 1nfo US Dollars using the pricr year average rate

The “acquisitions effect™ 1s the measure of the impact on revenue from newly acquired business combinations
This 1s calculated by excluding the revenue from sales of products acquired as a result of a business combination
consummated in the current year, with non-US Dollar sales translated at the pnior year average rate Additonally,
pnor year revenue Is adjusted to include a full year of revenue from the sales of products acquired in those
business combinations consummated n the previous year, calculated by adding back revenue from sales of
products in the penod pnor to the Group's ownership These sales are separately tracked 1n the Group's intemal
reporting systems and are readily idenfifiable
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Reported growth In revenue by business segment reconciles to underlying growth in 2009 as follows

Constant
currency
Reporled  exchange  Underlying
growth effect growth
% % %
Orthopaedics (1) 2 1
Endoscopy ] 2 1
Advanced Wound Management - 6 6
Total revenue i 3 2
Reported growth in revenue by business segment reconailes to underlying growth in 2008 as follows
Constant
currency
Reported exchange Acquisitons  Underlying
growth effect effect growth
% % % %
Orthopaedics 16 (2 {9 5
Endoscopy 9 m - 8
Advanced Wound Management 8 (1 - 7
Total revenue 13 {2) {5 6

Trading profit

Trading profit 1s a trend measure which presents the long-term profitability of the Group excluding the impact of
specific transactions that management considers affect the Group’s short-term profitabiity The Group presents
this measure to assist Investors In therr understanding of trends The Group has identified the following items,
where matenal, as those 1o be excluded from operating profit when amwving at trading profit acquisthon and
disposal related items including amortisation of acquisiion intangible assets and imparments, significant
restructunng events, and gains and losses resulting from legal disputes and uninsured losses

Operaling profit reconailes to trading profit n 2009 as follows

Amortisation

Restructunng of acquisition

and ntangibles

Operating  Acquisition rationalisation and
profit related costs cosls mpairments Trading profit
$ milkon $ million $ milion $ mition $ millon
Orthopaedics 410 26 26 46 508
Endoscopy 169 - 5 15 189
Advanced Wound Management 144 - 11 5 160
Tolal 723 26 42 66 857

Operafing profit reconailes to trading profit in 2008 as follows

Amorlisation

Restructunng of acquisihon

and intangbles

Operating  Acquisition rationalisahon and
profit related costs costs impawments Trading profit
$ milion $ miltion $ milion $ milion $ milbon
Orthopaedics 382 61 9 29 481
Endoscopy 146 - 4 16 166
Advanced Wound Management 102 - 21 6 129
Total 630 61 34 51 776
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Trading profit by business segment as a percentage of total trading profit was as follows

2009 2008 2007

% % %

Orthopaedics 59 62 60
Endoscopy 22 21 21
Advanced Wound Management 19 17 19
Total frading profit 100 100 100

Operating profit by business segment as a percentage of total operating profit was as follows

2009 2008 2007

% % %

Orthopaedics 57 61 49
Endoscopy 23 23 29
Advanced Wound Management 20 16 22
Total operating profit 100 100 100

fFactors Affecting Smith & Nephew's Resuits of Operations

Sales Trends

Smith & Nephew's business units parhcipate in the global medical devices market and share a common focus on
the reparr of human hssue Smith & Nephew's pnncipal geographic markets are in the well-developed healthcare
economies of the US, Europe, Japan and Australia

These markets are charactensed by an increase in the average age of the population caused by the mmediate
post-World War Il “baby boomer” generation approaching retirement, increased longewvity, more active hifestytes,
obesity and increased affluence Together these factors have created significant demand for more effective
healthcare products which deliver improved outcomes through technology advances Furthermore, pressure to
resist Increases In overall healthcare spending has led healthcare providers to demand products which minimise
the length of hospital stays and use of surgeon and nursing resources

Increasing consumer awareness of avallable heatthcare treatments through the Internet and direct-fo-customer
advertising has led to increased consumer influence over product purchasing decisions

In orthopaedic reconstruchon, improvernents 1n lechnclogy have lengthened the effective life of implants and
have facilitated the implantation of knees and hips In relatively young patients thereby improving the quality of life
for a new generation Both the orthopaedic trauma and clinical therapies markets are expected to continue to
grow due to a global population increasingly at nsk from fractures due to age, osteoporosis, obesity and diabetes
and also due to continuous advancements in the surgical treatment of fractures, and the need to manage pain in
younger, more active patients

The endoscopy market is benefiting from the continued trend worldwide towards less invasive surgery but with
particular focus on arthroscopic reparr of the knee and shoulder using a broad range of technology The Group
also expects to benefit from the demand for less invasive approaches to arthroscopic hip repair

The advanced wound management market 1s focused on the treatment of chronic wounds of the older population
and other hard-to-heal wounds such as burns and certain surgical wounds and is therefore also expected to
benefit from demographic trends  The market for advanced wound freatments 1s relatively unpenetrated and 1t is
estimated that the potential market 1s significantly larger than the current market This increased penetration 1s
expected to be dnven by improved outcomes from new technology, health economic benefits, increasing nursing
shorlages, quality of Wfe expectations and education of healthcare providers to convert from tradiional to
advanced treatments

Innovation
The Group must continually develop its existing and new technologies and bnng new products to its customers lo
dnve sales growth Expenditure on research and development in 2009 represented approximately 4%
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{2008 — 4%} of Group revenue The focus of Smith & Nephew's innovation 1s to create new products and
surgical techmques with distinct advantages in chinical performance and cost-effectiveness benefits for clinicians,
patients and healthcare providers In particular, the Group has brought together varous imhatives across 1ts
businesses to focus on biclogics, which are advanced, locally delivered biological therapies to promote healing
and pain relief

Currency Movements

Smith & Nephew's results of operahons are affected by transachonal exchange rate movements in that they are
subject to exposures ansing from revenue In a currency different from the related cosls and expenses The
Group manages the impact of exchange rate movements on sales and cost of goods sold by a policy of
transacting forward foreign cumency commitments when firm purchase orders are placed In addion, the
Group's policy 1s for firm commitments to be fully covered and forecast transactions to be covered between 50%
and 90% for up to one year

The Group's revenues, profits and earnings are also affected by exchange rate movements on the franslation of
results of operations 1n foreign subsidianes for financial reporting purposes This exposure 1s offset partly
because the Group ncurs interest in currencies other than US Dollars on its indebtedness denominated in
currencies other than US Dollars See “Financial Posihion, Liquichty and Capital Resources”

Other

Other than national governments seeking to control or reduce healthcare expenditure, (see “Risk Factor —
Dependence on Government and Other Funding™ management Is not aware of any governmental economic,
fiscal, monetary or polibcal policies or factors that have matenally affected, directly or indirectly, the Group’s
operations or investments by shareholders

Cnitical Accounting Policies
The Group's significant accounting policies are set out In Note 2 of the Notes to the Group Accounts Of those,
the policies which require the most use of management's judgment are as foliows

Inventones

A feature of the Orthopaedics business (whose finished goods inventory makes up approximately 75% of the
Group total finished goods stock] 1s the high level of product inventory required, some of which is located at
customer premises and 1s avallable for customers’ i/mmediate use Complele sets of product, including large and
small sizes, have to be made availabte in this way These sizes are used less frequently than standard sizes and
towards the end of the product life cycle are inewitably in excess of requirements Adjustments to camying value
are therefore required to be made to orthopaedic inventory to antapate this situation These adjusiments are
caleulated 1n accordance with a formula based on levels of iInventory compared with histoncal usage This formula
1s applied on an individual product line basis and 1s first applied when a product group has been on the market
for two years This method of calculation 1s considered appropnate based on expenence, but 1t does involve
management Judgements on effectiveness of Inventory deployment, length of product lives, phase-out of old
products and efficiency of manufactunng planmng systems

Impairment

In carrying out Impairment reviews of goodwill, intangible assets and property, plant and equipment a number of
significant assumphions have to be made when prepanng cash flow projections These include the future rate of
markel growth, the market demand for the products acquired, the future profitability of acquired businesses or
products, levels of reimbursement and success in oblaining regulatory approvals I actual results shoutd differ or
changes in expectations anse, impatment charges may be required which would adversely impact operating
results

Retirement Benefits

A number of key judgements have to be made In calculating the farr value of the Group’s defined benefit pension
plans These assumptions impact the Balance Sheet hability, operating profit and other finance income/costs The
most critical assumptions are the discount rate and mortality assumphons lo be applied to future penston plan
habiities For example a 0 5% ncrease n discount rate would reduce the cominned UK and US pension plan
defial by $87m whilst a 0 5% decrease would Increase the combined deficit by $97m A 0 5% increase 1n
discount rate would decrease profit before taxation by $3m whilst a 0 5% decrease would increase it by $2m A
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one year Increase in the assumed life expectancy of the average 60 year old male pension plan member in both
the UK and US would increase the combined deficit by $33m In making these judgements, management takes
into account the advice of professional external actuanes and benchmarks its assumphons against extemal data

The discount rate 1s determined by reference to market yields on high quality corperate bonds, with currency and
term consistent with those of the labibities In particular for the UK, the discount rate 1s denved by reference to an
AA yield curve denved by the Group's actuanal adwisers The pnincipal index used for setting the US discount rate
15 the Cihigroup Pension Liabibty Index

See Note 35 of the Notes to the Group Accounts for a summary of how the assumpfions selected i the last five
years have compared with actual results

Contingencies and Provisions

The recognition of provisions for legal disputes 1s subject to a significant degree of estimation Provision 1s made
for loss contingencies when it 1s considered probable that an adverse outcome wll occur and the amount of the
toss can be reasonably estmated In making 1ts estimates, management takes inlo account the adwice of intemal
and external legal counsel Provisions are reviewed regularly and amounts updated where necessary to reflect
developments In the disputes The ulimate habiity may differ from the amount prowided depending on the
outcome of count proceedings and setilement negotiations or if Inveshgahons bnng to light new facts

The Group operates In numerous 1ax Junsdictions around the world Although it 1s Group policy to submit its tax
retums to the relevant tax authonties as promptly as possible, at any given fime the Group has unagreed years
outstanding and 1s involved in disputes and tax audits Significant 1ssues may take several years to resolve In
estimating the probability and amount of any tax charge, management takes into account the views of intemal
and extemal advisors and updates the amount of prowision whenaver necessary The ulimate tax hability may
differ from the amount provided depending on interpretations of tax law, settiement negotations or changes In
legislation

2009 YEAR

The following discussion and analysis 1s based upon, and should be read n conjunction with, the Group
Accounts of Smith & Nephew included elsewhere in this Annual Report

Financial Highights of 2009
Group revenue was $3,772m for the year ended 31 December 2009, representing a 1% decline compared to
2008 Unfavourable currency translation of -3% was partly offset by underlying revenue growth of 2%

Profit before taxation was $670m in 2009, compared with $564m in 2008 Attnbutable profit was $472m
compared with $377m in 2008 Adjusted atinbutable profit {calculated as set out in “Selected Financial Data”),
rose 18% to $580m 1n 2009, from $493mn 2008

Basic earnings per Ordinary Share were 53 4¢, compared to 42 6¢ for 2008 EPSA {as sel out in "Selected
Financial Dala®) was 65 6¢ in 2009 compared, to 55 6¢ for 2008, representing an 18% increase
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Fiscal 2009 Compared with Fiscal 2008
The following table sets out certain Income statement data for the penods indicated

2009 2008

$ mllion $ mullion

Revenue (1) 3,772 3,801
Cost of goods sold il {1.030) {1,077)
Gross profit 2,742 2,724
Marketing, selling and distnbution expenses () {1,368 {1.436)
Admiristrative expenses (v) 519 (533
Research and development expenses {155) (152)
BSN agency and management fees 23 27
Operating profit (i) 723 630
Net interest payable (40} {66}
Other finance costs (15 {n

Share of resulls of associates 2 1
Profit before taxation 670 564
Taxation (198) {187)
Attnbutable profit for the year 472 377

il Group revenue and operating profit are denved wholly from Continuing Operations and discussed on a segment basis on pages 34 to
35

W} 2009 includes $15m of restructunng and rationalisation expenses and $12m of acquisition related costs (2008 — $15m in respect of
the utilisahion of Plus inventory stepped-up to fair value on acquisition $18m of restructunng and rationalisation expenses and $8m of
acquisthon related costs}

(n) 2009 ncludes $7m of acquisition related costs and $10m of restructunng and rationalisation expenses (2008 — $7m of acquisition
related costs and $3m of restructunng and rationalisation expenses)

v 2009 includes $7m of acquisihon related costs, $17m of restructunng and rationalisation expenses and $66m relating to amortisahion of
acquistion intangibles and impawments (2008 — $31m of acquisition related costs, $13m of restructunng and rationalisation expenses
and $51m amortisation of acquisiton iIntangibles and impawrments)

Transactional and Translational Exchange

The Group's pnncipal markets outside the US are, in order of significance, Continental Europe, UK, Australa and
Japan Revenues in these markets fluctuate when translated into US Dollars on consolidation During the year, the
average rates of exchange against the US Dollar used to translate revenues and profits ansing in these markets
changed compared to the previous year as follows the Euro weakened from $1 46 to $1 39 (-5%), Stering
weakened from $1 84 to $1 56 {-15%), the Swiss Franc remained flat at $0 92, the Australian Dollar weakened
from $0 84 to $0 78 {-7%) and the Japanese Yen strengthened from ¥103 to ¥94 (+9%]

The Group’s principal manufactunng locations are n the US {Orthopaedics and Endoscopyl. Switzerland
(Orthopaedics) and UK (Advanced Wound Management and Orthopaedics) The majonity of the Group's selling
and distnbution subsidianes around the world purchase finished products from these locations As a result of
currency movements compared with the previous year, purchases from the US became relatively more
expensive The Group's policy of purchasing forward a proporiion of its curency requirements mitigates the
impact of these movements

Revenue
Group revenue decreased by $29m (-1%) from $3,801m 1n 2008 to $3,772mn 2009 Underlying revenue growth
was 2%, offset by -3% attnbutable to unfavourable currency translation

Orthopaedics revenues decreased by $23m (-1%}, of which 1% was attributable to underlying growth, offset by
-2% due to unfavourable currency translation Endoscopy revenues decreased by $9m i-1%}, of which 1% was
attnbutable to underying growth, offset by -2% due to unfavourable currency translation Advanced Wound
Management revenues Increased by $3m (nil%), of which 6% was attnbutable to underlying growth, offset by -6%
due to unfavourable currency translaticn

A more detalled analysis 1s included wathin the Revenue sections of the indmdual business segments that follow
on pages 34 to 35
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Cost of goods sold

Cost of goods sold decreased by $47m to $1,030m from $1,077m in 2008 The man drvers of this decrease are
continuing focus on cost efficiency, cost effectiveness and the impact of currency Other factors contnbuting to
the movement were the decrease of $15m n utibsation of the Plus inventory stepped up to far value on the
acquisiion, a decrease of $3m n restructunng and rationalisation expenses, offset by an increase of $4m i
other acquisition retated costs

Further margin analysis is included within the “Trading profit” sections of the indmdual business segments that
follow on pages 34 fo 35

Marketing, selling and distnbuhion expenses

These expenses decreased by $68m to $1,368m from $1,436m in 2008 The decrease was largely dnven by
continuing focus on cost management, efficiencies achieved through the Eamings Improvement Programme and
the impact of currency These were partly offset by an increase in restructunng and rationalisation expenses of
$7m

Administrative expenses

Administrative expenses decreased by $14m to $519m from $533m n 2008, largely as a result of the focus on
cost management and efficiency and the impact of currency Other factors contnbuting to the movement were the
decrease of $24m n other acquisition related costs, offset by an increase In the amerhisation and iImpaiment
charge of intangible assets by $15m and an increase of $4m 1n restructunng and rationalisation expenses

Research and development expenses
Expenditure as a percentage of revenue increased by 01% to 41% in 2009 (2008 — 4 0%) The Group
continues to Invest 1n innovative technologies and products to differentiate itself from competitors

BSN agency and management fees

Agency and management fees of $23m (2008 — $27m) were recewved In respect of services provided to BSN
Medical for sales force resource, physical distnbution and logistcs and administration in certain counines The
calculation of the fees 1s designed to result In a neutral, cost-recovery posttion for Smith & Nephew

Operating profit
Operating profit 1ncreased by $93m o $723m from $630m n 2008 compnsing, increase of $28m In
Orthopaedics, $23m in Endoscopy and $42m in Advanced Wound Management

Net interest payable
Net interest payable decreased by $26m from $66m in 2008 to $40m in 2009 This 1s a consequence of the
overall reductton of borrowings within the Group and a reduction in the applicable interest rates

Other finance cost
Other finance costs 1n 2009 were $15m compared to $1m in 2008 This increase 1s attnbutable to a decrease in
the expected return on pension plan assets

Taxahon
The taxation charge increased by $11m fo $198m from $187m in 2008 The effectve rate of tax was 29 6%,
compared with 33 2% n 2008

The tax charge was reduced by $26m in 2009 (2008 — $30m) as a consequence of restructunng and
rationalisation expenses, acquisition related costs, amortisation of acquisihon intangibles and impairments  The
effective tax rate was 27 9% (2008 — 30 6%) after adjusting for these items and the tax thereon This is a lower
rate than expected due to favourable progress in, and resolution of, certain histonc 1ssues
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Group Balance Sheet
The following table sets out certain balance sheet data for the years ended indicated

2009 2008

$ milhon $ million

Non-current assets 2,480 2,523
Current assets 2,07 1,985
Assets held for sale 14 -
Total assets 4,565 4,508
Non-current habilifies 1,523 1,841
Current habibities 863 968
Total habites 2.386 2,809
Total equity 2,179 1,699
Total equity and liabiliies 4,565 4,508

Non-current assets decreased by $43m to $2,480m from $2,523 1n 2008 Intangible assets and goodwill
decreased by $60m of which $112m related to the Plus setflement, $92m to amorhsation and imparments and
$4m to disposals These were offsel by $102m of additions, $15m relating to the acquisiton of Nucryst and
$31m relating 1o favourable currency translation Property, plant and equipment increased by $28m comprising
$216m of additions, $30m of favourable currency translation and $6m relating to the acquisition of Nucryst This
was offset by $206m of depreciation charge, $10m of disposals and $8m of assets transferred to held for sale
Deferred tax assets decreased by $12m in the year, pnmanly due to the decrease in post retrement obligations

Current assets increased by $86m to $2,071m from $1,985m in 2008 This was due to an increase in inventory
of $54m and an increase in cash at bank of $47m These increases were partially offset by a reduction 1n trade
and other recevables of $15m

Non-current habilites decreased by $318m from $1,841m 1n 2008 10 $1,523m 1n 2009 $268m of this decrease
was due to the reduction of long-term borrowings The net retirement benefit obligahon decreased by $28m This
was due 1o expenence gains on plan assets and liabilities totaling $88m These gains were offset by a $47m
increase In the defined oblgation atinbutable to changes n actuanal assumptions and $16m of unfavourable
currency movements

Current habilites decreased by $105m from $968m in 2008 to $863m n 2009 This was pomanly due to a
decrease 1n bank overdrafts and current borrowings of $70m, a decrease 1n frade and other payables of $11m
and decrease in current lax payable of $25m

Total equity increased by $480m from $1,699m 1n 2008 to $2,179m in 2009 The prnaipal movements were an
increase of $472m due to attnbutable profit, an increase in currency translation and hedging gains of $62m, an
increase of $41m relating to actuanal gains on reirement benefit obligations, offset by $10m relanng to deferred
taxation and $120m due to dwidends paid dunng the year

33




Business Segment Analysis
Revenue by business segment and geographic market and tracding and operating profit by business segment are
set out below

2009 2008

$ million $ million
Revenue by business segment '
Orthopaedics 2,135 2,158
Endoscopy 7N 800
Advanced Wound Management 846 843
Total revenue 3,772 3,801
Revenue by geographic market
Eurcpe [Continental Europe and United Kingdom) 1,313 1,398
Uniled States 1,664 1,657
Afnica, Asia, Ausiralasia and other Amenca 795 746
Total revenue 3,772 3,801
Trading profit by business segrent
Orthopaedics 508 481
Endoscopy 189 166
Advanced Wound Management 160 129
Total trading profit 857 776
Operating profit by business segment
Orthopaedics 410 382
Endoscopy 169 146
Advanced Wound Management 144 102
Total operating profit 723 630
Orthopaedics
Revenue

Orthopaedics revenue decreased by 1% to $2,135m from $2,158m in 2008 Of this decrease, 1% 15 attribulable
to underlying growth and -2% 1s due to unfavourable currency movements The principal factors 1n the undertying

growth in revenue were the continuing expansion n global orthopaedic markets and the growth of recently
launched products

In the US, revenue increased by $27m to $1,154m (2%}, all of which was due to underlying growth The main
factors were the continued growth of products launched in recent years including the LEGION and JOURNEY
knees

Quiside the US, revenue decreased by $50m to $981m (-5%), attnbutable to unfavourable foreign currency
translation of -5% and flat underlying revenue growth

Global knee revenue increased by $3m to $761m (ni{%), representing underlying revenue growth of 3% offset by
-3% of unfavourable foreign currency translation

Global hup revenue decreased by $7m to $681m {-1%) of which 1% was due to underlying revenue growth offset
by -2% unfavourable foreign currency translation

Trading profit

Trading profit Increased by $27m {6%) to $508m from $481m in 2008 Trading profit margin increased from
22 3% to 23 8% This increase 15 due to good cost management and further investment in improving the
effioency and effectiveness of the main processes, pnmanly 1n the cost of sales area
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Operating profit

Operating profit increased by $28m to $410m This largely compnses the increases In trading profit of $27m A
decrease in acquisition related costs of $35m were offset by increases of $17m i costs associated with Earnings
improvemeni Programme {"EIP”) and $17m in the amortisaton of acquisition intangibles and impairments

Endoscopy

Revenue
Endoscopy revenue decreased by $9m, or 1%, to $791m from $800m in 2008, compnsing -2% unfavourable
currency translaton and 1% underlying growth

In the US, revenue decreased by $23m to $349m (-6%), all of which represents negative underlying growth This
1s largely atinbutabte to the decrease in demand for capital equipment due to the current economic market
conditions

Oulside the US, revenue increased by $14m 1o $442m (3%), of which 9% was underlying growth offset by -6% of
unfavourable foreign currency translation

Global revenue of knee and shoulder repair products increased by $13m to $325m {4%), of which 12% was
underlying growth offset by -8% unfavourable foreign currency translation

Revenue in the global resection products sector decreased by $29m to $248m {-11%, of which -2% represents
negative underlying revenue growth n addion to -9% of unfavourable foreign currency translation

Global Visualisation revenue decreased by $29m to $121m {-19%l, of which -20% represents negative
underlying growth offset by 1% of favourable foreign currency translation

Trading profit

Trading profit increased by $23m (14%) to $189m from $166m in 2008 resulting In a trading profit margin
increase from 20 8% to 23 9% This improvement was mainly due to a greater focus on managing costs and a
favourable product mix benefit

Operating profit
Operating profil increased by $23m to $169m from $146m 0 2008 This compnses the $23m increase in trading
profil

Advanced Wound Management

Revenue

Revenue Increased by $3m, or ml%, to $846m from $843m in 2008, compnsing -6% unfavourable currency
transtation and 6% underlying growth Within the infechon management and exudate management markets,
growth was dnven by the extension of the Group's ALLEVYN brand fo new products

In the US, revenue increased by $3m to $161m (2%), all of which 1s attnbutable to underlying revenue growth

Outside the US, revenue remained constant at $685m This Is represented by an underlying growth of 7% offset
by -7% of unfavourable foreign currency translation European revenue decreased by 2% of which -8% was
unfavourable currency translaton and 6% was underlying growth

Trading profit

Trading profit increased by $31m (24%} to $160m from $129m in 2008 and trading profit margin increased from
15 3% to 18 9% This improvemnent was mainly due to a greater focus on cost management and overall process
improvernent

Operating profit
Operating profit increased by $42m to $144m This largely compnses the increase n trading profit of $31m and a
reduction of $10m in restructunng and ratonalisation costs
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2008 YEAR

The following discussion and analysis 1s based upon, and should be read in conjunction with, the Group
Accounts of Smith & Nephew included elsewhere in this Annual Report

Financial Highlights of 2008
Group revenue was $3,801m for the year ended 31 December 2008, representing 13% growth compared to
2007 Underlying growth in revenue was 6%, translahonal curency added 2% and acquisitions added 5%

Profit before taxation was $564m, compared with $469m in 2007 Attnbutable profit was $377m compared wath
$3t6min 2007 Adjusted atinbutable profit {calculated as sel out in “Selected Financial Data”}, rose 3% to $493m
11 2008 from $480m n 2007

Basic earmings per Ordinary Share were 42 6¢ compared to 34 2¢ for 2007 EPSA [as sel out In “Selected
Financial Data™ was 55 6¢ in 2008 compared to 52 O¢ for 2007, representing a 7% increase

Fiscal 2008 Compared with Fiscal 2007
The following table sets out certain income statement data for the penods indicated

2008 2007
$ milion $ million
Revenue (1) 3,801 3,369
Cost of goods sold {i) {1,077) {994)
Gross profit 2,724 2,375
Marketing, selling and disinbutron expenses () {1,436) {1,278}
Administrative expenses {iv) {533) 487}
Research and development expenses {152) (142
BSN agency and management fees 27 25
Operating profit (i 630 493
Net interest payable {66) {30}
Other finance (costs}/income (1 6
Share of results of associates 1 -
Prefit before taxation 564 469
Taxation 187) (153)
Attnbutable profit for the year 377 316

i Group revenue and operating profit are denved wholly from Continuing Operatons and discussed on a segment basis on pages 39 lo
40

() 2008 includes $15m In respect of the utiisation of Plus inventory stepped-up to farr value on acquisition $18m of restruclunng and
rationatisation expenses and $8m of acquisihon related costs {2007 — $64m In respect of the utibsation of the Plus inventory
stepped-up 1o farr value on acquistion $7m of restructunng and rationalisabon expenses and $6m of acquisiton related costs)

fm 2008 includes $7m of acquisition related costs and $3m of restructunng and rationalisation expenses (2007 — $12m of acquisition
related costs and $4m of restructuring and ralionalisation expenses)

vl 2008 includes $31m of acquisthon related costs and $13m of restructunng and rationalbsation expenses and $51m of amortisation on
acquisition infangibles 12007 — $29m of acquisition related costs $31m of restructunng and rahonalisation expenses $30m of legal
sefflement and $30m of amorisation of acquisition intangibles)

Transactional and Translahonal Exchange

The Group's pnncipal markets outside the US are, in order of significance, Continental Europe, UK, Australia and
Japan Revenues In these markets fluctuate when translated into US Dollars on consclidation Dunng the year the
average rates of exchange against the US Dollar used to translate revenues and profits ansing in these markets
changed compared to the previous year as follows the Euro strengthened from $1 37 to $1 46 (+7%), Sterling
weakened from $2 00 to $1 84 {-8%), the Swiss Franc strengthened from $0 83 to $0 92 (+11%), the Australian
Dollar was flat at $0 84 and the Japanese Yen strengthened from ¥118 10 ¥103 {+13%)

The Group's principal manufactunng locations are in the US {Orthopaedics and Endoscopyl, Switzerland
{Orthopaedics} and in the UK (Advanced Wound Management and Orthopaedics] The majonty of the Group's
seling and distbution subsidianes around the world purchase firished products from these locations As a
result of currency movements compared with the previous year, purchases from the US and Switzerland became
relatively less expensive The Group's policy of purchasing forward a proportion of its currency requirements
miligates the impact of these movements

36




Revenue
Group revenue Increased by $432m (13%) from $3.369m in 2007 to $3,801m i 2008 Underlying revenue
growlh was 6%, an additional 5% as a result of acquisiions and 2% atinbutable to favourable currency
translation

Orthopaedics revenues increased by $300m or 16%, of which 5% was attnbutable to underlying growth, 3% due
to the acquisttion of Plus and 2% due to favourable currency translation Endoscopy revenues increased by $68m
or 9%, of which 8% was attnbutable to undertying growth and 1% due to favourable currency translation
Advanced Wound Management revenues tncreased by $64m or 8%, of which 7% was atinbutable to underlying
growth and 1% due to favourable currency translation

A more detalled analysis 1s included within the Revenue sections of the individual business segments that follow
on pages 39 and 40

Cost of goods sold

Cost of goods sold increased by $83m to $1,077m from $994m in 2007 The main dnver of this increase was the
growth In revenues across the Group Other factors contnbuting to the movement were the decrease of $49m in
the utlisation of the Plus nventory stepped up to fair value on the acquisiiion, offset by an increase of $2m in
other acquisthon related costs and an increase of $11m in restructunng and rationahisation expenses

Further margin analysis 1s included within the “Trading profit” sections of the indvidual business segments thal
follow on pages 39 lo 40

Marketing, selfing and distnbution expenses
These expenses Increased by $158m to $1,436m from $1,278m in 2007 The increase was largely a result of
increased marketing, seliing and distnbution expenses across the Group in line with the increased revenues

Administrative expenses

Administrative expenses increased by $46m to $533m from $487m in 2007, largely as a result of the growth in
the business This increase includes $14m relating to impairment of acquisition Intangibles, $7m due to a full
years amortisation charge on Plus intangbles 1n companscn to 2007, $18m reduchon in restructunng and
rahonalisation expenses from 2007 and the 1mpact of $30m incurred in 2007 on the legal setitement

Research and development expenses
Expendhture as a percentage of revenue fell from 4 2% in 2007 to 4 0% 1n 2008 The Group continues to invest I
innovative technologies and products to differentiate itself from compettors

BSN agency and management fees

Agency and management fees of $27m (2007 — $25m) were received 1n respect of services provided to BSN
Medical for sales force resource, physical distnbution and logistics and administration in certain countnes The
calculation of the fees i1s designed to result in a neutral, cost-recovery position for Smith & Nephew

Operating proht
Operaling profit increased by $137m to $630m from $493m in 2007 compnsing increases of $139m in
Orthopaedics and $5m in Endoscopy, offset by a decline of $7m in Advanced Wound Management

Net interest payable
Net interest payable increased by $36m from $30m in 2007 to $66m tn 2008 This 1s a direct consequence of the
addifional borrowings put I place to finance the Plus acqusition and the share buy-back programme

Other finance {costs)/income
Other finance costs In 2008 were $1m down from $6m income in 2007 This is atinbutable to an increase i
interest costs on pension liabilihes

Taxation
The taxahon charge increased by $34m to $187m from $153m in 2007 The eflective rate of tax before
discontinued operations was 33 2%, compared with 32 6% 1n 2007 The lax charge was reduced by $30m in
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2008 (2007 — $49m) as a consequence of restructunng and rationalisation expenses, acquisition related costs,
the legal settlement and amortisation of acquisition intangibles and impairment The effective tax rate was 30 6%
(2007 — 29 6%) after adjusting for these iterns and the 1ax thereon

Group Batance Sheet
The following table sels out certain balance sheet data for the years ended indicated

2008 2007

$ million $ millon

Non-currenl assels 2523 2.542
Current assets 1,985 1,919
Total assets 4,508 4,461
Non-current babihhes 1,841 357
Current habilihes 268 2,288
Total habilihes 2.809 2,645
Total equity 1,699 1816
Total equity and babibties 4,508 4,461

Non-current assels decreased by $19m 1o $2,523m from $2,542 in 2007 Inlangible assets and goodwill
decreased by $79m of which $42m related to curency franslahon, $69m to amortisation and impairment and a
$2m adjustment to contingent consideraton offset by an increase of $33m relahing to additions and $1m relating
to acquisitions Property, plant and equipment decreased by $17m compnsing additions of $259m, less currency
transtation of $57m, depreciaion of $204m and disposals of $15m Deferred tax assets increased by $78m n
the year, pnmanly due to the increase in the post retirement obligations

Current assets increased by $66m to $1,985m from $1,919m in 2007 This was due to an increase in Inventory
of $45m and an ncrease in trade and other receivables of $46m These increases were partially offset by a
reduction in cash at bank of $25m

Non-current bahiliies increased by $1,484m from $357m in 2007 to $1,841mn 2008 $1,322m of this increase
was predominantly due to the reclassification of long-term borrowings from short-term borrowings following the
Group's decision to exercise its option to extend the mulhicurrency loan faciity for a further four years in May
2008 The retirement benefit obligation increased by $166m, which was mainly as a result of a reduchon in asset
values, in bne with faling share prices offset by an increase in the corporate bond rate Deferred tax habiiies
decreased by $11m, other payables decreased by $11m and provisions increased by $18m

Current hiabilites decreased by $1,320m from $2,288m 1n 2007 to $968m in 2008 The pnmary cause of this
decrease was the reclassification of borrowings to leng-term following the Group's decision to exercise its option
to extend the multicurrency loan facility for a further four years in May 2008

Total equity decreased by $117m from $1,816m 1n 2007 to $1,699m 1n 2008 The pnncipal movements were an
increase of $377m due to attnbutable profit, offset by $99m from translation losses, $215m actuanal losses on
defined benefit pension plans which was offset by $71m of taxation charged to equity, $109m of equity
dmdends paid 1n the year and $193m from the purchases of treasury shares
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Business Segment Analysis
Revenue by business segment and geographic market and trading and operating profit by business segment are
set out below

2008 2007

$ million $ millon
Revenue by business segment
Orthopaedics 2,158 1,858
Endoscopy 800 732
Advanced Wound Management 843 779
Total revenue 3,801 3,369
Revenue by geographic market
Europe {Continental Europe and United Kingdom) 1.398 1177
United Stales 1.657 1,550
Afnica, Asia, Australasia and other Amenca 746 642
Total revenue 3,801 3,369
Trading profit by business segment
Orthopaedics 481 423
Endoscopy 166 147
Advanced Wound Management 129 136
Total trading profit 776 706
Operating profit by business segment
Orthopaedics 382 243
Endoscopy 146 141
Advanced Wound Management 102 109
Tolal operating profit 630 493
Orthopaedics
Revenue

Orthopaedics revenue increased by 16% to $2,158m from $1,858m in 2007 Of this increase, 5% 1s attnbutable
to underlying growth, 2% 1s due to favourable curency movements and 9% 1s due to the effect of the acquisition
of Plus The principat factors in the underlying growth In revenue were the confinuing expansion 1n global
orthopaedic markets, the growth of recently launched products and actions the Group has taken to align sales
forces

In the US, revenue increased by $95m to $1,127m {9%) of which 8% was underlying growth and 1% as a resutt of
the Plus acquisihon effected in 2007 The main factors were the continued growth of products launched in recent
years including the LEGION and JOURNEY knees, and BHR

Outside the US, revenue increased by $205m to $1,031m {25%), of which 2% was undertying growth, 19% as &
result of acquisihons and 4% due lo foreign currency translation

Global knee revenue increased by $124m {20%) to $758m, of which 3% was due to foreign currency translation,
10% was due to acquisiions and 7% was undertying growth

Global hip revenue increased by $121m to $688m (21%) of which 5% was due to underlying growth, 2% was due
to foresgn currency translation and 14% due to acquisitions

Trading profit

Trading profit rose by $58m (14%} to $481m from $423m in 2007 Trading profit margin decreased from 22 8% to
22 3% This decrease reflects the consoldation of lower margin Plus sales, the margin impact of Plus lost sales
and Increased comphance costs, together exceeding the operational improvements the business has been
making
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Operating profit
Operating profit increased by $139m This largely compnses the $58m increase in trading profit, a $50m
decrease in acquisition related costs and a $30m legal setilement in 2007

Endoscopy

Revenue
Endoscopy revenue increased by $68m, or 9%, to $800m from $732m n 2007, compnsing 1% favourable
currency transtation and 8% underlying growth

In the US, revenue increased by $11m to $372m (3%, all of which was underying growth This 15 largely
attnbutable to the actions taken to reinvigorate sales performance and dnve further growth from the Group's
portfolio of products, particularly 1n the repair segment of the arthroscopy market

Outside the US, revenue increased by $57m to $428m {15%), of which 13% was underlying growth and 2% due
to favourable foreign currency translation

Global revenue of knee and shoulder repair products increased by $48m to $312m (18%), of which 16% was
underlying growth and 2% due to foreign currency translation

Revenue in the global resection products sector increased by $10m to $277m {4%), of which 3% was underlying
growth and 1% due to foreign currency translation

Global Visualisation revenue increased by $9m to $150m (6%, all of which was underiying growth

Trading profit
Trading profit increased by $19m (13%) to $166m from $147m 1n 2007 resulting in a trading profit margin
increase from 20 1% to 20 8% This improvement was mainly due lo a greater focus on managing costs

Operating profit
Operating profit increased by $5m to $146m from $141m n 2007 The increase of $19m in trading profit was
offset by an impairment charge on acquisition intangibles of $14m refating to the OBI acquisition in 2006

Advanced Wound Management

Revenue

Revenue increased by $64m, or 8%, to $843m from $779m m 2007, compnsing 1% favourable currency
translation and 7% underlying growth Within the infechon management and exudate management markets,
growth was dnven by the extension of the Group’s ALLEVYN brand to new products

In the US, revenue increased by $1m to $158m (1%}, of which 2% 1s atinbutable to the BlueSky acquisihion made
1n 2007 offset by a fall in underlying revenue of 1%

Outside the US, revenue increased by $63m to $685m (10%}, of which 9% was underlying growth and 1% due to
foreign currency translation Continental Europe revenue increased by 15% of which 7% was favourable currency
translation and 8% was underlying growth Underlying growth in the UK was 8% Reported revenues in the UK
decreased by 1%, the difference of 9% representing unfavourable currency Iranstahion

Trading profit
Trading profit fell by $7m {5%) to $129m from $136m in 2007 and trading profit margin decreased from 17 5% to
15 3% This is largely atinbutable to investment in the launch of NPWT

Operating profit
Operating profit decreased by $7m in line with the decrease n tracing profit
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FINANCIAL POSITION, LIQUIDITY AND CAPITAL RESOURCES

Cash Flow and Net Debt
The main elements of Group cash flow and movements in net debt can be summansed as follows

2009 2008 2007
$ milbion $ mulhon $ million

Cash generated from operations 1,030 815 693
Net interest paid (41) {63} {301
Income taxes paid 270} {186} {225)
Net cash inflow from operating actvities 719 566 438
Capital expenditure {net of disposal of property, plant and

equipment) {318) 1289) {194)
Acquisitions {net of cash acquired) (25) {16) {781)
Plus settlement 137 - -
£quity dwidends paid {120) {109} (13l
Proceeds from own shares 10 4 -
Issue of ordinary share capital 7 19 28
Treasury shares purchased - {193] {640)
Change in net debt from net cash flow {see Note 29 of the Notes to

the Group Accounts) 410 (18) (1,254)
New finance leases - - {7]
Facility fee - 2 {6)
Borrowings and finance leases acquired on acquisition - - {181}
Exchange adjustment (21 (6] {72}
Opening (net debt)/net cash {1,332) {1,310] 210
Closing net debt {943) {1,332} {1,310)

The Group’s net cash decreased from $210m af the beginning of 2007 to a $943m net debt position at the end
of 2009, representing an overall decrease of $1,153m Transtation of foreign currency net debt into US Dollars
had the effect of increasing net debt by $99m in the three-year penod ended 31 December 2009 Closing net
debt includes no currency swap habilities (2008 — $4m, 2007 — $2m)

Net Cash Inflow from Operating Activities

Cash generated from operations in 2009 of $1,630m (2008 — $815m, 2007 — $693) 1s after paying cut $5m
{2008 — $10m, 2007 — net $23m after receipt of $22m from a successful settlement] of macrotextured claim
settlements unreimbursed by insurers, $22m {2008 — $48m, 2007 — $33m) of acqusition related costs and
$32m {2008 — $28m, 2007 — $39m) of restructunng and rationalisation expenses In 2007, the cash generated
from operations includes the legal settlement of $30m

Capital Expenditure

The Group's ongoing capital expenditure and working capital requirements have been financed through cash flow
generated by business operations and, where necessary, through short-term commutted and uncommitted bank
faclites In recent years, capital expenditure on tangble and ntangble fixed assets has represented
approximately 8% of continuing group revenue

In 2009, gross capital expenditure amounted to $318m (2008 — $292m, 2007 — $200m) The principal areas of
investment were the placement of orthopaedic instruments with customers, patents and licenses, plant and
equipment and information technology

At 31 December 2009, $7m (2008 -— $27m, 2007 — $5m)} of capital expenditure had been contracted but not
provided for which wall be funded from cash inflows

Acquisttions and Disposals
In the three-year penod ended 31 December 2009, $822m was spent on acquisitions, funded from net debt and
cash inflows This compnsed Nucryst $25m, Plus $769m, BlueSky $16m and other acquisitions of $12m  Dunng
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the year, the Group reached an agreement with the vendors of Plus Orthopedics Holdings AG to reduce the total
onginal purchase pnce to CHF927 This resulted in an addiional cash inflow of $137m

biquidity

The Group's policy Is to ensure that it has sufficient funding and facilihes 1n place to meet foreseeable borrowing
requirements in May 2007, the Group entered into a committed $2,500m revelving mulbcurrency loan facility
This facility compnses a $1,000m 364 day facility, which was extended into a term loan fer a further four years in
May 2008 by the giving of nofice by the Group, and a five year $1,500m revolving loan facility

At 31 December 2009, the Group held $192m {2008 — $145m, 2007 — $170m) in cash and balances at bank
The Group has drawings under commtted and uncommutied facilites of $2,503m and $415m, respectively Of
the undrawn committed faciities totaling $1,436m, $1m exptres 1n 2010 and $1,435m in 2012 In addition,
Smith & Nephew has finance lease commitments of $26m [of which $12m extends beyond five years) Smith &
Nephew mntends to repay the amounts due within one year by using available cash and drawing down on the
longer-term faciibes

The pnncipal vanations n the Group's borrowing requirements result from the tming of dvidend payments,
acquisiions and disposals of businesses, the share buy-back programme (announced as suspended In
November 2008}, iming of capital expenditure and working capital fluctuations

Smith & Nephew beleves that its capital expenditure needs and its working capital funding for 2010, as well as
its other known or expected commitments or liabilities, can be met from its existing resources and faciliies

The Group's planned future contnbutons are considered adequate to cover the current under funded position In
the Group's defined benefit plans

Further disclosure regarding borrowings, related covenants and the iguidity nsk exposures 1s set out in Note 20
of the Notes to the Group Accounts The Group believes that the borrowing faciliies do not contain restnctions
that are expected fo impact on funding or investment policy for the foreseeable future

Going Concern

The Group's business activities, together with the factors likely to affect its future development, performance and
posttion are set out In the “Group Descnption” section on pages 3 o 24 The financial position of the Group, its
cash flows, blgudity position and borrowing facibties are descnbed in the "Business Review, Liquidity and
Prospects™ section set out on pages 41 to 42 In addiion, the notes to the financal statements nclude the
Group's objectives, policies and processes for managing 1ts capital, its financial nsk management objectives,
details of its financial instruments and hedging activities, and 1ls exposure to credit nsk and liquidity nsk

The Group has considerable financial resources and its customers and suppliers are diversified across different
geographic areas As a consequence, the directors believe that the Group 1s well placed to manage its business
nisk successfully desprte the ongoing uncertain economic outlook

The directors have a reasonable expectation that the Group has adequate resources o continue in operational
existence for the foreseeable future Thus they continue to adopt the going concem basis for accounting in
prepanng the annual financial statements

Payment Policies
It 1s the Group's policy to ensure that suppliers are paid within agreed terms At the year-end the Parent
Company had no trade creditors
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LEGAL PROCEEDINGS

The Company and its subsidianes are parties to vanous legal proceedings, some of which include claims for
subsianhal damages The outcome of these proceedings cannol readily be foreseen, but except as detaled
below, management believes none of them will result in a matenal adverse effect on the financial position of the
Group The Group accrues for outcomes that are deemed 1o be probable and can be reasonably estimated
There 1s no assurance that losses will not exceed accruals or will not have a significant impact on the Group's
results of operations in the penod in which they are realised

Product Liabiity Claims

In August 2003, the Group withdrew voluntanly from all markets the macrotextured versions of its OXINIUM
femoral knee components A number of related claims have been filed, most of which have been settled The
aggregate cost to date related to this matter 1s approximately $210m The Group has sought recovery from its
insurers

To date the pnmary insurance camer has paid $60m in full settlerment of its policy labiity An additional $22m
was received from a successful legal settlement At 31 December 2009, at least $128m remains due, and the
Group has sought coverage from five excess insurance camers However, these excess carners have denied
coverage, ating defences relating to the wording of the insurance policies and other matters In December 2004,
the Group brought suit against them in federal distnct court in Memphis, Tennessee, and heanng 1s expected to
commence In late 2010 or early 2011

A charge of $154m was recorded in 2004 for antiipated expenses in connection with macrotexture claims  Most
of that amount has since been applied to settlements of such clams Management believes that the $25m
provision remaining 1s adequate to cover remaining claims Given the uncertainty inherent in such matters,
however, there can be no assurance on this point

The Group faces other clams from time to time for alleged defects i its products and has on occasion recalled
products to mimmise nsk of harm or claims The Group maintains product hability insurance subject to limits and
deductibles that are believed reasonable

Business Practice Investigabions

In March 2005 the US Attorney’s Office in Newark, New Jersey 1ssued subpoenas to the five largest sellers of hip
and knee implants to US orthopaedic surgeons, Including the Group's Orthopaedic business, asking for
informahon regarding arrangements with orthopaedic reconstructive surgeons In September 2007, the Group
and the other four compames nvolved settled the cnminal and {except for one other company] cvil matters wath
respect to any charges against the companies that could result from this investigation, without admitting any
wrongdoing as part of the settlement The Group paid a awil restitution payment of $29m and entered Into a
Deferred Prosecution Agreement with the US Attomey which obligated the Group to improve 1ls existing
compliance program under the scrutiny of a monitor appointed to oversee its efforts This agreement was for 18
months and expired 1n March, 2009, resulting in dismissal of charges At the same time, the Group also entered
into a Corporate Integnty Agreement with the Office of the Inspector General {*0IG"} of the US Department of
Health and Human Services wiich requires certain compliance efforts This agreement 1s in effect for five years,
until September 2012 |If the Group meets 1ts terms, the OIG will not attempt to exclude 1t from receiving Medicare
payments for its products The Group has devoted substantial effort to comply with both agreements and has
applied the best practices developed in the process to the rest of its business units as well

In September 2007, the SEC notified the Group that 1t was conducting an informal investigation of companies n
the medical devices industry, including the Group, regarding possible violations of the Foreign Corrupt Practices
Act “FCPA™) 1n connection wath the sale of products in certain foreign countnes The US Department of Justice
subsequentiy joined the SEC’s request The Group is cooperating fully with the US Department of Jushce and the
SEC regarding these matters, has conducted a broader review on its own inihiative, and has disclosed to them
information indicating that at least one independent distnbutor of our products may have made payments that
could have FCPA implications The Group 15 engaged In discussions to resolve these matters, but we cannot
predict the outcome of the investigation

Patent Disputes
The Group 1s engaged, as both plaintiff and defendant, 1n liigation with various competitors and others over
clams of patent infingement and, in some cases, breach of licence agreement These disputes are being heard
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In courts 1n the Umted States and other junsdichons and also before agencies that examine patents Outcomes
are rarely certain and costs are often sigmficant

Since the Group's entry into the negative pressure wound therapy business 1n 2007, Kinetic Concepts, Inc ('KCI")
has pursued clams of patent infnngement aganst the Group in the US, UK, Germany and other junsdictions In
one case In Texas a jury found that KCI's patents were valid bul not infninged by the gauze product acquired by
the Group That ruling was upheld on appeal In another case in Texas refating to the Group’s foam product, a
pury found n March 2010 that KCI's patents were valid and infinged |f affirmed by the courts, the group may be
prevented from selling that foam product n the US until patent expiration 1n 2014 The group plans to ask the
court to disaffirm this finding and, depending on the outcome, may appeal the final decision In cases brought by
KCl in Germany and the UK, the courts in 2009 invalidated the KCi patent at issue The German decaision 15
subject to appeal, the UK decision is final

In June 2008, the Group won a jury verdict in Portland, Oregon against Arthrex Inc , “Arthrex”} for Infnngement of
a patent relating to suture anchors Smith & Nephew was awarded approximately $15m in damages plus
approximately $6m interest and an injunction forbidding further sales of infinging suture anchors by Arthrex On
appeal by Arthrex, the Court of Appeals reversed the deciston and remanded the case to the tnal court A second
lawsuit against other Arthrex suture anchors Is also pending in the Oregon court In February 2010, the Group
won another Jury verdict against Arthrex in a Texas court for infringement of a patent relating to femoral fixation
devices for ACL reconstruction The Group was awarded approximately $4 7 milion in damages Further
proceedings in that case are underway

Other Matters

In Apnl 2009, the Group was served with a subpoena by the US Department of Jushice in Massachusetts
requinng the production of documents from 1995 to 2009 associated with the marketing and sale of the Group’s
Exogen bone growth stimulator Similar subpoenas have been served on a number of competitors in the bone
growth shmulator market Around the same time a qui tam or “whistleblower” complaint concerming the indusiry’s
sales and marketing of those products, onginally filed 1n 2005 against the pnmary manufacturers of bone growth
stimulation products (including Srmih & Nephew), was unsealed in federal court in Boston A motion to dismiss
that complaint was filed in December 2009




OUTLOOK AND TREND INFORMATION

The discussion below contains slatements that express management's expectations about future events or
results rather than histoncal facts These forward-looking statements involve known and unknown nsks and
uncerlainties that could cause the Group’s actual results, performance or achievements to differ matenally from
those projected n forward-looking statemenis Smith & Nephew cannot give assurance thal such staterments wall
prove correct These nsks and uncertainties include factors related to the medical devices industry in general,
product labiity daims and related insurance coverage, the geographical markets in which the Group operates,
the naiure and efficiency of the Group's products, the Group's ability to research, develop, manufacture and
distnbute s products, and the translation of currencies and the values of international secunties markets For
additional 1nformation on factors that could cause the Group's actual results to differ from estimates reflected in
these forward-lcoking statements, can be found under “Risk Factors™ within this document

information regarding the recent and longer term market growth trends i1s given for each of the Group’s global
business units in the relevant ‘Market and Competition’ secttons under Business Descnption on pages 5to 10

In the second half of 2009 there were signs that conditions in the Group's markets were stabilising, although
management remains cautious about the pace of the recovery Management believes that the pnang
environment will remain a challenge, but that mix berefits will continue 1o be avalable for products which
demonstrate chnical and cost benefits The long-term demand fundamentals underpinmng the Group's sector,
particularly demographics and emerging markets, remain favourable and substantial

Dunng 2010, management expects the Orthopaedics Reconstruction business 1o grow at around the market rate,
with the European business continuing to improve In Orthopaedic Trauma, management 15 committed to
achieving a sustainable market growth rate, but expects this to take some time to achieve In Endoscopy,
management expects the business to achieve strong revenue growth in the repair segment It 1s difficult to
predict when capital equipment sales will recover |n the Advanced Wound Management business, management
believes the business will confinue to grow at above the markel rate

The Group made strong trading margin progress dunng 2009 Management continues to be focused on longer
term improvements aimed at delivenng efficencies and faciltating increased investment in growth opportumties

The Group had a strong finish to the year and management 1s pleased with the Group’s achievements in these
challenging condifions Many areas of Smith & Nephew's business have been improved and the Group Is
working hard in the remaiming areas, as well as identifying further epporturites  Management 1s confident that
the Group has the strategy. and people, to deliver continued sustainable tong-term growth for its shareholders
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CONTRACTUAL OBLIGATIONS

Contractual obligations at 31 December 2009 were as follows

Payments due by penod
Less than More than
Total 1 year 1-3 years 3-5 years 5 years
$ million $ million $ million $ million $ millien
Debt obligations 1,109 42 1,067 - -
Finance lease obbgations 26 3 6 5 12
Operating lease obligahons 156 53 61 25 17
Retirement benefit obligation 67 67 - - -
Purchase obligations 3 3 - - -
Capital expenditure 7 7 - - -
Other 76 49 27 - -
1,444 224 1,161 30 29

Other contractual obligations consist of $6m of credit balances on interest rate swaps, $24m of foreign exchange
contracts and $46m of acquisiion considerahion Provisions that do not relate to contractual cbligations are not
included in the above table

The agreed contnbutions for 2010 In respect of the Group's defined benefits plans are $40m for the UK
fincluding $30m of supplementary payments), $20m for the US plan and $7m for other funded defined benefit
plans The table above does not include amounts payable in respect of 2011 and beyond as these are subject to
future agreement and amounts cannot be reasenably eshmated

There are a number of agreements that take effect, alter or terminate upon a change In control of the Parent
Company or the Group following a takeover, such as bank loan agreements and Company share plans None of
these are deemed to be significant in terms of their potential iImpact on the business of the Group as a whale In
addition, there are no service contracts between the Parent Company and any of its directors which prowides for
compensation for loss of office or employment that occurs because of a successful takeover nd

OFF-BALANCE SHEET ARRANGEMENTS
Management believes that the Group does not have any off-balance sheet arrangements, as defined by the SEC
in item SE of Form 20-F, that have or are reasonably likely to have a current or future effect on the Group’s

financial condition, changes In financial condition, revenues or expenses, results of operations, iquidity, capital
expenditures or capital resources that 1s matenal to investors

RELATED PARTY TRANSACTIONS

Except for transactions with associates (see Note 36 of Notes to the Group Accounls), no other related party had
matenal transactions or loans with Smith & Nephew over the last three financial years
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CORPORATE GOVERNANCE STATEMENT

This section discusses Smith & Nephew's structures and governance procedures

The Board and Executive Officers 48
Governance and policy 50
Accountability, audit and internal control framework 57
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THE BOARD AND EXECUTIVE OFFICERS

The Board of directors of Smith & Nephew as at 17 March 2010 compnsed

Initially elected or Term of appointment

Director Position appointed  expures at AGM iIn
John Buchanan Independent Non-Executive Chairman 3 February 2005 2011
Dawid J lingworth Executive Director, Chief Executive 8 February 2006 2012
Adnan Hennah Executive Director, Chief Financial Officer 15 June 2006 2010
lan E Barlow Independent Non-Executive Director 5 March 2010 2010
Geneviéve B Berger Independent Non-Exectrtive Director 5 March 2010 2010
Dr PamelaJ Kirby Independent Non-Executive Director 1 March 2002 201
Warren D Knowtion (1) Independent Non-Executive Director 1 November 2000 2010
Bnan Larcombe Independent Non-Executive Director 1 March 2002 2011
Joseph C Papa Independent Non-Executive Director 1 August 2008 2012
Richard De Schutter Independent Non-Executive Director 1 January 2001 2010
Dr Rolf W H Stomberg  Independent Non-Executive Director 1 January 1998 2010

1} Retinng from ihe Board on 6 May 2010

Directors’ Biographies

John Buchanan, Independent non-executive Chairman John was appointed independent non-executive Deputy
Charman in 2005 and became Chairman in Apnl 2006 and 1s Chairman of the Nominations Committee He s
Deputy Chairman of Vodafone Group Pic and a non-executive director of AstraZeneca PLC and BHP Biliton He
was formerly Group Chief Financial Officer of BP plc

David J llingworth, Chief Executive, joined the Group in May 2002 as President of Orthopaedics and was
appointed a director and Chief Operating Officer n February 2006 In July 2007 he was appointed Chief
Executive He 1s a member of the Nominalions Committee Prior to joining the Group he held posts wathun GE
Medical, as Chief Executive Officer of a publicly traded medical devices company, President of a respiratory/
cnhical care company and President of a technology incubator company

Adnan Hennah, Chief Financial Officer, joined the Group and was appointed a director in June 2006 He was
previously Chief Financial Officer of Invensys plc and held vanous senior positions within GlaxoSmithKline

lan E Barlow, Independent non-executive direclor lan was appointed a director on 5 March 2010 and 1s a
member of the Audit Committee He 1s 2 non-executive director and Chairman of the Audit Committees of the PA
Consulting Group and the Brunner Investment Trust, Charman of Think London and a non-executive director of
Candy & Candy Previously he was a Senior Partner and London Chairman at KPMG

Prof Geneviéve B Berger, Independent non-executive director Genewiéve was appointed a director on 5 March
2010 She 1s Unilever executive, Chief Research & Development Officer at Unilever PLC and NV having previously
served as a non-executive director Previously, she has been Chairman of the Health Adwvisory Board for the
European Commission and a Professor at the University of Pans and Le Pihé-Sapétnére Teaching Hospital and
Director General of the French Centre National de La Recherche Scienhfique

Dr Pamela J Kirby, Independent non-executive director Pamela was appointed a direcior in March 2002 and 1s
a member of the Remuneration Committee and the Ethics and Compliance Commitiee She 1s non-executive
Chairman of Scynexis Inc and a non-executive director of informa ple and Nove Nordisk A/S

Warren D Knowlton, Independent non-executive direcior Warren was appointed a director in November 2000
and 1s Chairman of the Audit Commuttee and a member of the Remuneration Committee He served as Chaimman
and CEO of Graham Packaging to 31 December 2009 and Is a non-executive director of Amenpnse Financial Inc
Previously he was Group Chief Executive Officer of Morgan Cruaible plc

Bran Larcombe, Independent non-executive director Bnan was appointed a director in March 2002 and 15 a
member of the Audit Committee He 1s a non-executive director of F&C Asset Management plc, gategroup
Holding AG and Incisive Media Holdings Limited Previously he was Chief Execunve Officer of 31 Group plc
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Joseph C Papa, Independent non-execufive director Joe was appointed a director in August 2008 and 1s a
member of the Ethics and Compliance, Audit and Remuneration Committees He 1s Chairman and Chief Executive
of Perngo Company Previously he was Charman and Chief Executive Officer of the Pharmaceutical and
Technology Services segment of Cardinal Health Inc and President and Chief Operating Officer of Watson
Pharmaceuticals inc

Richard De Schuiter, Independent non-executive director Richard was appointed a director in January 2001 and
1 Chairman of the Ethics and Compliance Committee and a member of the Audit and Remuneration Committees
He 15 non-executive Charman of Incyte Corporation and a non-executive director of Vanan Inc, Ecolab Inc,
Nawvicure Inc and Slate Pharmaceuhcals

Dr Rolf W H Stomberg, Independent non-executive director and Senior Independent Director Rolf was
appointed a director in 1998 and 1s Chairman of the Remuneration Committee and a member of the Audi and
Nominations Committees He 15 Chairman of Lanxess AG and a non-executive director of Hoyer GmbH,
Biesterfeld AG and Severstal

Executive Officers

The Chief Executive of Smith & Nephew and other serior executives are responsible for the day-to-day
management of the Group In addrtion to the executive directors, the following are executive officers of Smith &
Nephew

Naseem Amin, Chief Saientfic Officer Naseem joined the Group in 2009 pnor to which he held a number of
senior business development and research posts, most recently Semor VP of Business Development at Biogen
Idec

Mark August, President of Biologics & Spine Mark joined the Group In 2003 as Vice President of Global
Marketing for the Trauma Dwvision, became President of Orthopaedic Trauma and Clinical Therapies in February
2006 and was appointed fo his current role in January 2008 He previously worked for GE Medical Systems in the
US and Asia In 2009, Mark was also appointed to the board of Hulchinson Technology Inc as an independent
director

Elizabeth Bolgiano, Chief Human Resources Officer Ehzabeth joined the Group n June 2004, as Senior Vice
President Human Resources for the Orthopaedics GBU In August 2007, she was appointed Group Human
Resources Director Previously, she was Vice President Human Rescurces with Bnstol-Myers Squibb, where she
held a vanely of human resources roles dunng her 15 year tenure

John W Campo, Chief Legal Officer Jack joned the Group in June 2008 Pnor to joining the Group he was
employed by General Electnc Company for 14 years in a vanely of roles, including seven years with GE
Healthcare {successor to GE Medical Systems) in the US and Asia

Joseph DeVivo, President of Orthopaedics Joe joined the Group in June 2007 as President of Orthopaedic
Reconstruchion and was appointed to his current role in May 2008 Pnor to joting the Group, he held semor
executive positions with RITA Medical Systems Inc , Computer Motion Inc and United States Surgical a dvision of
Tyco Healthcare

Michael Frazzette, President of Endoscopy Mike joined the Group as President of Endoscopy in July 2006
Previously he was President and Chief Executive Officer of a US manufacturer of medical devices and spent 15
years at Tyco Healthcare becoming President of the Patient Care, THC Canada and Health Systems dimsions

R Gordon Howe, Senior Vice President Global Planming and Development Gordon joined the Group in 1998, and
served In planning and business development roles in the Orthopaedics division He was appointed to his
current rale in August 2007 Pror lo joiming the Group, he held management positions with United Technologles
Corporation

Roger Teasdale, President of Advanced Wound Management Roger joined the Group in 1989 and has held a
number of key roles in businesses within the Group, most recently as Semor Vice President of Advanced Wound
Management Roger was appointed to his current rcle on 1 May 2009

Company Secretary
Susan Henderson, Company Secretary Susan joined the Group in May 2009, pror to which she held a number
of senior company secretanal posihions most recently as Deputy Group Secrelary of Prudental ple
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GOVERNANCE AND POLICY

Introduction

The Board continues to be committed to the highest standards of Corporate Governance and this report together
with the Directors’ Remuneration Report explains how the provisions/pnnciples of the FSA Listing Rules,
Disclosure & Transparency Rules and the Combined Code on Corperate Govemance (the “Code™ have been
applied throughout the year

The Board considers that it has complied with all relevant provisions of the Code throughout the year, except that
no member of the Audit Committee had a qualfication from one of the professional accountancy bodies as
recommended by the Smith Guidance However, the Board considers that all members had relevant financal
experience as senior executives of large corporations and therefore had sufficient competence 1n accounting or
auditing 1n accordance with the Disclosure and Transparency Rules {'DTR") 7 1 3R The Board further considers
that the members of the Audit Committee have the skills and expenence of corporate financial matters to
discharge the Committee's responsibiliies properly All members of the Audit Comrittee are independent, as
defined by the NYSE, and meet the defirtion of ‘financial expert’ in the Sarbanes-Oxley Act in the US lan Barlow
was appointed a member of the Audit Committee on 5 March 2010 He has recent and relevant financial
expenence 1n accordance with DTR7 1 3R and meets the defimhon of a financial expert

The Company's Amencan Depositary Shares are listed on the NYSE and the Company 1s therefore subject to the
rules of the NYSE as well as the US secunties laws and the rules of the SEC applicable to foreign private 1ssuers
The Board believes that it has complied throughout the year wath both SEC and NYSE requirements related to
corporate governance except that, in accordance with the Code, the Nominations Committee consists of a
majonty of iIndependent directors and does not consist wholly of independent directors, as required by the NYSE

In accordance with the Code, the following paragraphs descnbe Smith & Nephew's Corporate Governance
policies and procedures and how 1t applies the main Pnnciples set out in section one of the Code

The Board

The Board of directors of Smith & Nephew consists of a non-executive Chairman, two execuhive directors and
eight Independent non-executive directors, two of which were appointed since the year end In 2009, the Board
met on 8 occastons and individual attendance together with attendance at Board Committee meetings, 1s shown
in the table on page 55 Warren Knowlton will be refinng from the Board at the annual general meehng {"AGM”)
having served as a non-executive director since 2000

Genewiéve Berger and lan Barlow joined the Board as independent non-executive directors on 5 March 2010

The Scope of the Board

The Board 1s responsible for the strategic direction and overall management of the Group and has a formal
schedule of matters reserved for its decisions which include the approval of certain policies, budgets, financing
plans, large capital expenditure projects, acquisiions, divestments and treasury arrangements Otherwise, 1t
delegates the execulive management of the Group to the Chief Executive and certain specific responsibilifies to
Board Committees, as described on pages 52 to 55 It reviews the key activites and performance of the
businesses and considers and reviews the work undertaken by the Committees Succession planning is regularly
reviewed and appropnate measures are taken {o ensure the Board has the appropnate balance of skills and
expenence necessary for a major global medical devices company

Non-executive direclors meet regularly pnor to each Board meeting without management 1n attendance The
Senior Independent Director meets with the other non-executive directors annually to evaluate the performance
of the Chairman All directors have access to the advice and services of the Company Secretary, who 1s also
responsible to the Board for ensunng that board and governance procedures are complied with The appointment
and removal of the Company Secretary 1s a matter for the Board as a whole Board members indmdually and
Board Comrmitiees may obtain independent professional advice, at the Company's expense, where they judge it
necessary In order to fulfill their responsibiliies as directors If directors are unable to attend a Board meeting or
Board Committee meeting, they are adwised of matters to be discussed and have an opportunity to make their
views known to the Chairman or the Chairman of the relevant Committee pnor to the meeting

50




The Role of Indnadual Directors

Whilst the Chairman and Chief Executive collectively are responsible for the teadership of the Group, there 1s a
clear division of respective responsibiliies which have been agreed by the Board The Charman's pnmary
responsibility s leading the Board including setting its agenda and ensunng its effectiveness The Chief Executive
Is responsible for the performance, management and supervision of the Group in accordance with the strategy,
polictes, budgets and business plans approved by the Board The Senior Independent Director is Rolf Stomberg,
whose role includes consulting with members of the Board on 1ssues relating to the Chairman and chainng
meetings of the Nominations and Audit Commuttee in the absence of the Chairman or Charman of the Audit
Committee He 1s available to shareholders if they have concems that cannot be resolved through the normal
channels of contact with the Chairman or Chuef Executive

Independence of Non-Executive Directors

The Board has determined that all the non-executive direclors are independent in accordance with UK and US
requirements None of the non-executive direclors or ther immediate familes has ever had a malenal
relahonship with the Group erther directly as an employee or as a partner, shareholder or officer of an
organisation that has a relationship with the Group They do not receive addiienal remuneration apart from
directors’ fees, do not participate in the Group’s share option plans or performance related pay schemes, and are
not members of the Group's pensicn schemes nor do they serve as a director of a company or an affiate in
which any other director of Smith & Nephew 1s a director

Rolf Stomberg, Warren Knowlton and Richard de Schutter have served on the Board as non-executive directors
since 1998, 2000 and 2001 respectively The Board considers that they conlinued to remain independent and to
provide effective challenge to the executive team throughout 2009, notwithstanding therr length of service Duning
the year, the Beard benefited from therr skills and expenence, in particular, Rolf Stomberg's leadership of the
Board Evaluation process, his contnbution 1n the search for new non-executive directors and the Chairmanship of
the Remuneration Commiitee, Warren Knowlton's Charmanship of the Audit Committee and Richard De
Schutter's Chaimanship of the Ethics and Compliance Commuittee Recognising however that long service on the
Board may be considered to impact independence, the Board has undertaken a search for suitable additional
non-executive direclors as explained in greater detail on page 54

Management of Conflicts of Interest

None of the directors or therr connected persons has any family relationship with any other director or officer nor
has a matenal interest in any contract to which the Company ar any of its subsichanes are or were a party dunng
the year or up to 17 March 2010

Each director has a duty under the Companies Act 2006 {the “CA 2006 to avoid a situation in which he or she
has or can have a direct or indirect interest that conflicts or possibly may conflict with the nterests of the
Company This duty 1s In addition to the existing duty that a director owes to the Company to disclose to the
Board any ftransachon or arrangement under consideration by the Company The Company's arhcles of
associafion permit directors to authonse conflicts and potential conflicts in accordance with the CA 2006 and to
approve such situations Directors inform the Board of any situations which may give nse to a conflict of interest
as they anse and this information 1s recorded In the Company's Register of Conflicts together wath the date on
which authonsation was given On an annual basis, directors certify that the infermation contained in the register
1s correct The Board has a procedure when deciding whether to authonse a conflict or potenhial confiict of
interest Firstly, only directors who have no interest 1n the matter under consideration are able to take the relevant
deciston Secondly, In taking the decision the directors must act in a way they consider, in good faith, will be most
likely to promote the Company's success In addition, the directors may impose fimits or condiions when giving
authonsahon if they think this 1s appropnate Dunng the year, three directors identfied situations which could give
nse to conflicts of interest Each of these situations was authonsed by the Board, although no actual conflicts
were identified

Re-appowntment of Directors

Under the Company's articles of assoaiation, any director who has been appointed by the Board since the previous
annual general meeting of shareholders, either to fill a casual vacancy or as an addional director, holds office only
until the next annual general meefing and then 1s eligible for reappaintment by the shareholders Geneviéve Berger
and lan Barlow, appointed on 5 March 2010, will retire at the AGM to be held on 6 May 2010 and will offer
themselves for re-election Subsequently, directors retire and offer themselves for re-election at the thud annual
general meehng after the meeting at which they were last reappointed The directors are subject to removal with or
without cause by the Board or the shareholders Executive officers serve at the discretion of the Board
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Rolf Stomberg who has served 12 years as a director of the Company will retire at the AGM and, being ehgible,
will offer imself for re-election In accordance with the arhicles of association, Adnan Hennah and Richard De
Schutter, who has served more than nine years, will also retire and, being ebgible, will offer themselves for
re-election at the AGM

Board Development Programme

A number of training and development opportumiies were identfied for the Board dunng 2009 As i previous
years, the traning focused mainly on increasing the Board's understanding of the business and markets in which
the Company operates Throughout the year, each GBU presented to the Board on Its business and the current
challenges 1t faced These themes were explored in greater depth dunng the two day Strategy Review held In
September In November, the Board visited the European headquarters of the Orthopaedics business in Aarau,
Switzeriand and the European Orthopaedics Distnbution Centre in Baar, Swilzerland, meeting with the senior
European management team and receving presentations on our products and processes Tallored development
programmes have also been developed to support non-executive directors in specific roles For exampte, Richard
De Schutter has attended a number of bnefing sessions to support him in his role of Charman of the Ethics and
Complance Committee and Joseph Papa has begun a bnefing programme to assist him in his membership of the
Remuneration Committee

Review into the Effectiveness of the Board

Towards the end of 2009, the Board undertook a review of its effectiveness and the effectiveness of its key
Committees The review was led by Rolf Stomberg, the Senior Independent Director, assisted by the Company
Secretary and facilitated by Lintstock, an independent firm of corporate governance adwvisors The review took the
form of an online questionnaire followed by a senes of detalled confidential interviews with each director and the
Company Secrefary In February 2010, Lintstock presented the results of the review to the Board Overall, the
review concluded that the Board and its Committees operate effectively, that indivdual directors bnng a range of
skills and expenences to the Board and that the non-executive directors 1n particular provide effective challenge
to the Executive team The Board conduded that dunng the year, progress had been made n a number of areas
relating to the effectiveness of the Board processes and identfied further areas for improvement which could be
made in 2010

Committees of the Board

The Board 1s assisted by the Audit, Remuneraton, Nominations and Ethics and Compliance Committees, each of
which has its own terms of reference, which may be found on the Group's website at www smith-nephew com
The Company Secretary or her designate Is secretary to each of the Committees For each of the Commiitees the
Chairman of the Committee reports orally to the Board and minutes of the meetings are circulated to all members
of the Board

Audit Commuttee

The members of the Audit Committee are Warren Knowiton {Chairmanl, Brian Larcombe, Richard De Schutter, Rolf
Stomberg, Joseph Papa {appointed to the Audit Commitiee on 10 February 2009) and lan Barlow {appointed to
the Audit Committee on 5 March 2010] All members of the Committee are considered to be independent in
accordance with the Code The Chairman, Chief Executive and the Chief Financial Officer attend meetings of the
Audit Committee by tnvitation but are not members of the Committee Warren Knowlton will be retinng at the
AGM and will be replaced as Chaiman of the Audit Committee by lan Barlow The Audit Committee meets
without management in attendance, when appropnate, and meets with the auditors, without management
present, from time to ime

The Audit Committee met five times dunng the year The pnnapal duties of the Audit Committee are

»  monitoning the integnity of the Group's accounts, ensunng that they meei statutory and associated legal and
regulatory requirements and reviewing significant financial reporting judgments contained in them,

»  monitoring announcements relating to the Group's financial performance,

* reviewing reports on complance with accounting standards, appropnate accounting policies and practices
and any changes to these, accounhing and reporting 1ssues, going concern assumptions, and anti fraud
pragrammes and controls,

= monitonng the effectiveness of internal financal controls and reviewing comphance with s404 of the
Sarbanes-Oxley Act 2002,

52




*  revieming the operation of the nsk management process,
+  monitoring and reviewing the effectiveness of the Group's internal audit function,

* recommending for shareholder approval the appoiniment, re-appointment and removal of the external
auditors, as appropnate,

e approving the remuneration and terms of engagement of the external auditors,
¢ monitonng and reviewing the extemnal auditors’ independence and the effectiveness of the audit process,
e pre-approval of the extemal auditors to supply non-audit services, and

¢ reviewing arrangements by which staff may raise comptaints against the group regarding finanaial reporting
or other matters

For 2009, the Audit Commitiee considered quarterly reporting, the preliminary results and the Annual Accounts
Due consideration was given to compliance with accounting standards, appropnate accounting policies and
practices, accounting and reporting 1ssues, going concem assumptions and Section 404 of the Sarbanes Oxley
Act

Dunng the year, no concerns were raised with the Committee about possible impropneties in matters of financial
reporting or cther matters

The Audit Committee reviewed the actwites of the Internal Audit department, 1ts programme of waork and
resourcing requirements It reviewed the Group's approach to internal financial control, its processes, culcomes
and disclosures and considered the Group's risk management processes

The Audit Committee also reviewed the work of the external auditors, Ernst & Young LLP and received reports on
the scope and outcome of the annuaf audit and management's response These reports included accounting
matters, governance and control and accounting developments The Audit Committee also reviewed the audit,
audit-related, tax and other services provided by the external auditors and ensured that all services previded by
the extemal auditors were pre-approved in accordance with the Auditor Independence policy explained in
greater detail on page 57 As part of the review into the services provided by the auditors, the Audit Commuliee
reviewed the independence, objectivity and effectiveness of the external auditors and was satisfied that it was
appropnate to recommend to the Board their reappointment

Remuneration Committee

The members of the Remuneration Commitiee are Rolf Stomberg (Chairmanl, Pamela Kirby, Warren Knowdton,
Richard De Schutter and Joseph Papa (appointed to the Remuneration Committee on 4 November 2009) All
members of the Committee are considered fo be independent in accordance with the Code and SEC and NYSE
requirements

The Remuneration Committee met three times dunng the year The pnncipal duties of the Remuneration
Commitiee are reviewing

»  The remuneration, including pension entitlements, of executive directors and executive officers,

*  The relationship between the remunerahion of executive directors and that of other employees,

»  The compehtiveness of executive remuneration using data from independent consultants on companies of
similar size, technologies and international complexaty,

*  The performance targets for the bonus plan and long-term incentive plans and the performance against
these targets,

» The operation of the long-term incentive plans, share option plans and performance related bonus plan,
determining the participanis and overall grant tevels, and

*  Proposals for management succession

The actvihies of the Remuneration Committee throughout 2009 are descnbed in greater detall in the Directors’
Remuneration Report on pages 61 1o 74
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Normmnations Committee

The members of the Nominations Committee are John Buchanan (Chairman), David llingworth, Rolf Stomberg and
Richard De Schutter [appointed to the Neminations Committee on 9 December 2009 Rolf Stomberg and Richard
De Schutter are cansidered 1o be independent in accordance with the Code and SEC and NYSE requirements

The Nominations Committee met once dunng the year and this meeting was attended by all members In
addition, the Charman held a number of detailed telephone calls and meetings with members of the Nominations
Committee both indvidually and collectively Other members of the Board have also been consulted on therr
views relating to Board refreshment and succession planning

The principal duties of the Nominations Committee are

* To review the Board struclure, sze and composition and to make recommendatons to the Board
accordingly,

* To 1dentfy and nominate suitable candidates to the Board to fill any Board vacancies as they anse,
evaluating the balance of skills, knowledge and expenence currently on the Board and which may be
required in the future,

e  To make recommendations to the Board on the continuation in office, or otherwise, of any executive director
or non-executive director,

¢  To make recommendations to the Board regarding membership of the Board Commuittees and the fees pad
to non-executive directors, and

s  To consider and If thought fit approve the appointment of any executive director as a non-executive director
of another company

Dunng the year, the Nominations Commuttee recognised that three non-executive directors had served on the
Board for penods of time which could give nise to queshons about ther continued independence Whilst the
Board considers that all the non-executive directors are sufficiently independent regardless of therr length of
service, the Nominations Committee bebeved that 1t would be appropnate to consider plans for the Board's
refreshment Dunng the year therefore, the Nommations Committee has underiaken the following actmty,
assisted by the Group Director of Human Resources, the Company Secretary and an external firm of
headhunters

* A matnx was prepared detalling the skills and expenence required collectively by the non-execufive
directors of the Company This matnx was then compared to the skills and expenence of the current
non-executive directors The full Board contnbuted to this process and, as a result, profiles of potenhal
non-executive direclors were prepared,

» A firm of headhunters was instructed to commence a search for surtable non-executive directors based on
the profiles prepared A number of candidates were 1denhfied and the Committee recommended to the
Board the appointment of Geneviaéve Berger and lan Barlow on 5 March 2010,

¢ It was agreed that Warren Knowtfon who has served on the Board since 2000 and 1s currently Chairman of
the Audit Committee and a member of the Remuneration Commitiee would retire from the Board at the AGM
to be held on 6 May 2010, and

* It was also agreed thal Rolf Stomberg and Richard De Schutter, who have served on the Board since 1998
and 2001 respechvely would continue to serve on the Board until such time as suitable replacements have
been found for them, in order to prowide continuity 1n this pened of transition

Dunng 2010, the Nominations Committee will continue this process

Should the need arise, the Senor Independent Director would oversee the process for the appointment of a new
Charrman

£Ethics and Compliance Committee

The members of the Ethics and Compliance Commuttee are Richard De Schutter ({Chairman}, Pamela Kirby and
Joseph Papa All members of the Commitiee are considered to be independent in accordance wath the Code
Dawd llingworth, Chief Executive, altends every meeting

The Ethics and Compliance Commuttee met four times dunng the year
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The pnncipal dubies of the Ethics and Compliance Committee are
= Toreview and approve Group policies as they relate to ethical and compliance matters,

* To recave reports and review actvities from executive and spenalist groups managing ethical and
compliance matters across the Group's operations,

*  Toreview and approve implementation of ethical and compliance programmes,
¢  Toreceve and review reports of audits and monitonng of ethical & compliance procedures and processes,

+  To review ethical and compliance best practice and continuous 1mprovement programmes by reference to
appropnate external reports and benchmarking,

* To review, where appropnate, the Group's nternal communicattons and {raining in relation to ethical and
compliance policies and procedures,

* To review the Group's external communication and reporiing in respect of ethical and compliance
programmes and the operation of the Commuttee,

s To review the integraton of ethical and compliance procedures with the business nsk management
programme, and

» Toreview and approve ethical and compliance strategy and plans

Dunng the year, the Commuittee has
*  Monitored the roll-out of the Enhanced Global Comphance Programme,
*  Overseen the adophon of the Code of Conduct and Business Pnnciples across the Group,

+« Overseen the transitton of complance processes under the Deferred Prosecution Agreement to the
Corporate integnty Agreement,

* Appanted PncewaterhouseCoopers to undertake an Independent Compliance Assessment and received
their reports, and

»  Received reports from management in relation to progress made under the Enhanced Global Comphance
Programme, the actvities of the US and Global Comphiance programmes and concemns raised through the
Group's hotline and other channels

Board and Commuittee Attendance
The Table below detalls attendance of directors at Beard and Commuttee meetings held throughout the year

Ethics and

Remuneration Audit Nominations  Compliance

Board Committee  Committee  Committee  Committee

8 meetings 3 meetings 5 meetings 1 meehing 4 meetings

John Buchanan - - 1 -
David J Wiingworth
Adnan Hennah
Pamela J Kirby i)
Warren D Knowlton
Bnan Larcombe 1)
Joseph C Papa
Richard De Schutter (1)
Rolf W H Stomberg

- - j -

oo~ 00~ mw®
LW —= | W
Lm0 Bon

I [ |
[ - - S -

) Unable to attend due to commutments aranged pnor to ihe meeting

1} Appointed to Remuneration Committee on 4 November 2009

{m)  From time lo ime: directors alse attend Committee Meetings ai the invilation of the Committee Chairman even if they are nol members of
the Commuttee in order to gain a better understanding of the actmiies of the Committee

Liaison with Shareholders

The execuhve directors meel regularly with investors to discuss the Company's business and finanoal
performance both at the time of the announcement of results and at industry investor events Dunng 2009, the
execulive directors held meetings with institulional investors, including investors representing approximately 60%
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of the share capiial as at December 2009 As part of this programme of investor meetings, dunng 2009, John
Buchanan, the Chairman, met with investors representing 16% of the share capital Over the last three years, he
has mel nvestors representing In aggregate 50% of the share capital In 2009, Rolf Stomberg, the Senior
independent Director and Chaiman of the Remuneration Committee and Joseph Papa, member of the
Remuneration Committee, met with inshiutional inveslors holding approximalely 24% of the share capital to
discuss remuneration matters The Company’s website [www smith-nephew com| contains information of interest
to both insttutional investors and pnvate shareholders, including financial information and webcasts of the
results presentations to analysts for each quarter, as well as speafic information for private shareholders relating
to the management of therr shareholding

Directors’ Indemmty Arrangements

Appropnale directors and officers lability insurance 1s in place and Oeeds of Indemmity have been entered into
between the Company and directors The Deeds of Indemnity allow for iIndemnification of directors in respect of
proceedings brought by third partes and for the Company to provide funds for directors’ ongoing costs 1n
defending a legal achion as they are incumed rather than after jJudgement has been given Individual directors
would still be liable to pay any damages awarded to the Company in an action against them and to repay their
defence costs to the extent funded by the Company iIf their defence 1s unsuccessful

Share Capital

As at 17 March 2010, the Company's total i1ssued share capital with voling nghts consisted of
951,549,300 Ordinary Shares of 20 US cents each 63,679,855 Qrdinary Shares are held in treasury and are not
included n the above figure

As at 17 March 2010, notification had been received from the undemoted persons under the DTR in respect of
interests in 3% or more of the 1ssued Ordinary Shares of the Cornpany

Number of Shares
‘000 %
Newton tnvestment Management Limited 45129 51
Thornburg Investment Management Inc 44,852 51
Capital Group of Companies Inc 44,594 50
Legal and General Group plc 35,329 40
FMR LLC 34101 38

Other than disclosed above, the Company 15 not aware of any person who has a significant direct or indirect
holding of secunties 1n the Company and i1s not aware of any persons holding secunties which may control the
Company There are no secunties 1n i1ssue which have special nghts as to the control of the Company

Dividend

The Beard has declared a second intenm dividend of 8 93 US cents per share which, together with the first
intenm dividend of 5 46 US cents, makes a total for 2009 of 14 39 US cents The second intenm dividend will be
pad on 12 May 2010 to shareholders on the register of Members at the close of business on 23 Apnl 2010

Annuat General Meeting

The Company's annual general meeting 1s to be held on 6 May 2010 at 11 00am at The Royal Society, 6-9
Carlton House Terrace, London SW1Y 5AG Noiice of the meeting has been sent to all registered shareholders
with an accompanying letter from the Chairman

Corporate Headquarters and Registered Office

The corporate headquarters 1s in the UK and the registered office address 1s Smith & Nephew plc, 15 Adam
Street, London WC2N 6LA, UK Registered in England and Wales No 324357 Tel +44 (0] 20 7401 7646
Website www smith-nephew com
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ACCOUNTABILITY, AUDIT AND INTERNAL CONTROL FRAMEWORK

internal Contrel and Risk Management

The Board has overall responsibility for ensuring that the Group maintans an adequate system of internal control
and nsk management and for reviewing its effectiveness The Intemal Audit function and the Group Risk
Committee consider and test effectiveness and report to the Audit Committee and to the Board respectively on
ther findings The Board has reviewed the system of internal control, including finanaial centrol for the year ended
31 December 2009 and up to the date of approval of this Annual Report and Accounis The Group's system of
internal control i1s designed to manage rather than eliminate the nsk of failure to achteve business objectives, and
can only provide reasonable and not absolute assurance against matenal misstaternent or loss

Risk Committee

The members of the Risk Committee are the executive directors, the executive officers and the Company
Secretary The Charman of the Committee 1s the Chief Executive As an integral part of planning and review, the
management of each of the Global Business Units identifies the nsks involved in therr business, the probability of
those nsks occurnng, the impact if they do occur and the actions being taken to manage and mitigate those nsks
The Risk Committee meets twice a year to review the major nsks identified by the Global Business Units and any
mitigating achions being taken As appropriate, the Risk Committee may re-categonse nsks or require further
informatton or mitigating action to be undertaken The Risk Committee reports to the Board on an annual basis
detailing all pnncipal nsks categonsed by potenhal financial impact on profit and share pnce In addition, the most
significant Group nsks are reported to the Board regulady These reports include detalls of new, key or
significantly increased nsks along with actions put in place to mitigate such nsks The pnncipal nsks 1dentified
through this process are detailed in “Risk Factors” to be found on pages 20 to 24

Audit Committee
The actvities of the Audit Committee are descnbed in greater detail in pages 52 to 53

The Audit Committee reviews the Group's approach to tnternal financial control and the operation of the nsk
management process Dunng 2009, the effectiveness of the Global Business Umits’ systems to identify and
manage matenal nsks was evaluated and the findings were reported to the Audit Committee No matenal
weaknesses were identified in these systems

Auditor Independence Policy

The Audit Committee has adopted an Auditor Independence Policy which forms part of the Commttee’s Terms of
Reference This policy governs the conduct of non-audit work by the external auditors This prohibits the auditors
from performing services which would result in the auditing of their own work, participating in activiies normally
undertaken by management, acting as advocate for the Group and creating a mutuality of inferest between the
auditors and the Group, for example being remunerated through a success fee structure Each year, the Audt
Committee pre-approves the budget for fees relating to audit and non-audit work, including taxation services, 1n
accordance with a lising of parhcular services In the event that mits for these services are expected to be
exceeded or the Group wants the external auditors to perform services that have not been pre-approved,
approval by the Chairman of the Audit Committee 1s required, together wath a nofification to the Audit Committee
of the service and the fees involved All services prowvided by the independent auditors dunng the year were
pre-approved by the Audit Commuttee

The Auditor Independence Policy aiso governs the policy regarding the audit partner rotation 1n accordance wath
the Auditing Practices Board Ethical Standards in the UK and the SEC rules in the US Dunng 2009, the
Company’s lead audit partner rotated and was replaced by a new lead audit partner who had not been previously
involved in the Company's audit Partners and senior audit staff may not be recruited by the Group unless two
years have expired since their previous involvement with the Group

Management’s Report on Intemal Control over Financial Reporting
Management 1s responsible for establishing and maintaining adequate intemal control over financal reporting as
defined n Rule 13a-15(f) and 15d-15(f) under the Secunties Exchange Act of 1934

In addihion, projections of any evaluation of effectiveness in future penods are subject 1o the nsk that controls
may become inadequate because of changes in conditions, or that the degree of compliance with the policies or
procedures may detenorate
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in accordance with the requirement in the US under s404 of the Sarbanes-Oxley Act, management assessed the
effectiveness of the Group's Intemal control over financial reporting as at 31 December 2009 In making this
assessment, management used the cnlena set forth by the Committee of Sponsonng Organisations of the
Treadway Commission n Internal Control-integrated Framework Based on its assessment, management has
concluded and hereby reports that, as at 31 December 2009, the Group's intemal control over finanaial reporting
15 effective based on those cntena

Ernst & Young LLP, an independent registered public accounting firm, has 1ssued an audit report on the Group's
internal control over financial reporting as of 31 December 2009 This report appears on page 81

There has been no change in the Group's internal control over finanaial reporting dunng the penod covered by
this Annual Report that has matenally affected, or 1s reasonably likely to matenally affect, the Group's intemal
control over finanaal reporting

Disclosures Committee and Evaluation of Disclosure Controts and Procedures

The Disclosures Committee 1s chared by the Chief Executive and compnses the Chief Financial Officer and
vanous additional senior executives The secrelary 1s the Company Secretary or her designate The Commitiee
meels as required and approves the release of all major communications to investors, to the UK Listing Authenty
and the London and New York Stock Exchanges

The Chief Executive and Chief Financial Officer have evaluated the effectiveness of the design and operation of
the Group's disclosure controls and procedures as at 31 December 2009 Based upon, and as at the date of that
evaluation, the Chief Executive and Chief Financial Officer concluded that the disclosure controls and procedures
were effechve

Code of Conduct

The revised Code of Conduct approved by the Ethics and Complhiance Committee was 1ssued to all employees
dunng 2009 The Code of Conduct sets out the basic legal and ethical pnnciples for carrying out business and
applies both to employees and those who act on the Group's behalf It sets out In detall how persons covered by
the Code of Conduct are expected 1o interact ethically with healthcare professionals and government officials It
also covers the broader 1ssues of ethics and complance throughout the business and includes a code of
business prnciples A copy of the Code of Conduct can be found on the Group's website

The Code of Conduct 1ncludes a whistle blowing policy which enables persons 1n most junsdictions where the
Group operates to contact the Group anonymously through an independent provider All calls and contacls are
inveshgated and the appropnate action taken, including repors to senior management or the Board where
warranted

Code of £thics for Senior Financial Officers

The Board of directors has adopted a Code of Ethics for senior finanaial officers, which 1s available on the Group's
website twww smith-nephew com) and on request from the Company Secretary |t applies to the Chief Executive,
Chief Finanaial Officer, Group Finanaal Controller and the Group's senior financial officers There have been no
wavers fo any of the Code's provisions nor any amendments made to the Code dunng 2009 or up until 17 March
2010

Principal Accountant Fees and Services
Fees for professional services provided by Ernst & Young LLP, the Group's independent auditors 1n each of the
last two fiscal years, in each of the following categones were

2009 2008

$ milhion 3 mutlion

Audit 3 5
Audit related fees - -
Tax 2 3
Other - 1
5 )
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Audit fees include fees associated wath the annual audit and local statutory audits required internationally In
2008, other fees related to aborled acquisition costs A more detailed breakdown of audit fees may be found In
Note 37 of the Notes to the Group Accounts

Disclosure of Information to the Audstors

In accordance with Section 418 of the Companies Act 2006, the directors serving at the tme of approving the
Directars’ Report confirm that, to the best of their knowledge and belief, there 1s no relevant audit information of
which the auditors, Ernst & Young LLP, are unaware and the divectors alse confirm that they have taken
reasonable steps to be aware of any relevant audit information and, accordingly, to establish that the auditors are
aware of such information

Auditors

Emst & Young LLP have expressed therr willingness to continue as auditors and resclutions proposing their
reappointment and to authonse the directors to determine therr remuneration will be proposed at the AGM as
approved by the Audit Committee
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DIRECTORS’ REMUNERATION REPORT

The Directors’ Remuneration Report {the *Report”) has been prepared in accordance with The Large and Medium-
sized Companies and Groups {Accounts and Reports} Regulations 2008 (the “Regulations”) and meets the
relevant requirements of the Financial Services Authonty [“FSA™) Listing Rules As required by the Regulations, a
resolution to approve the Report will be proposed at the annuat general meeting ("AGM”) on 6 May 2010

The Remuneration Committee Membership and Meetings

The members of the Remuneration Commuttee are Rolf Stomberg (Chairman), Pamela Kiby, Warren Knowlton,
Joseph Papa {appointed to the Remuneration Committee on 4 November 2009) and Richard de Schutter All
members of the Commitiee are non-executive directors and are considered by the Board te be independent in
accordance with the UK Combined Code on Corporate Governance and the requirements of the SEC and the
NYSE The Company Secrelary acts as secretary to the Remuneratton Commitiee

The Remuneration Committee met three times dunng the year and each meeting was attended by all members In
additon the Remuneration Committee agreed on certain resolutions by e-mail when unable to meet physically
Joseph Papa joined the Remuneration Committee on 4 November 2009 and also attended cne meeting pnor 1o
his appointment

At the request of the Remuneraton Committee, the Chairman, John Buchanan, the Chief Executive, Dawid
flingworth and the Group Director of Human Resources, Elizabeth Bolgiano were invited to attend meetings of the
Remuneration Committee throughout the year Dawid Ilingworth and Elizabeth Bolgiano advise the Remuneration
Comnittee on all aspects of the Group's reward structures and poficies and John Buchanan offers a valuable
perspective given his experience on the Boards of other compames None of these directors or officers 1s present
for any discussion concerning their own remuneration

Dunng the year, the Remuneraticn Committee received information from a number of ndependent consultants
appointed by the Company Delottte LLP on a broad range of remuneration 1ssues and on long-term incentive
plan comparative performance and Towers Watson and Mercer Limited on salary data when considenng base
salanes of executive directors and executive officers Deloitte LLP also provided taxation advice to the Group,
while Towers Watson and Mercer Limited have provided general salary data and advised on vanous
compensation matters below Board level None of these adwisors adwised any director 1n respect of their own
remunerahon

The Role of the Remuneration Committee
The terms of reference of the Remuneraton Commitlee are avalable on the Group's website al
www smith-nephew com

The Remuneration Commitiee reviews
»  The remuneration, including pension entittements, of executive directors and executive officers,

»  The relationship between the remuneration of executive directors and that of other employees,

e The competiveness of executive remuneration using data from independent consultants on companies of
similar size, technologies and intemational comptexity,

¢ The performance targets for the bonus plan and long-term incentive plans and the performance against
these targets,

»  The operation of the long-term incentive plans, share option plans and performance related bonus plan,
determining the parficipants and overall grant levels, and

¢  Proposals for management succession

Remuneration Policy

The remuneration policy as approved by the Remuneration Committee and the Board, I1s designed to ensure that
remuneration 1s sufficiently competiive to attract, retain and motivale executive directors and executive officers of
a calibre that meets the Group’s needs to achieve its business objectives The palicy 1s designed to ensure that
remuneration is firmly nked with the success of the Company and achievement against the Company's key
performance indicators, so that executive directors and executive officers are surtably incentivised to generate
long-term and sustainable value for shareholders
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The Remuneration Comrmittee has responsibility for determining the individual remuneration packages for the
Chief Executive, the Chief Financial Officer [the "executive directors™) and for the remaning executive officers of
the Company, as detalled on page 49 of this Annual Report In determining these remuneration packages, the
Remuneration Commitiee has regard to the levels of pay and the structure of remuneration packages across the
entire Group The shape of the remuneration packages for the executive directors and executive officers is
broadly similar to the remuneration packages for other executives in the Group The salary levels and multiples
used In the vanous incentive plans differ according to level of senionty This i1s explained in greater detail wathin
the discussion on each incentive plan

Across the Group, base pay and benefits are referenced to median compenfive levels for acceptable
performance whilst incentive plans, both short and long-term, are designed to motivate and reward
out-performance Total remuneration packages are benchmarked by reference to appropnate UK and US
companies and where relevant other local markets Individual remuneration levels are based on measurable
performance against fair and open objectives and there are no automatic pay adjustments unless required by law
or local protocol

The policies described in this Report have been applied throughoul 2009 and 1t 1s intended that they will continue
to apply throughout 2010 The Remuneration Committee will however continue to monitor its policies against
evolving market practice and relevant guidance which 1s particularly relevant in the current economic climate

The Remuneration Committee has a policy to consult with the Company's major shareholders and relevant
stakeholders pnor to implementing any significant change to the Remuneration Policy and places great value in
developing a Iransparent relationship on such matters Dunng 2009, the Company and members of the
Remunerahon Committee consuited with shareholders representing approximately 24% of the 1ssued share
capital, as well as representatives of the Association of Bntish Insurers and the National Association of Pension
Funds, to discuss remuneration 1ssues

Pnncipal Components of Remuneration
The remuneration package for the Company's senior executive population, which includes the executive directors
and executive officers, compnses the following elements

+  Basic salary and benefits,
*  Annual bonus with a deferred element under the Deferred Bonus Plan,
e Long-term incentives, compnsing 2004 Performance Share Plan Awards and share options, and

+  Pension enfittements

Dunng 2009, the Remuneration Comrmttee again undertook a thorough review of the structunng of the
remuneration arrangements Dunng the review, the Committee were mindful of the latest developments in the
economic and corporate governance environment, and also took on board specific feedback received from
certain shareholders The purpose of the review was to ensure that the incentive amangements continue to be
firmly lnked to the long-term success of the business and are based on balanced measures of corporate
performance The Committee believed that the pnnapal focus of the review should be on the metncs used to
dnve the performance of the business, and in particular, the weighting given to growth in EPSA (basic earnings
per share adjusted fo exclude the amortisation of acquisition intangibles and exceptional items} across the
package

Whilst EPSA growth 1s an imporiant measure, as 1t underscores many of the financial objectives the Company I1s
trying lo achieve, the Remuneration Committee felt that incentives should be subject to a broader range of
performance measures more closely linked to the spedific Strategic Imperatives of the Group as set out on
page 4 of this Annual Report During 2009 therefore, the following changes were made to the overall
remuneration package

e As disclosed n last year's Report, the 2009 bonus target reduced the rehance placed on EPSA growth,
moving from EPSA growth representing 75% of the total bonus lo 50% and intreducing an Earmings
Improvement target together with the existing personal objective targels

* In 2010, further changes will be made and the largels for the Bonus Plan wall be inked specifically to the
Group's Strategic Imperatives This 1s explained In greater detail below
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»  The Company moved from an absolute EPSA growih performance measure for the 2004 Performance Share
Plan to a relative EPSA measure comparing EPSA growth to overall market growth

¢ The Company switched from an EPSA growth to a Total Shareholder Retum [“TSR’} target for the 2004
Executive Share Option Plan for executive direclors

a) Base Salary and Benefts

Across the Group, base salary 1s determined both by the scope and the responsibility of the positon and
performance potential of the individual Salanes are reviewed annually with effect from 1 Apnl each year Base
salary 1s benchmarked by reference to the median for the relevant geographic market and employees are pard 1n
a currency related to their home market The Group also provides certain benefits such as private healthcare and
a company car or allowance in line with compettive practice for the applicable geographic market The
Remuneraton Committee also considers any pension consequences and cosls to the Company when
determining base salary ncreases for executive directors and executive officers

with effect from 1 Apnl 2009, the Remuneration Committee agreed the following base salanes for the executive
directors

Dawid lingworth $1.407,000
Adnan Hennah £515,000

Following the annual review conducted in February 2010, the Remuneration Committee has determined that with
effect from 1 Apnl 2010, Dawid llingworth’s base salary would remain unchanged and that Adnian Hennah's base
salary would increase by 3% The base salanes for the executive directors with effect from 1 Apnl 2010 will be
therefore

Dawd llhngworth $1,407,000
Adnan Hennah £530,000

In common wath our practice across the Group, the executive directors are each paid in their home currency

b} Annual Bonus with Deferred element under the Deferred Bonus Plan
An Annual Bonus Plan 1s operated across the Group The plan i1s designed to encourage outstanding
performance without promoting excessive nsk taking 1n order fo achieve a short terrm bonus opportumty

Senior executives also participale in the Deferred Bonus Plan under which a proportion of their annual bonus
{dependent upon therr senionty In the organisation) 1s compulsorly deferred into shares which vest in equal
annual franches 