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7:’ Every day each one of us at smith&nephew
helps improve the life of someone, somewhere
in the world. That's something to be proud of.

Front Cover
Srmith & Nephew 1s a world leader in sports mediane and jont
replacement technology to relieve pain and heal the body

Important nformation on Smith & Nephew Presentation Speaal note regarding
forward-locking statements Segment data and Documents on display are set outon

page 156
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For over 150 years, Smith & Nephew has developed
advanced medical devices for healthcare professionals
around the world Our pioneenng technologies
enable nurses, surgeons and other medical
practihoners to provide effective treatment more
quickly and economically
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Overview

Smith & Nephew at a glance

Smith & Nephew is a global medical technology business
dedicated to helping improve people’s lives. With
leadership positions in Orthopaedic Reconstruction and
Trauma, Advanced Wound Management and Endoscopy
(sometimes referred to as Arthroscopy or sports medicine).

Our strateglc pnon’nes Read more about our strategic pnores on page 10

Established Markets

Emerging Markets

Innovate for value

Simplify and improve our operating model

Supplement the organic growth through acquisitions

Our performance

Revenue? Treding profit2 Trading profit margin'

$4.3bn +4% $96Im -4% 22.5%

[20n 4270 [201 961 20m 961
[2010 3.962| [2o10 969 son'

[2009 3,772| |2009 857] Trading profit to cash

[2008 3.801] [z008 — 87%

[2007 3.369) (2007 706] 2011 961
Adjusted earnings per share' {(“"EPSA") Opersting profit Operating profit margin

74.5 cents +1% $862m -6% 20.2%

|20n 745 [201 862| nnn non
|2010 736] [2010 920] Operating profit as a percantage of cash
(2009 55 6] [2009 723 generated from operstions

|2008 55 6| |2008 630 0

[2007 52 0] [z007 253) 76 /0

Eamings per share {(“EPS™} Dvidend per share Research & development expenditure
65.3 cents -6% 174 cents +10% $167m +11%
[201 65 3] [2zon 1740] [2011 167]
[2010 693 [2000 1587] [2010 151|
[2009 53 4] [2009 14 39| [2009 155]
[2008 42 6| |2008 13 08| |2008 152
2007 342 [2007 1189] |2007 142)

'explanations of these non-GAAR financal imeasures are provided on pages 201022
2 2Underying increase/decrease alter adjusting for the effect of currency translation
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In August 2011, the Group announced tis new strategic prionties Part of this framework was
the implementation of an organisational change Smuh & Nephew has brought together the
Orthopaedics and Endoscopy business segments, creating the Advanced Surgical Devices

dmision, which will sit alongside the Advanced Wound Management division These two
dmisions will serve the Established Markets and will support our newly created Emerging
Markets tfocusing en China, india, Brazil and Russial and International Markets organisations
For reporting purposes, the two division structure will replace the three business segment

structure dunng 2012

Our business segments in 2011

Revenue by business $4 3bn
$m
A Orthopaedics 2312
B Endoscopy 939
C Advanced Wound Management 1019
Orthopaedics Endoscopy Advanced Wound Management
The Orthopaedics business segment The Endoscopy business segment develops The Advanced Weund Management business

comprises reconstruction {pnmanly implants
ncluding hip, knee and shoulder joints),
frauma finternal and external feation devices)
and Chrical Therapies (bone growth

and commercalises arthroscopy (mimmally
invasive surgery) techniques, educational

programmes and value-added senaces for
surgeons to treat and reparr soft issue and

segment offers a range of products from inihal
wound bed preparation through to full wound
closure and Negative Pressure Wound
Therapy These products are targeted at

Overview

Strategy, KPis & Risk management

shmulation and joint flud therapies) arhiculatng jonts chronic wounds associated with the older

population and for the treatment of wounds

such as bums and from invasive surgery §
$178bn  $2.3bn _ $3.8bn _ $09bn _ $5.5bn  $1.0bn |
+2% +2% +8% +6% +3% +/%
$492m  21.3% $222m  23.6% $247m  24.3% _
$415m  179%  $215m  229%  $232m _ 228% |
1% 21% 18% )

VERHAST's use of OXINIUM cudcized Zirconkum resulis na knee
‘whach has been proven to last 30 years twioe the curment industry
standard of 15 years

Read more about our Orthopaedics
business on page 31

The FAST-FX 360 Repar offers 1l foxation
sirength and enhanced conirol 10 optimese the chances of a
Successhl merTsoUs ropar

Read more about our Endoscopy
business on page 35

*These are estimates generated by Smith & Nephew based upon public sources and nternal anatysis
*Global segment data represents the Arthrosoopy market which 1s a combination of repar and resection products The Endoscopy business includes addional product categones

PICOs a small porizble pump prowidng 7 days effectve
Negaine Pressure Wound Therapy yet s small enoughto fit
discreetly into a pocket

Read more about our Advanced Wound
Management business on page 38

Accounts and other information I
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Overview

Where we operate
Smith & Nephew has nearly 11,000 employees
and a presence in more than 90 countries.

UK

BT
4,694 )
2203

Employees

Total Group employees

10,743
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Scuth Afnca

236

Employees

Revenue by geography $4 3bn

m
AUS 1756

BUK 291
C Conlinental Furope 1118
‘ D Other 1105

458
- Employees
691
Employees
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Overview

Chairman’s statement

“We are striving to build a
successful, sustainable
business”

Smith & Nephew Annual Report 2011




Dear shareholder,

Smith & Nephew is in a transition phase The external envircnment
15 a challenge for all businesses With CEO succession we have taken
the opportuntty o review the fundamentals of what we do

Led by our new CEQ, Olivier Bohuon, the Group 1s embraang a new
sel of strategic pnortties which build on established strengths, recent
successes and emerging opportunities To shmulate sales growth
we are enhancing our Innovation processes in both estabbshed and
new markets

The Group focuses both on what we do to create long-term sustainable
value, and on how we do it Matters of health, safety, emvironment,
comptlance, ethics and the freatment of employees, customers,
supplers and the communihes 1n which we operate are all Important

1o Sevth & Nephew

Financial & business review
We are bullding from a strong and stable financial base, a foundation
that has strengthened despite the challenges of the last three years

In 2011, we mcreased revenue by 4% cn an undertying basis to
$4,270m and delvered a trading profit of $961m Free cash flow, a key
inchcator of the health of any business, was good and we increased our
adjusted eamings per share The Board 1s pleased to recommend a
proposed final dmdend for the year of 10 8 cents per share,

up 10% on 2010

All of our businesses coninbuted to the revenue uplft In Orthopaedics
we led the market in knee growth amongst our major competitors,
Endoscopy generated double-digit growth in our sports mediane
repay franchise and Advanced Wound Management at more
than double the market rate and exceeded $1 bilion in revenue for
the first ime

We don't assume that the external emvironment will be easier in the
year ahead Nor do we expect competitive pressures to diminish We
are well posihoned to deal with these challenges, bullding upon our
performance in 2011, and we continue to seek ways to further enhance
our competitive pesiions

Board changes
We were very pleased to welcome our new CEO, Olvier Bohuon,
in Apnl 2011, followang the retirement of Dawid Hingworth

David's numerous contributions, from puthing the customer-relationship
at the heart of the business 1o the earnings and margin achievements,
leave a platform for the next stage of our ourney | am sure you
will join the Board in thanking Dawd for his important contnbution

Olrvier, with his healthcare background, leadership skills and notable
record, 1s well placed fo take the Group forward The Board 1s confident
that we will evoive as a fitter, more focused business, ready 1o tackle
new cpporturihes and challenges

We were also delighted to welcome Ajay Piramal to the Board In
January 2012 He s one of India’s most respected businessmen
Aay's global healthcare expenence and emerging markets expertise
will further strengthen the Board

Thank you

With so much change there can be unsetiling effects The Board has
been constantly impressed by the passion to serve customers and the
determination to compete which our management and employees
continue to exhibit wherever they are in the world

We recogrise that change can also engender uncertainties for
shareholders We will continue to enhance our record of long-term
value creahon and thank you for your support over recent imes

I have had the opportunity to meet many of cur institutional and private
shareholders and have appreciated greatly therr ideas and nput

We are your Group, and we sinve to build a sustainable, successful
business

C/E/Wv\/

Sir John Buchanan
Chairman
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Strategy KPls & Risk management

Chief Executive Officer’s statement

Olivier Bohuon
Cheef Executive Officer

“We are building a business
that is stronger, growing
faster, better balanced
and is fit and eftective for
the tuture”

Srmith & Nephew Annual Repert 2011




Strategy KPls & Risk management

Dear shareholder,

Smith & Nephew delivered strong results in 2011, desprte the prevailing
difficult macro-economic cimate The market 1s not getting any easier,
and we are not resting on the successes of the past We have great
ambrtions for the future and are taking active measures to transform
your Group

| bebeve that many growth opportunites exst, that we can secure
greater market-share in our Established Markets and be market leaders
in the Emerging Markets Our success will be bunlt through innovation
and efficiency, dming permanent improvements across the Group
These pnnciples are at the heart of our new strategic pronties,
announced In August 2011, which we are working tirelessly to embed
across the Group

New strategic pnonties

First, in our Estabhshed Markets, we believe we can build upon
existing sfrong pesitions and win market share We will do this through
greater innovation and being more efficient, lberating resources for
investment in those areas that will maximise both revenue and margins

Second, In Emerging Markets, we will buld upon our iniial sucoess in
China and expand fo create sustainable businesses in India, Brazil and
Russta These Emerging Markets are enjoying good GDP growth and
there 1s an increasing dernand for mgh quality medtcal products from
amongst the population and an expanding surgical infrastructure to
delver these safely, the key features required o make a new market
attractve to Smith & Nephew

Cur performance in the Established and Emerging Markets will be
dnven by an unremitiing focus fo Innovate for Value, our third strategic
pronty Our future success depends upon offenng new technologies
designed for each market where we operate We are accelerating our
rate of Innovation by iIncreasing the research & development budget
and priorhsing projects that will deliver maxamurm value

Next, we will Sumplify and Improve our Operating Model,
streambining the business and reduaing our cost of goods through
achions such as optimising our manufactunng footpnnt

Finally, we will Augment our Organic Growth through Acquisitions
We will conbinue with our successful strategy of adding complementary
technologies We will also now seek to support our Emerging Markets
ambrtions by acquinng local manufactunng and/or distnbution
businesses and we remain alert to larger opportunihes to support

our ambrhions in advanced woundcare, minimatlly nvasive surgery

and extremries

Sustainability

Through our new siralegic pnonhes we are seeking to maxamise
growth and revenue through bullding a susiainable business We
embrace the wider respansibilities this brings, and will work to protect
the ervironment, our employees and the communities in which we
work, as well as to meet our customers' high expeclabons and global
complance obligations, as we deliver on our action plans

Progress in delivery
We have made considerable progress reshaping the business in ine

with these pnonties

Our management teams in our Advanced Surgical Devices and
Advanced Wound Management dvisions are now focused exclusvely
on meeting the needs of cur customers mn the Established Markets

We have strong leadership to dnve us into the Emerging and other
Intematonal Markets We are investing an additional $300m aver
the next five years into R&D to dnve our Innovation agenda And our
programmes to realise efficiences, liberate resources and reduce
the cost of goods are well underway

We are bulding momentum every day and ! am confident that the result
will be a business that 1s stronger, growming faster, better balanced and
15 fit and effectve for the future

N

Obvier Bohuon
Chief Executive Officer

9
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Strategy KPls & Risk management

Our strategic priorities and key performance indicators (*KPIS”)

Smith & Nephew use a range of measures to monitor
progress against our five strategic priorities and against
our overall financial goal. While their relative importance
changes as market conditions evolve, progress against
all five priorities continues to drive our growth.

Financial goal

To deliver a higher retum to shareholders
than our peer group over the longer term.

Strategic prionties

. In Established Markets {US, Eurcpe, Australia, New Zealand, Canada and Japan,
EStathhed Markets Smith & Nephew sees opportunthies to bulld upon existing strong posihions, towin -
market share through greater innovation and dnive efficencies to iberate resources

Through these actions the Group seeks to meet the challenges of subdued markets
and maximise both revenue growth and profit margins

: Smith & Nephew believes it can secure market leadership in the Emerging Markets,
Emerglng Markets bullding upon its Inmal success 1n China and expanding to create sustainable
businesses in India, Brazil and Russia In particular, the Group sees significant
opportunities to build value through augmenting its exasting portfolio with new
products specifically designed for and manufactured in these markets

The Group's future success depends upon continuing to offer new technologies to

Innovate for va lue customers around the world Smith & Nephew 1s accelerating 1ts rate of innovation
by increasing the research & developrment budget and Wentifying and invesiing m
the projects that wall delver maximum value

Smith & Nephew will work to ensure the business structure and processes support

Slmphfy and 'mpr ove our Innovahon agenda and the Group seeks to maximise efficency in everything it

1 does There are opportunities to streamline the Group’s operations and
our Operah ng mOdel manufactunng processes and to remove duphcation Smith & Nephew 1s bullding

strong global functions — human capital, regulatory, quality, sustainability and tegal
affars — to support its management teams 1n their quest to better serve the Group's
markets and customers

: The Group aims to augment its organic growth through acquisifions Smith &
Supplemem 0"83 nic Nephew will continue with 1ts successful strategy of acquinng complementary

technologies, seek to support our Emerging Markets ambitions by acquinng local
grOMh th rough manufactunng and distnbution businesses and remain alert fo larger opportunities
ng rg
acquisiﬁons to support expansion in the advanced woundcare, extremies or minimally invasive
surgery sectors

10
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Strategy KPls & Risk management

What we will measure (“KPls")

Why we will measure

Total Shareholder Retumn

Monitor the value created for shareholders
over the longer term

Growth In statutory and adjusted eamings per share

Demonstrate the improvement in underiying
earnings per share for our shareholders

Trading cash flow

Measure the long-term cash generation of the Group excluding
the impact of speaific transactions ar events that management
considers affect the Group's short-term performance

Growth in the Established Markets versus the market

Track the relative strength of our market positions

Overview

Emerging Markets % of Group revenue

Track underiying growth of Emerging Markets to global growth

Growth of Indwidual Emerging Markets
versus the market

Monitor progress in key market segments

Strategy KPis & Risk management

Business Review

% of Group revenue from products launched in the
last 36 months

Monitor impact from innovation

R&D expense as % of Group revenue Monitor undertying investment in R&D
Trading profit growth Track our undertying trading profit growth
Trading profit margin Monttor undertying trading profitability

Waste/Recycling — nomahised metnc

Reduce amount of waste for the Group, our customers,
and the erwironment

r Corporate Govemance”

Energy use — normalised metnc

Total energy consumpticn (volumetnically)

Retum on cash invested

Momtor value created for shareholders

11
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Strategy ¥Pls & Risk management

Risk management
Smith & Nephew is focused on managing
the principal risks facing the Group.

As an integral part of planning and review, Group management  management and any mitigating achons being taken As

and management of each of the business segments seek to appropnate, the Risk Committee may re-categonse nisks
dentfy the nisks involved in the business, the probabibty of or require further information or rmmgating achen to be

those nsks matenabsing, the impact if they do matenaliseand ~ undertaken The Risk Committee reports to the Board on

the actions being taken, and to be taken, to manage and an annua! basis detalling all pnnaipal nsks categonsed by
mitigate those nsks Intemal audit reviews and reports on the potential financial impact on profit and share pnce In addition,
effectiveness of the operahon of the nsk management process  the nsks considered 1o be most sigrificant 1o the Group are
The Group Risk Commuttee meets twice a year to review the reported to the Board on a regular basis These reports include

major nsks identified by the business segment and Group details of new, key or significantly increased nsks, the semor
Risk Context Specific nsks we face
D' t] The medical devices industry has a rapud rate of new product - Competitors may introduce a disruphive technology
ISI1 Up ve introduction The Group must be adept at monitonng the or obtan patents or other intellectual property
3
technol 'es landscape for technological advances make good investment/  nghts that affect the Group s compehtive posiion
Ogl acquisition choices have an efficent and valuable product — Lack of nnovation due 1o low R&D investment,
development pipeline and secure prolection for its intellectual R&D skills gap or poor product development
property execution

- Fatture to successfully commercialise a pipeline

product, fadure to recerve regutatory approval,
or changes In consumer demand

: In most markets throughout the world, expenditure onmedical - Reduced reimbursement levels and increasing
Government actlon, devices 1s confrolled to a kige extent by govemmenis, many of pNCINg pressures

pnc‘ng and which are faang Increasingly intense budgetary constraints - Reduced demand for efective surgery
. Funds may be made avatlable or withdrawn from healthcare - Increased focus on health economics
reimbursement budgets depending on govemment policy budgetary and other  ~ Changes in medical device tax policy

considerations The Group ts therefore largely dependent on - Compettors with higher market share
preSSU re govemnments providing iIncreased funds commensurate with the  and lower costs

increased demand ansing from demographic trends
Reimbursement rates may be set 1n response to perceved
economic value of the devices, based on clinical and other data
relating io cost, patient outcomes and comparative effectiveness

Unexpected events could disrupt the business by affecting — Catastrophe could render one of the Group's
Supplyv System and etther a key facility or system or a large number of employees produchon facilihes out of achion
T ) i The business 1s also reliant on certain key suppliers of raw — A significant event could impact key leadership
S]te dlsruphon matenials, components, fimshed products and packaging or a large number of employees
matenals ~ Issues with a single source supplier of a key

component and falure to secure critical supply
— A severe [T fault could disable cnhical systems

: The medical device industry 15 hughty regulated National - Non-compliance with regulatory policies and
PrOdUCt regUIahon- regulatory authonties administer and enforce a complex serres  standards could resultin fines, penalties and
i of laws and regulations that govern the desfgn development, prosecutions
Com phance and approval manufacture, \abeling, markehng and sale of - Product recalls, lost sales and invertory wnle-offs
lmga‘hon healthcare products Such controls have become increasingly - Third party hability dams

stringent and costly fo comply with and the Group believe this - Damage to reputation
trend will continue They also review data supporting the safety

and efficacy of such products and regutatory requirements

may entail inspectons for compliance with appropnate

standards including those relating to Quality Management

Systems (*QMS™} or Good Manufacturing Practice {"GMP™|

regulations
Com li ance Business practices n the healthcare indusiry are subject 1© - Vidiation of healthcare, data privacy of anh-
p ncreasing regulahion and review by vanous govermment corruphion laws could result in fines, loss of
Wrth '.aWS and authonties In general, the rend In many countnes istowards  reimbursement and impact reputation
) higher expectations and ncreased enforcement actmty by - Senous breaches could patentially prevent the
regu[ahons govemmental authonties The Group is also subject to Group from doing business

increased regulaton of personal informahion Expansion into
emerging markets could also pose addiional compliance nsks

12
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Strategy KPis & Risk management

management wha have pnmary responsibiity for managing
each of these nsks along with selected actions they have put
in place to mitigate such nsks In addihion, the Board considers
nsk as part of the development of strategy

There are known and unknown nsks and uncertainties relating
1o Smith & Nephew's business The table below provides an
overview of what the Board considers to be the most significant

and results of operations to differ matenally and adversely from
expected and historical levels, and how these nsks relate to
the Group's strategic pnonties A more detarled discussion of
the Group’s nsks and uncertainhies can be found in the “Risk
factors™ section on pages 16 o 18 In addiion, other factors not
bsted here, that Smuth & Nephew cannat presently identify or
does not beheve 1o be equally sigrifican, could also matenally
adversely affect Smith & Nephew's business, financial position

nsks that could cause the Group's business, finanaal position  ©r resulis of operations
Possible impacts include Mitigaton Link to strategic priority
Loss of market share profit - R&D Model increasing productmty, priontisation and allocation of funds Innovate for value

and long-term growth

- Increasing R&D investrnent in order to enhance clinical capability invest in biomatenais
stregthen intellectual property nghts and support an Emerging Market portfolio

- Business development to augment the portfolio

- Speed to market of new products

Simpbfy and smprove
our operating model

Supplement the organic
growth through acquisitions

Cverview

Loss of revenue, profit
and cash flows

- Enhanced expertise supporting reimbursement sirategy and guidance

- Develop 1nnovative economic product and service solutions for both Established and
Emerging Markets

- Incerporate heatth economic component inte design and development of new products

- Ophrnise cost to serve to protect margins and liberate funds for iInvestment

- Streamiine cost of goods sold and inventory

Simphfy and rmprove
our operating model

Estabiished Markets

Loss of revenue, profit
and cash flows

- Ensure cnists response/business continuity plans at all major faciliies and for key
products

- Audit programme for critical suppliers and second sources for cntical components

—Regular review of supply contracts with supplier consalidation and vertical integration
where beneficial

- IT disaster and data recovery plans are in place and support overall business continuity

plans

Simplfy and improve
our operating model

Established Markets

Loss of ravenue, reduction

- Enhanced leadership and resources

Sinphfy and improve

in share pnce and negatve — Standardise the Group s management review practice our operating model
impact on brand/reputation - Maintain intemal auditing programmes to assure compliance
- Group-wide robust validation practices to drive true production [ine performance and Innavate for value
dependability
- Group-wide abjectives for quality operationat and process yield improvements
\oss of profit and reduction - Board and Executive oversighl commiliees supporied by Cornphance experts and Simphfy and improve
in share prce infrastructure our operating modet
- Code of Conduct/Globai Polictes and Procedures ("GPPs") providing controls for
sigruficant compliance nisks Emerging Markets
~ Traiming and e-resources to ginde employees and third parties with compliance
responsibilibes Estabhshed Markets

- Monitoning and auditing programmes to venfy implementation and compliance
- Independent reporting channels for employees and third parties to report concems
with confidentiality

13
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Business Review

Our business, marketplace and other factors that could affect us
We look at our business in relation to issues
in the wider marketplace in which we operate.

Sales and marketing

Srinth & Nephew's customers are the providers of medical and surgical
senvices worldwide In certain parts of the world, including the UK,
much of Continental Europe, Canada and Japan, these are largely
govemment organisations funded by fax revenues In the US, the
Group's major customers are public and private hospials, which
receve revenue from private health insurance and govemment
reimbursement programmes Medicare 1s the major source of
retrmbursement in the: US, for knee and hip reconstruchon procedures
and for wound healing treatment regimes

Compethon exists armong healthcare providers to gain patients on the
basis of quality, serace and price Providers are under pressure to
reduce the fotal cost of healthcare debvery There has been some
consotdation in the Group's customer base, as well as amongst the
Group's competilors, and these frends are expected to conbinue in the
long term  Smith & Nephew competes against both local and
multinatonal corporations, including some with greater finanaal,
marketing and other resources

The Group's business reflecis a wide range of distnbution channels,
purchasing agents and buying entites in over 90 countnies worldwide
The largest single customers worldwide are purchasing groups in the
US and the UK that represented 6% and 5% respectively of the Group's
woridwide reverive in 2011

In the US, the Group's products are marketed directly to healthcare
providers, hospitals and other heslthcare facilhes with each business
segment operating dedicated sales forces The US sales forces consist
of a mixture of independent contract workers and employees Sales
agents are contractually prohibited from seliing products that compete
with Smith & Nephew products Orthopaedics and Endescopy
products are prinaipally shipped and invoiced to healthcare providers,
hospiials and other healthcare facitiies Certan Advanced Wound
Management products are shupped and invaiced to wholesale
distnbutors, others are consigned lo distnbutors that lease the devices
to healthcare providers, hosprtals and other healthcare facilihes and
end-users In most other Established Markets, each business segment
typically manages employee sales forces directly, and also ships and
wvoices products both directly to healthcare providers, hospitals and
olher healthcare faclites and to wholesale disinbutors

In Emerging Markets and Intematonal Markets the Group operates
through direct selling and marketing operatrons, and through
distnbutors In these markets, Crthopaedics and Endoscopy frequently
share sales resources. The Advanced Wound Management sales force
may be separate where it calls on different customers

14

Sales trends

Srimth & Nephew's business segments partopate in the global medical
devices market and share a common focus on the reparr of the human
body Smith & Nephew's pnncipal geographic markets are in the
established healthcare economies of the US, Europe, Japan, Canada,
Australia and New Zealand

These markets are charactensed by increased longewity, more active
Ifestyles, cbesity, increased affluence and an increase in the average
age of the population caused by the iImmediate post-World War Il “baby
boomer™ generahon approachung retirement Together ihese factors
have created significant demand for more effective healthcare products
which deliver improved outcormes 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 rescurces

Increasing patient awareness of avaitable healthcare treatments
through the intemet and direct-to-customer advertising has led to
some Increased pattent influence over product purchasing decisions

For a descnption of the impact on each business segment refer to the
Market and competition sections under ‘Business segment reviews’ on

pages 3010 40

Manufactuning, supply & distnbution

The Group has a central Global Operations function which continues to
mplement Lean Manufactunng throughout the factones and the supply
chain which i1s designed to 1mprove and sustain higher levels of
praductmty, qualty, service and efficiency

Core competencies Include matenals fechnology; high precision

machining in Orthopaedics and Endoscopy, and high-volume,
automated manufactunng in Advanced Wound Management

Each business segment purchases raw matenals, components,
fimshed products and packaging matenals from certain key supphers
These pnnapally include metal forgings and stampings for
Orthopaedics, optical and electronic sub-components and finshed
goods for Endoscopy, active ingredients and fimshed goods for
Advanced Wound Management and packaging materals across all
businesses Supplers are selected, and confracts negohated, by a
centrabised Group procurement team wherever possible, with a view to
ensure value for money based on the total spending across the Group
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The Group oulsources manufactunng where necessary to obtain
specialised expertise or where 1t 15 possible to gamn lower cost without
undue nsk to intellectual property Suppliers of outsourced products
and sennces are selected based on thewr ability to delver products and
services to specification, and establish and matntain a quality system
Supplers are trained and are montored through on-site assessments
and performance auciits that include quality, service and delvery
Fimshed goods purchased for resate include screen displays, ophical
and electncal devices 1n the Endoscopy business and skincare
products in the Advance Wound Management business

The Group operates a number of central distnbuhion facilities in the key
geographtcal areas in which it operales Orthopaedics and Endoscopy
aperate a facbty in Baar, Switzerland which acts as the main holding
and consolidation pomt for markets in Europe Hubs serving the US are
located in Memphis for Orthopaedics and Oklahoma City for
Endoscopy Products are shipped to Group companies who hold small
armounts of Inventory locally for imrnediate or urgent customer
requirements Advanced Wound Management disinbution hubs
Include- Neunkirchen, Germany: Nettingham, UK, and Allanta, US

Research and development

Smith & Nephew manage a portfobio of short and long-term product
development projects designed to meet the future needs of customers
and continue to provide growth opportunities for the business The
Group's research and devetoprment 1s directed towards each business
segment Expenditure on research and development amounted to
$167mn 2011 (2010 — $151m, 2009 - $155m, representing
approximately 3 9% of Group revenue (2010 — 3 8%, 2009 — 41%)

The Group continues o iInvest in future technology opportunries for
cimcal needs identified from across the Smith & Nephew businesses

Research and development is prmaniy camed out at the Groups
prnapal locations, notably in Memplis, US (Orthopaedics), Mansfield,
US {Endoscepy! and Hull, UK {Advanced Wound Management) There
are a nurmber of other smaller research and developments units
situated at other locations around the Group In-house researchiis
supplemented by work performed by acadermic insttuions and other
extenal research orgarusations in Europe, Amenca and Asla

Intellectuat property

Smith & Nephew has a policy of protecting the results of research and
development camed out by the Group Patents have been obtainedin a
wide range of fields, including orthopaedic reconstruction and trauma,
endoscopy and advanced wound management Patent protection for
Group products 1s sought routnely in the Group’s principal markets
Currently, the Group's patent portiolio stands at approxamately 4,000
patents in force and patent applications pending

Smith & Nephew also has a policy of protecting the Group's products
by registenng trademarks under focal laws of markets in which such
products are sold The Group vigorously protects its trademarks aganst

infrngement

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

In the ordinary course of its business, the Group enters into a number
of icensing arrangements with respect to its products None of these
amangements ndividually 1s considered matenal to the curent
operafions and the financial resulis of the Group

Exchange and interest rate nsk and financial instruments
The Board of Directors of the Cornpany has established a set of policies
to manage funding, cumency and interest rate nsks Denvative financial
instrurnents are used only to manage the financial nsks assoaated with
undextying business activities and ther finanang See Note 16 of the
Notes to the Group accounts for further details of these nsks

The Group's financial nstrurments are subject to changes in farr values
as a result of changes in market rates of exchange and forward interest
rates Finanaal instruments entered to hedge sales and purchase
transactions in foreign currency and interest rate exposures are
accounted for as hedges Changes in farr values of effective financal
nstruments would not affect the Group's income statement
immedhately The moverments in the fair value of financal instruments
that are not accounted for as hedges offset movernents in the values of
assets and babilities and are recognised through the Income slatement
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Our business, marketplace and other factors that could affect us

continued

Risk factors

There are known and unknown nsks and uncertainhes relating to
Srmith & Nephew's business The factors bsted below could cause the
Group’s business, finanaal posiion and results of operations to differ

matenally and adversely from expected and histoncal levels In addition,

other factors not listed here that Smith & Nephew cannot presently
dentify or does not believe to be equally significant could also
matenally adversely affect Smith & Nephew's business, financal
pasthion or results of operahons

Highly competitive markets

The Group's business compete across a diverse range of
geographic and product markets Each market in which the business
segments operate contains a number of differert competitors, indluding
speciabsed and international corporations Significant product
innavahions, technical advances or the intensification of price competition
by competitors could adversely affect the Group's operating results
Some of these competitors may have greater finanaal, marketing and
olher resources than Smith & Nephew These competitors may be able
to intate technological advances in the field, deliver products on more
attractive terms, mare aggressively market thesr products or invest larger
amounts of capital and research and development into thewr businesses

There 1s a possibility of further consolidahon of competitors, which
could adversely affect the Group's ability to compete with larger
companies due to insuffiaent financial resources If any of the Group's
businesses were fo lose market share or achieve lower than expected
sales growth, there could be a disproportionate adverse impact on the
Group's share pnce and its strategic options

Competition exists among healthcare providers to gain patients on the
basts of qualty, servce and price There has been some consolidation
nthe Group's customer base and this trend 1s expected to continue
Increased competthon and unanhapated achions by competitors or
customers could lead to downward pressure on pnees and/or a decline
in market share in any of the Group's business areas, which coutd
adversely affect Smith & Nephew's resutts of operations and hinder its

growth potential

Continual development and introduction of new products
The medical devices industry has a rapid rate of new product
ntroduchon In order to remain competitve, each of the Group's
business segments must continue to develop innovatve products that
sanisfy customer needs and preferences or provide cost or other
advantages Developing new products 1s a costly, lengthy and uncertain
process A potental product may not be brought to market or not
succeed in the market for any number of reasons, including failure to
work ophimally, failure to recarve regulatory approval, failure to be
cost-competitive, infingement of patents or other intellectual property
nghts and changes 1n consumer demand The Groups products and
technologies are also subject to marketing attack by competitors
Furthermore, new products that are developed and marketed by the
Group's compefitors may affect price levels in the vanous markets in
which the Group's business segments operate If the Group's new
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products do not remain competitive with those of competitors, the
Group's revenue could decline

The Group mantains reserves for excess and obsolete inventory
resulting from the potental inability to sell its products at pnces in
excess of current camying costs Marketplace changes resulting from
the infroduction of new products or surgical procedures may cause
some of the Group's products to become obsclete The Group makes
estmates regarding the future recoverability of the costs of these
products and records a provision for excess and obsolete inventones
based on histoncal expenence, expirahon of stenlisation dates and
expected future trends If actual product bife cycles, product demand or
acceptance of new product introductions are less favourable than
projected by management, additonal inventory wnte-downs may be
reguired

Dependence on government and ather funding

In most established markets throughout the world, expenditure on
medical devices is ultimately controlled to a large extent by
govemments Funds may be made avallable or withdrawn from
healthcare budgets depending on government policy The Group s
therefore largely dependent on future gavernments providing increased
funds commensurate with the Increased demand ansing from
demographic trends

Prang of the Group's products 1s largely governed in most established
markets by governmental reimbursement authonties Inthatives
sponsored by government agencies, legislative bodies and the private
sector to it the growth of healthcare costs, including pnce regulation,
exase faxes and competriive pnang, are on-going in markets where
the Group has operations This control may be exercised by
determining pnces for an indvidual product or for an entire procedure
The Group 1s exposed ta changes in reimbursement policy, tax policy
and pncaing which may have an adverse impact on sales and operating
profit In particular, changes to the hesalthcare legislation in the US are
due to impose sigmficant taxes on medical device manufacturers from
2013 There may be an increased nsk of adverse changes to
government funding pobicies ansing from the detenoration 1n macro-
econemic conditions in some of the Group's markets

The Group must adhere to the rules laid down by government agenaes
that fund or regulate healthcare, including extensive and complex nuies
inthe US Failure to do so could result in fines or loss of future funding

World economic conditions

Demand for the Group's products 1s driven by demographic trends,
incluchng the ageing poputation and the iInadence of osteoporosis and
obestty Supply of, use of and payment for the Group’s products are also
nfluenced by world econemic conditions which could place increased
pressure on demand and pnang, adversely impacting the Group's ability
to deliver revenue and margin growth The condihions could favour
larger. better caprtatised groups, with higher market shares and margins
As a consequence, the Group’s prospenty 1s inked to general economic
conditions and there 15 a nisk of detenoration of the Group's performance
and finances dunng adverse macro-economic conditions
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Duning 2011, economic condifions worldwide continued to creale
several challenges for the Group, induding deferrals of joint
replacerment procedures, heightened pnang pressure, significant
declines In capital equipment expendilures at hospitals and increased
unceriainty over the collectability of European government debt,
parhcularty those 1n certain parts of southem Eurcpe These factors
tempered the overall growth of the Group's global markets and could
have an increased impact on growth in the future

Political uncertainties

The Group operates on a worldwide basis and has distribution
channels, purchasing agents and buying enfihes In over 90 countnes
Polimcal upheaval in some of those counines or 1n surounding regions
may impact the Group's results of operations Polifical changesin a
country could prevent the Group from receving remittances of profit from
amember of the Group located in that country or from selling its
products or investments in that country Furthermore, changes in
govemment pobcy regarding import quotas, taxation or other matters
could adversely affect the Group's tumover and operating proht War,
terronst activiies or other conflict could also adversely impact the Group

Currency fluctuahons

Smith & Nephew's results of operations are affected by transactional
exchange rate movernents 1n that they are subject to exposures ansing
from revenue n a curmency different from the related costs and
expenses The Group's manufactunng cost base 1s situated panapally
inthe US, the UK, China and Switzertand, from which firvshed products
are exported fo the Group's seling operations worldwide Thus, the
Group 1s exposed to fluctuations in exchange rates between the US
Doliar, Sterling and Swiss Franc and the currency of the Group's seling
operations, parhcularly the Euro, Austratian Dollar and Japanese Yen If
the US Dollar, Stering or Swiss Franc should strengthen against the
Euro, Austraban Dollar and the Japanese Yen, the Group's trading
margn could be adversely affected

The Group manages the impact of exchange rate movements on sales
and cost of goods sold by a policy of transacting forward foreign
currency commitments when firm purchase orders are placed In
addition, the Groups policy 1s for forecast transactions to be covered
between 50% and 90% for up to one year

The Group uses the US Dollar as its reporting cumrency and the US
Dollar1s the functional currency of Smith & Nephew plc  The Group's
revenues, profits and eamings are also affected by exchange rate
movements on the translahion of results of operations in foreign
subsidianes for finanaal reporting purposes  See “Finanaal posttion,
tiquachity and capital resources™ on page 25

Manufactunng and supply

The Group's manufactunng production 1s concentrated at 11 main
facilities in Memphis, Mansfield and Oklahoma City In the US, Hull,
Warwick and Gilberdyke 1n the UK, Aarau in Switzerland, Tuttingen in
Germany, Alberta in Canada and Suzhou and Beypng in China {f major
physical disruption took place at any of these sites, it could adversely

affect the results of operations Physical loss and consequential loss
insurance 1s cared to cover such nsks but 1s subject to imits and
deductibles and may not be sufficient to cover catastrophic loss
Management of crthopaedic nventory s complex, paricularly
forecasting and production planning There 1s a nsk that falures in
operatonal execution could lead to excess inventory or indnadual
product shortages

Each of the business segments 1s rebant on ceriain key supphers of raw
matenals, components, finished products and packaging matenals
These supplers must provide the matenals and perform the actvities to
the Group's standard of quality requirements If any of these supplersis
unable to meet the Group's needs, compromises on standards of quality
or substantally ncreases its pneces, Smith & Nephew would need fo
seek altemative suppliers There can be no assurance that alterative
supplers 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 pnoes to cbtain raw matenats, which it may not
be able 1o pass on to its customers in the form of Increased prces for its
fintshed products in addihon, 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 substitutes Any intermuption
of supply caused by these or other factors could negatively impact Smith
& Nephew's revenue and operating profit

The Group uses a vanety of informaton systems o conduct its
manufactunng, supply and seling operations An unrecaoverable fault in
one of these systems could disrupt trading in certain markets and
locabons

The Group is In the process of outsouraing to third parhes or relocating
to lower cost countries certain of its manufactunng and other
processes As a result of these fransfers, there 1s a nsk of disruption to

supply

Attracting and retaining key personnel

The Group's continued development depends on its ability to hire and
retain hughly skilled personnel with particular expertise Thisis cntical,
partiaularty in general management, research, new product
development and in the sales forces If Smith & Nephew s unable to
retain key personnel in general management, research and new
product development or if its largest sales forces suffer disrupton or
upheaval, its sales and operating profit would be adversely affected
Addionally, if the Group1s unable to recrunt, hire, develop and retan a
talented, competifive workforce, it may not be able to meet its strategic
business objectives

Propnetary nghts and patents

Due to the technalogical nature of medica! devices and the Groups
emphasis on serving 1is customers with innavative products, the Group
has been subject to patent mfrngement claims and 1s subject to the
potenhal for addihonal daims

Clams asserted by third parties reganding infringement of ther
intellectual property nghts, if successhul, could require the Group to
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continued

expend tme and sigruficant resources to pay damages, develop
non-infinging products or cbtain beences to the products which are the
subject of such litigation, thereby affecting the Group's growth and
profitability Srmith & Nephew attempts to protect its inteltectual property
and regularly opposes third party patents and trademarks where
appropnate In those areas that might conflict wrth the Group's business
interests it Smith & Nephew falls to protect and enforce its intellectual
property nghts successtully, its competitive position could suffer, which
could harm 1is results of operaticns

Product hability claims and loss of reputation

The development, manufacture and sale of medical devices entail nsk
of product bability claims or recalls Design and manufactunng defects
with respect to products sold by the Group or by companies it has
acquired could damage, or impatr the repanr of, body functons The
Group may become subject to ability, which could be substanhal,
because of actual or alleged defects n iis products In addition, product
defects could lead to the need to recall from the market exsting
products, which may be costly and harmful to the Group's reputation

There can be no assurance that customers, particularly in the US, the
Group's largest geographical market, will not bang product iability or
related daims that would have a material adverse effect on the Group's
finanaal pasition or results of operations in the future, or that the Group
will be able to resolve such claims within nsurance limsts

Regulatory compliance in the healthcare industry

Business practices in the healthcare industry are subject to regulation
and review by various government authonties in general, the frend in
many countrres in which the Group does business 1s towards higher
expectations and increased enforcement actmvity by governmental
authonties In the UK, a new Bribery Act was passed in 2010 and
became effective In 2011, increasing the nsk for companies that allow
improper conduct on their behalf While the Group 1s commtted to
doing business with integrity and welcomes the trend to igher
standards in the healthcare ndustry, the Group and other companies in
the Industry have been subject to investigations and other enforcement
actvity that have incurred and may contnue to incur significant
expense See “Legal proceedings™ on page 28 Under certain
arcumstances, if the Group were found to have viclated the law, its
ability to sell s products to certain customers could be restrcted

Regulatory approval

The intemational medical device industry 1s highly regulated Regulatory
requirements are a major factor n determining whether substances
and matenals can be developed into marketable products and the
amount of ime and expense that should be allotted to such
development

National regulatory authonties administer and enforce a complex senes
of laws and regulaions that govern the design, development, approval,

manufacture, labeling, marketing and sale of healihcare products They
also review data supporting the safety and efficacy of such preducts Of
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particular importance 15 the requirement in many countnes that
products be authonsed or registered prior to manutacture, marketing or
sale and that such authonsation or registration be subsequently
mamntained The major regulatory agencies for Srmith & Nephew's
products include the Food and Drug Administration (“FDA™) 1n the US,
the Medhcines and Healthcare products Regulatory Agency in the UK,
the Mintsiry of Health, Labour and Welfare in Japan and the State Food
and Drug Admimstrationin China At any tme, the Group 1s awaiting a
number of regulatory approvals which, if not recerved, could adversely
affect results of operations

The trend 1s towards more sinngent regulation and higher standards of
techrical appraisal Such controls have become increasingly
demanding to comply with and management believes that this trend
will confinue In the US, many of the Group's products are brought to
market following pre-market notification to the FDA under Section
510k} of the Food, Drug and Cosmetic Act, with a request that FDA
clear the product as being substantally equivalent in terms of safety
and effectiveness to a previously approved device The FDA 1s
considenng changes in the 5101k) dearance process that right
lengthen or modify the path to dearance in some circumstances

Regulatory requirements may also entail Inspections for complance
with appropnate standards, including those relating to Quality
Management Systems or Good Manufactunng Prachces regulations All
manufactunng and other significant facilites within the Group are
subject o regular nfemal and extemnal audit for compliance with
national and Group medical device regulation and policies

Payment for medical devices may be govemed by reimbursement tanff
agencies ina number of counines Reimbursement rates may be setin
response to perceived economic value of the devices, based on chinical
and other data relating to cost, patient outcomes and comparatve
effectiveness They may also be affected by overall government
budgetary considerations The Group believes that its emphasis on
innovative products and services should coninbute to success 1n this
emaronment

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 faality,
fines and potential damage to company reputation

Other nsk factors

Smith & Nephew s subject to a number of other nsks, which are
common o most global medical technology groups and are reviewed
as part of the Group’s nsk management process
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Financial review continued

Chief Finanaial Officer ughlights

Group revenue was $4,270m for the year ended 31 December 2011,

representing an 8% growth compared to 2010 This compnsed of

z:lderfylng revenue growth of 4% and favourable currency translation
4%

Profit before taxation was $848m in 2011, compared with $895min
2010 Atfributable profit n 2011 was $582m compared (0 $615m in
2010 Adusted attnbutable profit icaloutated as set out in “Selected
finanaal data” on pages 145 to 146) rose 2% to $664mn 2011, from
$654m in 2010

Bask eamings per Ordinary Share were 65 3¢, compared to 69 3¢ for
2010 EPSA (as set out n “Selected finanaal data”) was 74 5¢1n 2011
compared lo 73 6¢ for 2010, representing a 1% increase

201 2010 2009
$ million $millon $ milbon

Financial highlights (i} {u}
Revenue 4,270 3962 3772
Undertying growth in revenue (%) 4% 4% 2%
Trading profit 961 969 857
Underlying growth in trading profit (%! (4% 11% 15%
Trading profit margin (%} 225% 245% 227%
Operating profit 862 920 723
Attnbutable profit for the year 582 415 472
Adjusted atinbutable profit 664 654 580
Basic eamings per Ordinary Share 653¢ 693¢ S34¢
EPSA 745¢ 736¢ 656¢
Growth in EPSA (%} 1% 12% 18%
Dwdends per Ordinary Share (1) 1740¢ 1582¢ 143%¢
Cash generated from operations 1,135 1,111 1,030
Trading cash flow a3s 825 m
Trading profit to cash conversion (%) 87% 85% 90%

i Items shown in talics are non-GAAP measures. Reconcibahions to reported figures ara onpages
2t ko2

il The Board has proposed a final dadend of 10 80 US cents per shara wiwch fogether with the first
wtenm dindend of & 60 US cents makes a iotal kor 2011 of 1740 US cents The final dividend is
epecedtiobepad subject to shareholder aporoval, on 9 May 2012 fo sharchobders on the
Regrster of Members at the close of business on 20 April 2012

liny  All tems are S mdlion unless otherwise indicated
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Measunng performance

Revenue

“Undertying growth in revenue” 1s used to compare the revenue in a
gven year to the previous year an a ike-for-ke basis This 1s achieved
by adpssting for the impact of sales of products acqutred in matenal
business combinations and for movements in exchange rates
Undertying growth in revenue 1s not presented in the accounts
prepared In accordance with Internationat Financial Reporting
Slandards ("IFRS") and 1s therefore a measure not In accordance with
Generally Accepted Accounting Pnnaples (a “non-GAAP" measure)

The Group believes that the tabular presentation and reconciliation of
reported revenue growth to underying revenue growth assists investors
In their assessment of the Group's performance In each business
segment and for the Group as a whole

Undertying 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 nfluence of
local management The Group's management uses this non-GAAP
measure i 1is intemal Anancial reporting, budgetng and planning to
assess performance on both a business segment and a consclidated
Group basis Revenue growth at constant currency 1s important in
measuring business performance compared to competttors and
compared to the growth of the market riself

The Group considers that revenue from sales of products acquired n
matenal business combinations results 1n a step-up n growth n
revenue in the year of acquistion that cannot be wholly attnbuted to
local management's efforts with respect to the business in the year of
acguisiien Depending on the tming 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 exasting business and growth from acquisitions  The
process of making business acquisitions 1s directed approved and
funded from the Group corporate centre in ine with strategic objectives

The matenal imation of the undertying growth tn revenue measure is
that it excludes cerlain factors, described above, which utimately have
a significant impact on total revenues The Group compensales for this
lrntation by taking into account relative movements in exchange rates
nits investment strategic planning and resource allocation n additon,
as the evaluation and assessment of business acquisthons 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
undertying growth in revenue and the GAAP measure of growth in
revenue are complermentary measures, neither of which management

uses exclusively

“Undertying growth in revenue” reconciles to growth in revenue
reported, the mast directly comparable finanoal measure caloulated in
aocordance with IFRS by making two adjustments, the “constant
curmency exchange effect” and the “acquisiions effect”, descnbed
below

The “constant currency exchange effect” 1s 2 measure of the increase/
decrease in revenue resulting from cumency movements on non-US
Dollar sales This 1s measured as the difference between the increase
n revenue transiated into US Dollars on a GAAP basis (|2 cument year
revenue translated at the curent year average rate, pnor year revenue
transiated at the prior year average rate) and the increase measured by
translating curent and pnor year revenue mfo US Dollars using the pnor
year closing rate
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The “acquisitions effect” 1s the measure of the impact on revenue from
newly acquired business combinations Thists calculated by exduding
the revenue from sales of products acquired as a result of a business
combinahon consummated in the current year, with non-US Dollar
sales translated at the pror year average rate Addihonally, prior year
revenue is adjusted to include a full year of revenue from the sales of
products aoguired in those business combinations consummated in
the previous year, calaulated by adding back revenue from sales of
products n the penod pnor o the Group's ownership These sales are
separately tracked in the Group's infemal reporting systems and are
readily identfiable

Reported revenue growth, the most directly comparable financial
measure calculated 1n acoordance with IFRS, reconalles to undertying
growth In revenue as follows.

20m 2010 2009

% % %

Reported revenue growth 8 5 )
Constant currency exchange effect 4 ] 3
Undertying revenue growth 4 4 2

A reconahation of reported revenue growth to undertying revenue
growth by business segment, can be found on pages 30 to 40

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 affects the Group’s short-term profitabibity
The Group presents this measure to assigt investors in their
understanding of trends The Group has identified the following items,
where matenal, as those to be exduded from operating profit when
armving at trading profit acquistion and disposal related fems including
amorhisation of acqursibon intangible assets and impaiments,
significant restructunng events, and gains and losses resulfing from
legat disputes and uninsured losses

Growth in “trading profit” and “trading profit margin” (trading profit
expressed as a percentage of revenue) are measures which present
the growth trend in the long-term profitability of the Group exduding the
impact of speafic transachons or events that management considers
affect the Group's short-term profitabllity The Group presents these
measures 1o assist nvestors in their understanding of the trends The
Group's International finanaal reporting budgets, monthly reporting
forecasts, long-term planning and incentve plans) focusses pnmanlty
on profit and earmings before these tems Trading profit and trading
profit margin are not recogrised measures under IFRS and are
therefore non-GAAP financial measures

The matena! lmitabon of these measures 15 that they exclude significant
income and costs that have a direct impact on current and pnor years'
profit attributable to shareholders They do not, therefore, measure the
overall performance of the Group presented by the GAAP finanaial
measure of operating profit. The Group considers that no single
measure enables 1t 1o assess overall performance and therefore it
compensates for the imitation of the trading profit measure by
considenng it in conjunction with its GAAP equvalent. The gains or
losses which are identfied separately anse from imegular events or
transachons Such events or transachions are authonsed centrally and
require a strategic assessment which includes consideration of
financal retums and generahon of shareholder value Amorhisation of
aoquistion intangibles will occur each year, whilst other excluded items
anse iregularly depending on the events that give nse to such items

Operating prafit, the most directly comparable financial measure
calculated in accordance with IFRS, reconciles to trading profit as
follows

2om 2010 2009

Smilion $millon % milllon

Operating profit 862 920 723
Acqunsition related costs - - 26
Restructunng and raonalisahon costs 40 15 42

Amortisation of acquisition intangibles
and impaimments

Legal provision (see page 29) 23 - -
Trading profit 961 969 857

A reconaliation of operating profit to trading profit, by business
segment, can be found on pages 30 to 40

36 34 66

Adjusted earmnings per Ordinary Share

Growth in “adjusted eamings per Ordinary Share ("EPSATT" 1s ancther
measure which presents the trend in the long-term profitability of the
Group EPSA i1s not a recognised measure under IFRS and 1s therefore a
non-GAAP financial measure. The most directly comparable finanaal
measure calculated in accordance with [FRS 1s eamings per Ordinary
Share

EPSA excludes the same impact of specfic transactions or events that
management considers affect the Group's short-term profitability, 1s
used by the Group for similar purposes, and 1s subject to the same
matenal lmitations, as set out and discussed in the above sechonon
tracing profit

Adusted attributable profit represents the numerator used in the EPSA
calaulahon Adiusted attributable profit s reconcled to atiributable

profil, the most directly comparable finanaal measure in accordance
with IFRS, as follows

201 2010 2009

$million $milon $million

Attnbutable profit for the year 582 615 472

Aoqursihon related cosis - - 26

Restructunng and ratonabisation 40 15 42
expenses

Amortisation of acquisition intangibles

and impaiments 36 3 66

Legal provision [see page 2%} 23 - -
Taxaton on excluded tems aun {10) (26)
Adnssted attnbutable profit 664 654 580
Eamings per Ordinary share

Basic 653¢ 693¢ 534¢
Diluied 650¢ 692¢ 533¢
Adpsted: Basic 745¢ 7368 656¢
Adpsted Diluted 742¢ 736¢ 655¢

21

Ovemewl

Business Review |Stra1egy KPts & Risk management ”

Comporate Governance |

Accounts and other informaﬂonl |

Smith & Nephew Annual Report 2011




Bustness Review

Financial review continued

Trading cash flow and frading profit to

cash conversion ratio

Growth n trading cash flow and improvement in the trading profit to
cash corversion ratio are measures which present the trend growth n
the: long-term cash generation of the Group exduding the impact of
speafic fransactions or events that management considers affect the
Group's short-term performance

Trading cash flow is defined as cash generated from operations less
net capital expenditure but before acquisthon related cash flows,
restructunng and rationalsation cash flows and cash flows ansing from
legal disputes and uninsured losses  Trading profit to cash conversion
raho 15 trading cash fiow expressed as a percentage of trading profit
The nature and matenal imitations of these adjusted tems are
discussed above

The Group presents those measures to assist investors in therr
understanding of trends The Group’s internal finaneal reporting
{budgets, monthly reporting, forecasts, long-term planning and
Incentive plans) focuses on cash generation before these items Trading
cash flow and trading profit to cash conversion ratio are not recogrised
measures under IFRS and are therefore considered non-GAAP financial
measures

The matenal hmitation of this measure 1s that 1t could exclude significant
cash flows that have had a direct impact on the current and prior years’
financial performance of the Group It does not, therefore, measure the
finanaial performance of the Group presented by the GAAP measure of
cash generated from operations The Group considers that no single
measure enables 1t to assess financal performance and therefore i
compensates for the imitation of the trading cash flow measure by
considenng it in conjunction with the GAAP equivalents Cash flows
excluded relate to imegular events or transactions inciuding acquisition
related costs, restructunng and ratonalisation costs and cash flows
ansing from legal disputes and uruinsured losses

Trading cash flow recondiles fo cash generated from aperahons, the
most directly comparable financial measure calculated 1n accordance
with IFRS, as follows

20m 2010 2009
S million  $ milion  $ millon

Cash generated from operations 1,135 1,111 1,030
less Capital expenditure (321} 315 {318l
Add Cash recerved on disposal of fixed _ 8 _
assets

Add Acquisthon related expenditure 1 - 22

Add Restructunng and ratonalisation 20 16 32
related expendrture

Add Macrotexture expenditure 3 5 5
Trading cash flow 838 825 77

Traching Profit 961 969 857
Trading profit to cash conversion ratio 87% 85% 90%
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Recent developments

On 4 January 2012, the Group announced it had entered into an
agreement with Essex Woodlands for the disposat of the Group's
Chinical Therapies business After disposal, the Group will retain a 49%
investment in the newty formed company, Bioventus LEC, which will be
reported as an assocate At 31 December 2011, the assets and
liabilines of the Clirncal Therapies business, $125m and $19m
respectively, are disclosed as held for sale In 2013, the Clinical
Therapies business contnbuted $237m to revenue and $48m to trading
profit The Group expects to recognise a profit before tax 1n excess of
$250m on the transaction on completion

2011 Finanaal highlights
The following table sets out certain income statement data for the
penods indicated

on 2010

S miltion  $millon
Revenue (i 4270 3962
Cost of goods sold fu} 1.140) (1,031}
Gross profit 3,130 293
Marketing, seling and distnbution expenses i} 1.526) 1414
Admirustrative expenses (v, v, vi| (575) (446}
Research and development expenses {167 s
Operating profit ()} 862 920
Net inferest payable 8} {15)
Other finance costs 16) {10}
Profit before taxation 848 895
Taxation (266) (280)
Attnbutable profit for the year 582 815
R  Group revenue and operating profit are derved wholly from continuing aperahons and discussed

on a segment basts on pages 3010 40
B In 2011 $7moi resinuchanng and rahonalisaton expenses wera charged lo cost of goods sold
10— $nll
=] zoz;::l no restructuring and rahonalisabon expenses wera charged 10 markenng, seling and
disinbubon expenses [2010- $3m)

M 2011 nchudes $42m of amortsation of other ntangible assets. (2010 — $34m)

2041 includes $23m relating 1o legal provision {2010 — $ni)

2011 includes $33m of restructunng and rationaisation expenses and $34m relating 1o
arnortsaton of acoutsition wtangibles (2010 - $12m of restruc unng and ratonalisation expenses.
and $34mrelating 1o ar of acauistion intangbies)

Revenue
Group revenue increased by $308m (8%} from $3,962m in 2010 to

$4,270min 2011 Undertying revenue growth was 4% and 4% growth
was attributable to favourable currency translation

Orthopaedics revenues increased by $117m [(5%), of which 2% was
attnbutable to undertying growth, and 3% due to favourable curmency
translahon Endoscopy revenues increased by $84m (10%), of which 6%
was atiributable to underying growth, and 4% due to favourable
cumency translation Advanced Wound revenues
increased by $107m (12%), of which 7% was atiributable to underlying
growth and 5% due to favourabile cumency translaton

A more detailed analysis is induded wathin the "Revenue” sections of
the indmdual business segments that follow on pages 30 and 40

Iz
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Cost of goods sold

Cost of goods sold increased by $109m to $1,140m from $1,031m1n
2010 which represents an 11% increase Of this moverment, 4% 1s due
to adverse translation movements leaving an undertying movement of
7% compared to an iIncrease in undertying revenue of 4% The residual
movemnent s largely atinbutable to contimued priang pressure across all
of the Group’s markets which Srith & Nephew was not able to pass on
to supplers and an adverse movemnent in the mix of products sold,
towards lower gross margin product

Further margin analys:s 1s included wathin the “Tradhing profit™ sections of
the indmdual business segments that follow on pages 30 to 40

Marketing, selling and distnbuticn expenses

Marketing, selling and distribution expenses increased by $112m (8%)
to $1,526m from $1,414m in 2010 After adusting for an unfavourable
currency movement of 3% the undertying movement of 5% is broadly in
{ine with increased Group revenues

Administrative expenses

Administrative expenses increased by $129m (29%) to $575m from
$446m in 2010 Unfavourable cumency movemenis contnbuted
towards 5% of this increase The factors contnbuting to the underying
movement of 24% were; the non-recurrence of the one-off benefit of
$25m ansing from the BlueSky setlement in 2010, a charge of $23m
relating to legal provision, an increase of $21m in restructunng and
ratonalisation expenses, an increase of $12m in the bad debt expense
and an $8m increase n the amorhisation charge on intangible assets
Other factors contnbuting fo this increase incdluded the addiional
nvestment in China and Emerging Markets dunng the year

Research and development expenses

Expenditure as a percentage of revenue increased by 0 1% to 39%1n
2011 {2010 - 3 8%) Actual expenditure was $167m in 2011 compared
fo $151mn 2010 The Group continues to invest in Innovatve
technologies and products fo differentate it from competitors

Operating profit

Operating profit decreased by $58m to $862m from $920m in 2010
compnsing a decrease of $88m in Orthopaedics, offset by increases of
$18m in Endoscopy and $12min Advanced Wound Management.

Net interest payable

Net interest payable reduced by $7m from $15min 2010 to $8min
2011 This 1s a consequence of the overall reduchion of bomowings
within the Group and a reduction in the applicable interest rates

Other finance cost

Other finance costs 1n 2011 were $6m compared to $10m in 2010 This
decrease Is attributable to an increase n the expecied retum on
pension plan assets

Taxaton

The taxaton charge decreased by $14m to $266m from $280m i
2010 The effective rate of tax was 31 4%, compared with 31 3% n 2610

The tax charge was reduced by $17mn 2011 (2010~ $10m}as a
consequence of restruciunng and rationalisation expenses,
amorhisation of acquestion intangibles and legal provision The effective
tax rate was 299% 12010 — 30 8%) after adusting for these items and
the tax thereon

Group balance sheet
The folowing table sets out certain balance sheet data as at
31 December of the years mdicated:
201 2010

$ milion $ milion
Non-current assets 2,542 2579
Current assets 2080 2154
Assets held for sale 125 -
Total assets 4747 4733 =
Non-current babilites 422 1046 %
Current babilihes 1,119 914
Uabilihes directly associated with assets 19
held for sale B
Total babiibes 1,560 1,960
Total equity 3,187 2773
Total equity and habilihes 4,747 4733

Non-current assets

Non-current assets decreased by $37m to $2,542m 11 2011 from
$2,579mn 2010 This 1s attnbutable to the following

—  Goodwill decreased by $5m from $1,101m 11 2010 to $1.096mn
2011 Goodwilltotaling $37m was transferred to assets held for
sale Following the acquisthon of Tenet Medical Engineenng duning
2011, an amount of $44m was capitalised as goodwill. The balance
relates to unfavourable currency movements totaling $12m

— Intangible assets decreased by $3m from $426m n 2010 fo $423m
1n 2011 Intangible assets totalling $14m were fo assets
held for sale Amoertisation of $78m was charged dunng the year
and assets with a net book value of $2m were wntten-off A total of
$92m relates to the addihon of intellectual property and software
The balance relates to unfavourable currency movements
totaling $1m

- Property, plant and equipment decreased by $4m from $787m n
201010 $783min 2011 Property, plant and equipment totalling
$3m were transferred to assets held for sale Depreciation of
$217m was charged dunng 2011 and assets with a net book value
of $7m were wntlen-off These movements were largely offset by
$229m of addihons relating pnmarily to instruments and other plant
& machinery The balance relates to unfavourable currency
movements totaling $6m

— Trade and other recevables decreased by $22m to $nilin 2011
from $22m 1n 2010 due to non-cument recevables swiching to
aurent recewvables dunng the year

—  Deferred tax assets and other non-current assets decreased by
$3min the year
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Business Review

Financial review continued

Current assets
Curmrent assets decreased by $74m to $2,080m from $2 154min 2010
The movernent relates to the following

- Inventones fell by $64m to $859m in 2011 from $923m n 2010
Inventonies tofaling $15m were transferred to assets held for sale
Of the remaining movement, $10m related to unfavourable
currency mavements

- The level of trade and other receivables increased by $13m fo
$1,037m1n 2011 from $7,024m in 2010 Trade and other
recewvables totaling $49m were transferred to assets held for sale
Of the movement in the year, $18m related to unfavourable
currency movements

- Cashand bank has fallen by $23m to $184m from $207m in 2010
Cf the moverment, $2m related to unfavourable currency
movements

Assets held for sale

Assets held for sale totaling $125m relate to the undertying assets of
Chmeal Therapies business, the proposed sale of which was
announced on 4 January 2012

Non-current habilihes

Non-current labilites decreased by $624m from $1,046mn 2010 to
$422min 2011 This movernent relates to the following items

- Long-term borrowings have fallen from $642min 2010to $16min
2011 This decrease of $626m 1s mainly atinbutable to the
long-term loan repayable in May 2012 switching to a current liability

- The net retirement benefit obligation increased by $25m to $287m
n 2011 from $262m n 2010 This was largely due to actuanat
losses of $70m which were only partly offset by pension
contnbuficns

— Deferred acquisiion consideration was $8m at the end of 2011, an
increase of $8m from $nil at the end of 2010 as a result of the
acquisthon of Tenet Medical Engineenng dunng the year

—  Provisions decreased from $73min 2010 o $45mn 2011 whichis
largely due to a number of settlements dunng the year

~ Deferred tax labllfies decreased by $3m in the year

Current labibhies
Current babilities increased by $205m from $914min 201010 $1,319m
i1 2011 This movement 1 attnbutable tor

- Bank overdrafis and current borrowings have increased by $249m
from $57m in 2010 to $306min 2011 manly as a result of the
leng-term loan repayable in May 2012 switching to a current bability

— Trade and other payables have decreased by $53m to $564min
2011 from $617m in 2010 Trade and other payables totaling $19m
were transfermed to babilibes directly assoniated with assets held for
sale An amount of $8m 1s attnbutable to favourable curency
movemenis

~  Prowisions have increased by $41m from $37mn 2010 to $78mn
2011 The most significant item contnbuting to this increase s the
$23m legal provision {see Nole 3)

~ Curment tax payabie 1s $171m at the end of 2011 compared to
$203mm 2010 Of the $32m reduction, $1m is attributable to
favourable currency movements
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Liabilites directly associated with assets held for sale
Liabilthes held for sale totalling $19m relate to the undertying labiites of
the Clinical Therapies business, the proposed sale of which was
announced on 4 lanuary 2012,

Total equity

Total equity ncreased by $414m from $2,773m in 2010 to $3,187m in
2011 The pnnapal movements were

Total equity

$ million

1 January 2011 2,773
Attnbutable profit 582
Currency translation losses {36
Hedging reserves 14
Actuanal loss on retirement benefit obligations {70)
Dmidends paid dunng the year 146)
Taxahon benefits on Other Comprehensive Income and 22

eguity items
Net share based fransactions 48
31 December 2011 3,187

Transactional and franslational exchange
The Group's prnapal markets outside the US are, in order of
signihicance, Continental Europe, UK, Australia and Japan Revenuesin
these markets fluctuate when translated into US Dollars on
consolidation Dunng the year, the average rates of exchange against
the US Collar used o translate revenues and profits ansing In these
markets changed compared to the previous year as follows the Euro
ed from $132 to $1 39 (5%), Sterling strengthened from
$1 54 to $1 60 {4%], the Swiss Frane strengthenied from $096 10 $113
(18%), the Austrabian Dollar strengthened from $092 to $103 (12%) and
the Japanese Yen strengthened from ¥88 to ¥80 (9%)

The Group's pnnapal manufactunng locations are in the US
{Orthopaedics and Endoscopyl, Switzerland {Orthopaedics), UK
{Advanced Wound Management and Crthopaedics) and China
(Orthopaedics and Advanced Wound Management) The majonty of
the Group's seling and distnbution subsidianes around the world
purchase fimshed products from these locations As a result of
currency movements compared with the previous year, sales from the
US became relatively less profitable to all of these countnes The
Group's policy of purchasing forward a proportion of its curmency
requirements and the esastence of an invertory pipeline reduce the
short-term impact of curency movements
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Financial position, lquichty and caprtal resources
Cash flow and net debt

The main elements of Group cash flow and movements 1n net debt can
be summansed as follows

201 2010 2009
Smilbon Smilion $milion

Cash generated from operations 1,135 1,111 1,630
Net interest paid {8} n 41)
Income taxes paid (285 (235 1270}

Net cash inflow from operating actviies 842 859 719

Capital expenditure {net of disposal of

property, plant and equipment) B2 307} 1318)

Acquisitions {net of cash acquired) (33) - {25}
Ptus Orthopedics setlement - - 137
Equity dwvidends paid 46 0132 20
Proceeds from own shares 7 8 10
Issue of ordinary share capital 17 15 7
Treasury shares purchased (6) {5} -
Change in net debt from net cash flow

{see Note 21 of the Notes to the Group 360 438 410
acoounts)

Exchange adjustment 6l 13 21}
Opening net debt (492)  (943) (1,332)
Closing net debt (138) 492}  (943)

The Group's net debt decreased from $1,332m at the beginning of
2009 to $138m at the end of 2011, representing an overall decrease of
$1,194m Transiation of foreign currency net debt into US Dollars had
the effect of increasing net debt by $14m n the three-year penod
ended 31 December 2011

Net cash inflow from operating actvties

Cash generated from operations in 2011 of $1,135m (2010~ $1,111m,
2009 - $1,030m) 1s after paying out $3m (2010 — $5m, 2009 — $5m} of
macrotextured daim setttements unreimbursed by insurers, $1m (2010
- $nil, 2009 — $22m) of acquisihon related costs and $20m {2010 -
$16m, 2009 ~ $32m) of restructunng and rahonabsation expenses

Capital expenditure

The Group's on-going capital expendrture and working caprtal
requirements were financed through cash flow generated by business
operations and, where necessary, through short-term committed and
uncomrmitted bank faciliies In recent years, capiial expenditure on
tangible and intangible fixed assets represented approxamately 8% of
contiruing Group revenue )

In 2011, gross capitat expenditure ameunted to $321m (2010 — $315m,
2009 - $318m) The pnncipal areas of investment were the placement
of orthopaedic nstruments with customers patents and lcences, plant
and equipment and information technology

At 31 December 2011, $9m (2010 - $15m, 2009 ~ $7m) of capital
expenditure had been contracted but not provided for which will be
funded from cash inflows

Acquisiions and disposals

In the three-year penod ended 31 December 2011, $58m was spent on
acquistions, funded from net debt and cash inflows This compnsed,
$33m for Tenet Medhca! Engineenng dunng 2011 and $25m for Nucryst
1N 2009 During 2009, the Group reached an agreement with the
vendors of Plus Orthopedics Holdings AG to reduce the tolal onginal
purchase pnoe to CHF927m This resulted in a cash inflow of $137m

Lquidity

The Group's policy 1s fo ensure that it has sufficent funding and
faciities in place to meet foreseeable borrowing requirements In
December 2010, the Group reviewed and replaced its pnnaipal banking
facilites ahead of the matunty in May 2012 The Group reduced its
$1,000m 5 year term koan to $500m wath effect from 20 December
2010 As at 31 December 2011 the balance outstanding was $245m
Smith & Nephew also cancelled s $1,500m mulh-currency revobving
loan facity and replaced it with a new 5 year $1,000m mulh-curmency
revoving loan facility

At 31 December 2011, the Group held $184m (2010 - $207m, 200%
—$192m} in cash and balances at bank The Group has commutted and
uncommitted faciities of $1 3bn and $0 3bn respechively The undrawn
committed faclities totaling $1 0bn expires after two but within five
years Smith & Nephew intends to repay the amounts due within one
year by using avallable cash and drawing down on the longer-term
faciihes In addion, Smith & Nephew has finance lease commitments
of $18m [of which $8m extends beyond five years)

The principal vanations in the Group's borrowing requirements result
from the timing of dmdend payments, acquisiions and disposals of
businesses, timing of capital expenditure and working capitat
fluctuations

Smith & Nephew believes that its capital expenditure needs and it
working capital funding for 2012, as well as is other known or expected
commitments or habilhies, can be met from 1ts exishng resources and
faclities

The Group’s planned future contnbutions are considered adequate lo
cover the current underfunded position in the Group's defined benefit
plans

Further disclosure regarding borrowings., related covenants and the
Uquichty nsk exposures 1s set out n Note 15 of the Notes to the Group
acoounts The Group bebeves that its bomowing faalihes do not contain
restnctions that would have significant impact on its funding or
nvestment policy for the foreseeable future
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Financial review continued

2010 Finanaial highlights
The following table sets out certain Income statement data for the
penods indicated

2010 2009
$milbon  $mibon
Revenue: i 3962 3772
Cost of goods sold ) {1,031} {(1,030)
Gross profit 2931 2742
Markenng,‘;;elhng and distnbution (414 (1350
Administrative expenses vl (4461 (513
Research and development expenses {151) (155)
Operating profit () 920 723
Net interest payable {15) (40)
Other finance costs {(10) 115)
Share of results of associates - 2
Profit before taxahon 895 670
Taxation (280) (198}
Attnbutable profit for the year 615 472
B Grouprevenue and operating profit are derved wholly from continenng operations and discussed

ona segment basis on pages 30 10 40

#2070 no restiruciunng and rationalisahon expenses and N0 oquEsition related costs were
charged fo cost of poods sold [2009 — $15m of resruciunng and ranonalisation expenses and
$12m of acquisition related costs)

) 2010 ndudes $3m of restructunng and rahonalisahon epenses No acquisiion related costs wene
cherged o marketing seling and distribxtion expenses in 2010 (2009 - $7m of acquisition retated
oosts and $10m of resiructunng and rationalisaton expenses)

v 2010 nchudes $12m of ing and vexpenses and $34m relatng o
amor of 18! and wparments 12009 — $7m of acqusition related costs
$17m of restructunng and rationalisation expenses and S66m relating k amorhsaton of
acqusshon intangibles and mnparments)

Revenue
Group revenue increased by $190m [5%) from $3,772m 1n 2009 to

$3962min 2010 Undertying revenue growth was 4%, and a further 1%
growth was attnbutable to favourable currency transtation

Orthapaedics revenues increased by $60m (3%) of which 2% was
atiributable to undertying growth and 1% due to favourable currency
translation Endoscopy revenues increased by $64m (8%), of which 7%
was atiributable to underying growth. and 1% due to favourable
currency translahon Advanced Wound Management revenues
Increased by $66m (8%), of which 7% was attnbutable to undertying
growth and 1% due to favourable currency transtation

A more detailed analysis is included within the “Revenue™ sections of
the indmdual business segments that foliow on pages 30 and 40
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Cost of goods sold

Cost of goods sold mcreased by $1m to $1,031m from $1,030m in
2009 This represents 26% of revenue compared to 27% in 2009
Dunng 2010, the Group has continued to delver on its efficency
commitments, including the new Advanced Wound Management
manufactunng faality in China and improved inventory management In
Orthopaedics Other factors contnbuting to the movermnent were the
decrease of $15m in restructuning and rationalisation expenses and
decrease of $12m in cther acquision related costs Currency had little
impact on the year on year movement

Further margin analysis 1s induded within the “Trading profit™ sechions
of the indivckzal business segments that follow on pages 30 to 40

Marketing, selling and distnbution expenses

These expenses increased by $63m {5%) to $1,414m from $1,351m in
2009 In bne with increased revenue there has been a 4% undertying
increase 1n adverhising, marketing and selling costs Unfavourable
cumency movernents have contnbuted to the remaining 1% movement

Administrative expenses

Administrative expenses decreased by $67m [-13%) to $446m from
$513min 2009 The prncipal factors contnbuting to the underying
movement of -14% were a $32m reduction in the amortisation and
impaiment charge of Intangible assets, a $7m reduction n acquisihon
related costs and a decrease of $5m in restructunng and rahonalisation
expenses This was parhally offset by a 1% unfavourable movement in

currency

Research and development expenses

Expenditure as a percentage of revenue decreased by 03% to 3 8%
02010 (2009 - 4 1%) The Group continues to invest in Innovative
technologies and products to differentiate iiself from competitors

Operating profit
Operating profit increased by $197m to $920m from $723m 1n 2009

compnising increases of $93m in Orthopaedics, $28m n Endoscopy
and $76m in Advanced Wound Management

Net interest payable

Net interest payable reduced ty $25m from $40m in 2009 to $15m
n 2010 Thisis a consequence of the averall reciuchon of

withun the Group and a reduchon in the applicable interest rates

Other finance cost

Other finance costs In 2010 were $10m compared to $15m in 2009
This decrease Is aftributable to an increase in the expected retum on
pension plan assels

Taxation

The taxation charge increased by $82m to $280m from $198m in 2009
The effective rate of tax was 31 3%, compared with 29 6% 1n 2009

The tax charge was reduced by $10m in 2010 (2009 - $26m} as a
consequence of restructunng and rationalisation expenses, acquisiion
related costs, amortisation of acquisihon intangibles and impairments
The effective tax rate was 30 8% (2009 - 279%) after adjusting for
these items and the tax thereon
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Group balance sheet Total equity
The following table sets out certain balance sheet data as at Total equity iIncreased by $594m from $2,179mn 2009 io $2,773m
31 December of the years ;ndicated: n 2010 The pnnapal movemnents were an increase of $615m due o
attnbutable profit, cumrency translation and hedging gans of $53m,
2010 2009  anwncrease of $26m 10 actuarial gasns on retirement benefit
$milion $mmillon  ohliganons, offset by a decrease of $7m relating to deferred taxation
Non-current assets 2579 2480 andadecrease of $132m due to dvdends paid dunng the year
Current assets 2154 207 Total equity
Assets held for sale - 14 $ milbon
Total assets 4,733 4,565 1 January 2000 2179
Non-current babilihes 1,046 1523  Attnbutable profit 615
Current babithes 914 863 Currency translation gains 52
Total labiltes 1 ,960 2.386 Hedgmg galns 1
Total equily 2773 2179 Actuanal gain on refirement benefit obligatons 26
Total equity and liabilihes 4,733 4565 Dwidends pad during the year (132)
Taxahon on Other Comprehensive Income and equity 7)
Non-current assets items
Non-current assets increased by $99m to $2,579m from $2,480 in Net share based transactions 39
2009 Intangible assets and goodwill Increased by $22m of which 31 Docernber 2010 2773

$65m related to addihons of inlangibles, $28m related to favourable
currency transiation and $2m of transfers These were partaly ofiset
by $68m of amortisation and a $4m adjustment to contmgent
consideration Property, plant and equipment ncreased by $34m
compnsing $250m of addibons and $3m of favourable currency
translation, partally offset by $203m of depreciation charge, $14m of
disposals and $2m of transfers Deferred 1ax assets and other
non-current assels increased by $43m n the year

Current assets

Current assets increased by $83m to $2,154m from $2,071m n 2009
This was due to an increase In trade and other receivables of $78mand
an increase in cash at bank of $15m These increases were partially
offset by a reduction in inventones of $10m

Non-current labilites

Non-current habiites decreased by $477m from $1,523m in 2009 to
$1,046m 1n 2010 $448m of this decrease was due to the reduction of
long-term borrowings The net refirement benefit cbigation decreased
by $60m This was largely due o the excess of pension contnbutions
totaling $65m over the charge to the income statement in the year of
$35m which gave nse to a net $30m reduction in the Lability In
addition, there were actuanal gains totaling $26m Other movements n
non-current labiihes refated to a reduction in defermed acquisition
consideration of $27m due to settlement of the BlueSky Medical Group
in¢ {“BlueSky’} defered consideration, an increase of $38m in the
deferred tax bability and an increase in provisions of $20m dueto a
change in the expected time frame to setflement which has resufted in
a reclassificabion from current babibiies

Current habilhies

Current babilihes increased by $51m from $863m in 2009 to $914min
2010 This was due o anincrease in bank overdrafts and current
borrowings of $12m, an increase n trade and other payables of $21m
and an increase In current tax payable of $36m, offset by a decrease in
provsions of $18m

Going concem

The Group's business actwihes, together with the faclors likely to affect
its future development, performance and position are set out n the
“Business Review™ section on pages 30 to 40 The finanaal position of
the Group, its cash flows, bguidity position and borrowing faciiies are
descnibed under “Finanaal position, iquidity and capital resources”
within the “Business Review™ section set out on page 25 In addition,
the notes to the financial statements indude the Group's objectives,
polictes and processes for managing its capital, 1ts financial nsk
management objectives, details of its financial nstruments and hedging
actvihes, and its exposure to credit nsk and bauidity nsk

The Group has considerable finanaal resources and its customers
and suppliers are diversified across different areas Asa
consequence, the Directors believe that the Group 1s well placed to
manage Iis business nsk successiully despite the on-going uncertain
economic outlook.

The Direclors have a reasonable expectahion that the Group has
adequate resources fo continue In operational exstence for the
foreseeable future Thus they continue to adopt the going concem
basis for accounting in prepanng the annual finanaial statements

Management alsa believes that the Group has sufficent workang capital
for its present requirements

Payment polices

it1s the Group’s and Company's policy to ensure that suppliers are pad
within agreed terms At the year-end the Company had no trade
creditors

27

0verview|

Business Review { [ Strategy, KPis & Risk management “

Accounts and other information | [ Corporate Govemancel

Smith & Nephew Annual Report 2011



Business Review

Financial review continued

Factors affecting Smith & Nephew's results of operations
Govemnment econornic, fiscal, monetary and political pobicies are all
factors that matenally affect the Groups operation or Investments of
shareholders Other factors include sales trends, cumency fluctuations
andinnovation Each of these factors 1s discussed in further in *Our
busness, markeiplace and other factors that could affect us™ on pages
14 to 18 and “Taxabon nformation for shareholders™ on pages 147 to 148

Cnheal accounting policies

The Group's significant accounting policies are sef out in Notes 1 to 24
of the Notes to the Group acoounts Of those, the policies which require
the most use of management’s judgement are as follows.

Inventones

A feature of the Orthopaedics business segment twhose finished
goods inventory makes up approxamately 74% of the Group total
fhinished goods inventoryl 1s the high level of product inventory required,
some of which 1s located at customer premises and 1s available for
customers’ immediate use Complete sets of product, nduding large
and small sizes, have fo be made available in this way These sizes are
used less frequently than standard szes and towards the end of the
product bfe cycle are inevitably 1n excess of requirements Adjustments
to camrying value are therefore required 10 be made o orthopaedic
Inventory to antiaipate this situahon These adjustrments are calculated
inaccordance with a formula based on levels of Inventory compared
with historical usage This formula 1s applied on an indmdual product
bine basis and 1s first appbed when a product group has been on the
market for two years This method of calcutation 1s considered
appropnate based on expenence, but it does Involve management
judgements on customer demand, effectiveness of Inventory
deployment, length of product lives, phase-out of old products and
effiaency of manufactunng planning systems

Impairment

In camying out iImpairment reviews of goodwill, iIntlangible assets and
property, plant and equipment a number of significant assumptions
have to be made when prepanng cash flow projections These inchude
the future rate of market growth, discount rates, the market demand for
the products acquired, the future profitability of acquired businesses or
products, levels of reimbursement and success in obtaining regulatory
approvals If actual results should differ or changes in expectations
anse, impatment charges may be required which would adversely
impact operating results

Retirement benefits

Anumber of key judgements have to be made in calculating the far
value of the Group's defined benefit pension plans These assumptions
impact the Balance Sheet lability, operating profit and other finance
Income/costs The most cniticat assumptions are the discount rate and
morially assumptions to be applied to future pension plan babibties For
example as of 31 December 2011, a 0 5% increase in discount rate
would have reduced the combined UK and US pension plan defiat by
$96m whilst a 0 5% decrease would have increased the combined
defiat by $109m A 0 5% increase in disoount rate would have
decreased profit before taxation by $5m whilst a 0 5% decrease would
have iIngeased it by $5m A one year increase in the assumed bfe
expectancy of the average 60 year old male pension plan member in
both the UK and US would have increased the combined defict by
$36m Inmaking these judgements, management takes into account
the adwvice of professional external actuanes and benchmarks iis
assumphons against extemal data
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The discount rate 1s determined by reference to market yields on high
quality corporate bonds, with curency and term consistent with those
of the habiihes tn parbcular for the UK and US, the discount rate is
denved by reference to an AA yield curve denved by the Group's
actuanal adwisers

See Note 19 of the Notes to the Group accounts for a summary of how
the assumptions selected in the last five years have compared with
actual results

Contingenaies and provisions

The recognihion of provisions for legal disputes 1s subject to a significant
degree of estmation Provision 1s made for loss contingencies when it
1s considered probable that an adverse outcome will occur and the
amount of the loss can be reasonably estimated In making its
estimates, management takes into account the advice of intemal and
external legal counsel Prowisions are reviewed regularly and amounts
updated where necessary to reflect developments 1n the disputes The
ultimate Lability may differ from the amount provided depending on the
outcome of court proceedings and settlement negobations or 1f
investigations brng to ight new facts

The Group operates 1n numerous fax junsdictions around the world
Although itis Group pobcy to submit its tax retums to the relevant tax
authorities as promptly as possible, at any given time the Group has
unagreed years outstanding and 1s involved in disputes and tax audits
Significant issues may take several years (o resolve: In estimating the
probability and ameunt of any tax charge, management takes into
acoount the views of intemal and externat advisors and updates the
amount of provision whenever necessary The uitimate tax hability may
differ from the amount provided depending on interpretations of tax

law, settlernent negohations or changes in legislation

Legal proceedings

The Company and iis subsicianes are parties 1o vanous legal
proceedings, some of which indude claims for substantial damages
The outcome of these proceedings cannot readily be foreseen, but
management bebeves none of them will result In a matenal adverse
effect on the finanaal position of the Group The Group provdes for
outcomes that are deemed to be probable and can be reliably
estimated There 15 no assurance that losses will not exceed the
provision or will not have a significant impact on the Group's results
of operations or financial condihon in the penod in which they

are realised

Product hability claims

In August 2003, the Group withdrew voluntartly 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
setled The aggregate oost at 31 Decermnber 2011 related to this matter
1s approximately $214m The Group has sought recovery from iis
primary and excess insurers for costs of resolving the daims The
primary Insurance camer has paid $60m in full setlement of its policy
babiity However, the excess camers have derved coverage, ating
defences relating to the wording of the msurance polioes and other
matters In Decernber 2004, the Group brought suit against them in the
US Drstrict Court for the Westem Distnct of Tennessee, and tnalis
expected to cormmence in 2013 An addional $22m was received from
a successful settlement with a third party
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A charge of $154m was recorded 1n 2004 for anticipated expenses in
connechon with macrotexture damms Most of that amount has since
been apphed to settlements of such dams Management believes that
the $17m provision remaining 1s adequate to cover remaining claims
Gnven the uncertainty inherent in such matters, there can be no
assurance on this point

The Group faces other claims from fime o hme for alleged defects inits
products and has on occasion recalled products to minimise nsk of
harm or daims The Group maintaing product babiity nsurance subject
to brmits and deductbles that management believes are reasonable

Business prachce lnvestlgahons
In March 2005 the US Attomey’s Office 1n Newark, New Jersey issued
subpoenas to the five largest sellers of hip and knee implants to US
orthopaedic surgeons, including the Group's Orthopaedic business,
asking for information regarding arangements with orthopaedic
reconstructive surgeons In Seplember 2007, the Group land the other
four companies Involved) setiled the charges that could have resulied
from this irveshgation, wathout adrmiting any wrongdoing 2s part of the
seftlement, At the same time, the Group entered into a Corporate Integrity
t with the Office of the Inspector General (*0IG7 of the US
Depariment of Health and Human Services which requires certain
compbance efforts This agreernent s in effect for five years, untl
Septerber 2012 If the Group meets its terms, the OIG will not attempt to
excude it from receving Medicare payments for its products The Group
has devoted subslantial effort to comply with this agreement and to
enhance its complance programme across all of s business segments

In Septernber 2007 the SEC notified the Group that it was conducting
an informal inveshgation of companies 1n the medical devices industry,
including the Group, regarding possible violations of the Foreign Corrupt
Practices Act {“FCPA) 1n connection with the sale of products i certain
countnies outside of the US The US Department of Justice (“DOJ"
subsequently joned the SEC's request

Duning quarter four of 2011, the Group established a provision of $23m
n relation to this investigation

On 6 February 2012, Smith & Nephew announced that it had reached
settlement with the SEC and DOJ in connection wath this matter

Smith & Nephew has committed to pay slightly less than $23m in fines
and profit disgorgement, and committed to maintain an enhanced
comphiance programme and appoint an independent moritor for at
least 18 months to review and report onits compliance programme to
both the SEC and DOJ The settlement agreements impose detalled
reporting, comphance and other requirements on Smith & Nephew for
a three-year term Failure to comply with these requirements, or any
other violation of law, could have severe consequences for the Group

intellectual property disputes

The Group 1s engaged, as both plantff and defendant, in ihgation with
vanous compehtors and others over dams of patent Infingement and,
N some cases, breach of licence agreement These disputes are being
heard in courts in the United States and other junsdichions and also
before agenaes that examine patents Outcomes are rarely certain and
costs and settlements are often significant.

Since the Group's entry into the negative pressure wound therapy
business in 2007, Kinehe Concepls, Inc {*KCI") has pursued claims of
patent nfnngement against the Group in the US, UK, Gemmany and
other junsdichons In one case In the US Distnct Court for the Westem
Distnct of Texas a jury found that patents exdusvely icensed to KOl by
Wake Forest University [“Wake Forest”) were valid but not infnnged by
the Group That ruling was upheld on appeal m February 2009 Ina
subsequent case in the same court, relating to the Group’s foam
product, 2 jury concluded in March 2010 that asserted Wake Forest
patents were valid and infinged But the court determined the refevant
patent claims were invalid and entered judgement in favour of the
Group Wake Forest has appealed the court’s judgement If Wake Forest
were to prevail, the Group could be prevented from seling that foam
product in the US until patent exprration in 2014 KCl has also pursued
patent Infningement claims in certain countnes relating to pumps,
canisters and other negative pressure wound therapy accessones

The Group has won jury verdicts against Arthrex Inc, {“Arthrex”) for
nfnngement of the Groups patents relating to suture anchoers (in the

US District Court for Oregon) and femoral fixation devices for ACL
reconstruction in the US District Court for the Eastern Distnct of Texas)
Arthrex appealed both decisions The Texas case was reversed on
appeal with Judgement entered n favour of Arthrex The Oregon
decision was reversed on appeal and remanded te the Distnct Court for
a new tnal The Group secured a jury verdict in its favour that was
subsequently reversed by the Oregon court past-tnal The Group plans
to proceed with an appeal of the Oregon court's nuling.

Other matters

In Apnl 2009, the Group was served with a subpoena by the

US Department of Jusfice In Massachusetts requinng the produchon of
documents from 1995 fo 2009 associated with the marketing and sale
of the Group's EXOGEN bone growth stimulator Similar subpoenas
have been served on a number of compettors in the bone growth
shmulator market Around the same time a qui tam or “whistieblower”
complaint conceming the industry's sales and marketing of those
products onginally filed n 2005 against the pnmary manufacturers of
bone growth stmulation products (including Srrsth & Nephew), was
unsealed in federal court in Boston, Massachusets A moton to
dismiss that compltaint was denied 1n December 2010

In June 2010, the Group was served with a subpoena by the

US Department of Justice in Massachusetts requinng the producton
of documents relatng to the distnbution of samples of the Group's
SUPARTZ joint fluid therapy product

The Group 1s subject to country of ongin requirements under the

US Buy Amencan and Trade Agreements Acts with regard {o sales to
certain US ent customers The Group has voluntarily disclosed
to the US Veterans Administration and the US Department of Defence
that a small percentage of the products sold to the US government in
the past, pnmanly from the Orthopaedics business, may have
onginated from countries that are not elgible for such sales except with
government consent Government auditors subsequently conducted
an on-site visit at the Group’s Orthopaedics business In December
2008, three months after Srith & Nephew's inthal voluntary disclosure,
awhistieblower suit was filed in the US Distrct Court for the Western
District of Tennessee alleging these viclations Smith & Nephew's
motion to dismiss the suit was dered 1n Novernber 2010
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Business segment reviews

In August 2011, the Group announced 1ts new strategic pronties Part of this framework was the
implementation of an organisational change Smith & Nephew has brought fogether the Orthopaedics
and Endoscopy business segments, creating the Advanced Surgical Devices dwision ("ASD"), which
will sit alo[rlws%SIde the Advanced Wound Management dvision (‘AWM”} These two divisions will serve

the Estab

ed Markets and will support our newty created Emerging Markets ffocusing on China,

India, Brazil and Russia) and Intemational Markets organisations For reporting purposes, the two division

structure will replace the current three business segment structure dunng 2012

Business segment analysis

Organisation

Dunng 2011, intemally the Group has reported as three business
segments. Orthopaedics, Endoscopy and Advanced Wound
Management Induded within the Orthopaedics business
segment are biologics actviies, which compnse research and
development projects under the direction of a committee
representing all operatng segments

Revenue by business segment and geographic market and
traching and operating profit by business segment are set out
below-

20mMm 2010 2009
$m $m $m

Revenue by business segment

Orthopaedics 2,312 2,195 2,135
Endoscopy 939 855 791
Advanced Wound Management 1019 912 846
Total revenue 4270 3962 3,772
Revenue by geographic market

United States 1,756 1707 1,664
Europe (Continental Europe

and United Kingdorn) 1409 1315 1313
Alnca, Asia, Australasia

and other Amenca 1,005 940 795
Total revenue 4270 3962 3,772

Trading profit by business segment

Orthopaedics 492 536 508
Endoscopy 222 200 189
Advanced Wound Management 247 233 160
Total trading profit 961 969 857
Operating profit by business segment

Orthopaedics 415 503 410
Endoscopy 215 197 169
Advanced Wound Management 232 220 144
Total operating profit 862 920 723
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Business segment revenue

C

Geographic reverue

$m
A Orthopaedics, 2312
8 Endoscooy 939

C Advanced wound management 1019

C

m
AUS 1,756
B Euope 5409
C Rest of World 1105

A head office team in London, UK directs the overall business and
supports the business segments, pnmanly in the areas of business
development, legal, compary secrefanal, finance, human resources

and investor relations
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Orthopaedics

VERILAST's use of OXINIUM, oxdized Zirconium, results in a knee
which has been proven to last 30 years, twice the current industry
standard of 15 years

Overview

Dunng 2011, the Orthopaedics business was managed woridwide
from Memphis, Tennessee, the site of its main development and
manufactunng faciity, with a European headquarters in Baar,
Swrtzerland Products are also manufactured at smaller faclites in
Swatzerland, Germany, China and the UK as well as by third-party
manufacturers

Products

Orthopaedic reconstruction implants include hip, knee and shoulder
joints as well as anallary products such as bone cement Orthopaedic
trauma fixation products consist of intemal and external devices and
other products, induding vanous fixation and orthobiological matenals
used in the stabibsation of severe fractures and deformity comection
procedures Chnical therapies products are those that are appled in an
orthopaedic office or a clinic setfing, In parhicular bone growth
stimulahion and joint fluid therapies

Knee implant systems

The Orthopaedics business offers a range of products for specabsed
knee procedures The LEGION/GENESIS Il Total Knee Systemis a
comprehensive system designed 1o aliow surgeons to address a wide
range of knee proocedures from primary to revision LEGION TKS features
VERILAST Technology, an advanced beanng surface. The JOURNEY
Active Knee Solutions, a family of advanced, customised products
designed to treat early io mid-stage ostecarthnhs patients, provides more
nomal feeling and motion through bone ligament presenvation and
anatornic replication LEGION/GENESIS Il and JOURNEY also utilise
VISIONAIRE Patient-Matched Instrumentation, a technology platform of
patient-matched cutting blocks for total knee procedures

Hip implant systems

The Orthopaedics business offers a broad range of hip replacement
systems In parhcular, the R3 Acetabular System includes a modular
acelabular cup that provides a variety of advanced beanngs withuin a
single system The BIRMINGHAM HIP Resurfacng System 1s a system
for hip resurfacing, a bone conserving approach, which utibses proven
low wear metal-on-rmetal bearing surface technology Other ip
systems include the SYNERGY Hip System, ANTHOLOGY Hip System
and the SL-PLUS Hip Family System

Beanng surfaces

The Orthopaedics business utlises a range of beanng surfacesin its
mplant systems, including its propnetary OXINIUM Technology
Oadized Zirconium, branded OXINIUM, combines the enhanced wear
resistance of a ceramic beanng wath the supenor durability of a metalbc
beanng When combined with highly cross-linked polyethylene ["XLPE)
it results in the Group's VERILAST Technology The LEGION Pnmary
Knee, with VERILAST Technology, is the only knee system with a 30
year wear performance claim approved by the United States Food and
Drug Adminustration {"FDA} ~ more than double the performance
expeciation for wear compared to conventional technologies

Trauma implant systems

The pnnapal fixation products are the TRIGEN Intramedullary Naiting
system, TRIGEN META-NAIL with expanded fixation and techrmque
ophons, TRIGEN INTERTAN Intertrochantenc Antegrade nails for bip
fractures, TRIGEN SURESHOT Distal Targeting System for Intramedullary
Nailing and PERI-LOC Penarticular Locked Plating system which offers a
comprehensive famity of fracture speafic plate and screw products for
the upper and lower extremities

For external fixahon and bmb restoration, Orthopaedics offers the
TAYLOR SPATIAL FRAME Circular Fixation System and JET-X BAR
Unilateral Fixator

Clinical Therapies

The prncipal clirical therapies products offered include the EXOGEN
Ultrasound Bone Healing System which utiises low-intensity pulsed
ultrasound to accelerate the healing of fresh fractures and to heal non
unions DUROLANE Joint Flund Therapy and SUPARTZ ot Fluid
Therapy are non-surgical, non-phamacclogical pain-relieving
therapies for ostecarthmhis of the knee

Sirategy

Under the new ASD structure, the Group will continue to focus on
product innovation, sales excellence and physician education Whether
through extending the bfe of implants, improving operating room
efficency, or promoting faster healing and other cinical outcomes,
Smith & Nephew's innovahons differentiate it and solutions to
active patients seeking to regain qualiy of ife while enhancing
economic value for customers For s ASD products, Srnith & Nephew
provides peer-to-peer medical education, through KLEOCS, tailored to
indnidual surgeon needs utiising the world's top orthopaedic
specialists and key opinion leaders

The emerging markets continue to be an mportant growth opportunity
China remains a focus, with further progress and growth achieved
dunng 2011 Qutside China, ASD 1s Investing In sales teams in other
emerging markets, exiending physiaan training wia KLEOS developing
tallored products to meet local needs and improving local infrastructure
and logistics

Under the ASD structure, the business aligns 1ts orgarusation and
develops its talent for consistent execution on the Group's plans
Compensation for executives, managers and staff are carefully aligned
to the execution of therr objectives

On 4 January 2012, the Group announced it had entered into an
agreement with Essex Woodlands for the dispesal of the Group's
Chrucal Therapies business After dispesal, the Group wall retain a 49%
Investment in the newly formed company, Bioventus LLC, winch will be
reported as an assoaate At 31 December 2013, the assets and
{iabibhes of the Climeal Therapies business, $125m and $19m
respectvely, are disclosed as held for sale In 2011, the Clirucat
Therapies business contnbuted $237m to revenue and $48m to frading
profit The Group expects to recognise a profit before tax 1n excess of
$250m on the fransaction on completion
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Business segment reviews continued

Orthopaedics continued
New products Market and competiion
In Trauma, Crthopaedics launched STRUCSURE CP, an advanced Srmith & Nephew estimates that the

injactable, hard-seting bone graft subshtute designed to gradually
resorty while being replaced by natural bone

Reconstructive Crihopaedics continued the extension of its VISIGNAIRE
Pahent-Matched Instrumentation into ts knee portfotio, with its roll-out
of VISIONAIRE for the TC-PLUS knee system With VISIONAIRE, the
patient’s MRI and X-rays are used fo create custormsed cutting blocks
that allow the surgeon lo achieve opimal mechanical axis alignment as
well as saving time and reduang instruments i the operating room
Also launched was the SMF Short Modular Femoral Hip System, a
primary hip stem that 1s substantially shorter than traditional length
stems, yet mantains optimal fixation and stability The SMFHip
complements the newly launched Direct Antenor refraclor set, an
instrument set and technique that allows orthopaedic surgeons to enter
the hip socket threugh the front, or antenor, which resulis in far less soft
fissue disruphion and post-operative pain than traditonal techniques

Regulatory approvals
Dunng 2011, the Orthopaedics business obtained regulatory
dlearances/approvals for several key products

In the US, 510(k) clearance was obtained for the TAYLOR SPATIAL
FRAME V4 1 Software, TRIGEN SURESHCT Distal Targeting System V21,
and the SMF Hip Stem Line Additions

Several products were approved in apan, which induded the 10/12 TAPER
OXINIUM Femoral Heads, LARGE COCR Fermoral Heads, REFLECTION XLPE
Acetabular Liners, BHR Hip Systern, BHR Modular Head
System with 10/12 Taper Sleeves, S1-PLUS Hip Stems, SIR-PIUS Hip
Sterns and SL-PLUS Mia Hip Sterns,

Seasonality

Orthopaedic reconstruction and trauma procedures tend to be higher in
the winter months {quarter one and quarter four] where acodents and

sports related injunes are highest. Corversely, elective procedures tend
to slow down In the summer months due to hobidays
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orthopaedic
excuding chinical therapies, served by the Group grew by
approxamately 2% n 2011 and s currently worth approxmately $17 8
bilion per annum Management believes that the Smith & Nephew
Orthopaedics business holds an 11% share of this segment by value
Principal global compentors in orthopaedics are Zimmer, Stryker,
Johnson & Johnson and Biomet

Global orthopaedics competitor share (1} i)

a )y A S & Nephew I
B Zimmer 19

ﬂ € Stryhes 18
O DePuy/Johnson & Johnson (i) 17

‘ E Syrhes (u) 12
F_Biomet 9

“/ GOthers 14

(] The global orthopaedics segment served by the Group consists of arthopaedic reconstructon and
orthopaedic frauma

(it Compenior shares are based on estimates lor selected segments and competitors and may not
be

comprehensive
fiil} Synihes is tha sublect of a takeaver from Jobnson & Johrson which is expectad to complete i 2012

In 2011, weaker economic condiions worldwide continued to create
several challenges for the overal orthopaedic market, Including
continued deferrals of joint replacement procedures and heightened
prcng pressures These factors contnbuted to the lower overalt growth
of the worldwide orthopaedic markel compared to histonc

comparables However, over the mediurm-term, several catalysts are
expected to conbnue to dnve sustainable growth n orthopaedic device
sales, ncluding the growing and ageing population, nsing rates of
co-morbidities such as cbesity and diabetes, technology Improvements
allowing surgeons o treat younger, more active patients, and the
increasing strength of the demand for healthcare in emerging markets
Both the orthopaedic trauma and chirical therapies markets are
expectad 1o conhnue to grow due to a global population increasingly at
nsk from fractures due to age, osteoporosss, 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

patents
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Orthopaedics — financial performance

Revenue
Orthopaedics revenue
$m
G Ao ic Reconstruction 1,618
B Ortl Trauma A57
C Climcal 237

20m
Orthopaedics revenue Increased by 5% 10 $2 312m from $2,195m in
2010 Of this 1ncrease, 2% 1s atinbutable to underying growth and 3% 1s

due to favourable cumency movements

Undertying growth in Orthopaedic revenue reconclles 1o reported
growth, the most directly comparable financial measure calculated in
accordance with IFRS, as follows

0m 2010

% %

Reported growth 5 3
Constant currency exchange effect (3} n
Underlying growth 2 2

In the US, revenue increased by $28m to $1,204m (2%), all of which
was due to undertying growth The main factor was the continued
growth of the Group's knee products including VERILAST and
VISIONAIRE.

Cutside the US, revenue increased by $89m to $1,108m (9%) This
movement 15 attributable to underlying growth of 2% and favourable
foreign currency translation of 7%

Global knee revenue increased by $63m to $869m (8%), representing
undertying revenue growth of 5% and favourable foreign currency
translaton of 3% There has been continued pressure from the
challenging ervironment on higher speafication and earty ntervention
hip and knee implant systems Nevertheless, the Group's knee
franctuse and in paricular the LEGION Knee Systems delivered strong
growth This was dnven by VERILAST and by VISIONAIRE Pahent
Matched Instrumentation sets

Gtobal hip revenue increased by $16m to $704m {2%), representing a
1% undertying revenue decline and 3% due to favourable foreign
currency franslation Both tradiional and new products have continued
to perform well, led by the R3 Acetabular System Sales of
BIRMINGHAM HIP Resurfacing System have continued to decline

Globat trauma revenue increased by $23m to $457m (5%), representing
undertying revenue growth of 3% and 2% favourable foreign cumency
translation Trauma underperformed in the second half of the year and
the Group has taken achens to address this The expiry of an
agreement under which Smith & Nephew receved royalties n the US
has also had a negative impact on Trauma revenue tn the second half
of the year

In Chimical Therapies, revenue grew from $223m to $237m (7%] which

was represented by undertying growth of 6% and favourable currency

movements of 1%

Underiying revenue growth for key product lines 1s.
om

Ovemewl
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Reconstruction
Knees 5 5
Hips 1 -
Trauma 3 3
Chrueal therapies 6 15)
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Business segment reviews continued b
Orthopaedics continued
2010 Trading profit

Orthopaedics revenue increased by 3% to $2,195m from $2,135m 1n
2009 Of this Increase, 2% s attnbutable to undertying growth and 1% 1s
due to favourable currency mevernents

in the US, revenue increased by $22m to $1,176m {2%), all of which was
due to undertying growth The main factors were the growth of preducts
launched in the year including VERILAST and VISIONAIRE

Outside the US, revenue ncreased by $38m to $1.019m 4% This
movemnent 1s atinbutable to undertying growth of 2% and favourable
foreign currency transtation of 2%

Global knee revenue increased by $45m to $806m (6%, representing
underlying revenue growth of 5% and favourable foreign currency
translaton of 1% There was conhinued pressure from the challenging
emvironment on higher specification and early intervention hip and
knee implant systems Neveriheless, the Group's knee franchise and in
particular the LEGION Knee Systems delivered strong growth This was
driven by the FDA clearance 1o clam that VERILAST beanng technology
far knee replacement provides wear perfarmance sufficent for 30
years of actual use under typical conditions and by VISIONAIRE Patient
Matched Instrumentation sets

Global hip revenue increased by $7m to $688m (1%), all of which was
due to favourable foreign cumency transtation in the Group’s hip
franctuse, bath tradibionat and new products continued ta perform wel,
led by the R3 Acetabular Systern Sales of BIRMINGHAM HIP
Resurfacing Systems were weaker

Global frauma revenue increased by $20m to $434m (5%, representing
underlying revenue growth of 3% and 2% favourable foreign currency
translabon This Improvernent s attnbutable to mmanagement’s actions to
provide additonal support and training to the sales force.

In Clinical Therapies, EXOGEN Ultrasound Bone Healing System
achieved double digit revenue growth for the year The joint fiuid
therapies franchise continued to perform well despite the increased
compebtive environment in the US Earty i 2010 the Group sold its
niche pain management business and terminaled the small spine
distnbutton business in Gemany, which reduced Orthopaedics

revenue growth by approximately 1%
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20m

Trading profit decreased by $44m (8% to $492m from $536min 2010
Trading profit margin decreased from 24 4% to 21 3% This decrease s due
to continuing praing pressure, adverse mx and some delay in the
execution of our efficency programme.

2010

Trading profitincreased by $28m (6% to $536m from $508m in 2009
Trading profitmargin ncreased from 23 8% to 24 4% Thisincrease 1s due
to cost managerment and further investment n1mproving the efficency and
effectiveness of the main processes

Operating proht

0m

Operating profit decreased by $88m to $415m This comprises the
decrease In trading profit of $44m discussed above, an increase of
$3m in the amorhsation of acquisihon intangibles, an $18m increase
nrestructunng and rationalisahion costs and $23m in respect of the
legal provision

Operating profit, the mast directly comparable financial measure
caleulated in accordance with IFRS, reconalles to trading profit as folows.

20m 2010

$ milbon $mihon

Operating profit 25 503
Restructunng and rationabisation costs 26 8
Amartisation of acquistion intangibles 28 25
Legal provision 23 -
Trading profit 492 536

Orthopaedics tracing profit and operating profit as a percentage of
Group trading profit and operating profit was as follows

20N 2010 2009

% % %

Trading profit 51 55 59
Operating profit 48 55 57

2010

Operating profit mcreased by $93m to $503m This compnses the
increase In frading profit of $28m discussed above, a $26m reduction
in acquisition related costs, a recuction of $21m in the amortisation of
acquishon intangibles and imparrments and an $18m reduction in
costs assocated with the Eamings Improvernent Programme (EIP™)
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The FAST-FIX 360 Meniscal Reparr System offers excephonal fixation
strength and enhanced control io optimise the chances of a successfut
Mentscus repatr

Endoscopy
Overview The business has a commitment to, and track record of, driving é
Smith & Nephew's Endoscopy business develops and commerdiaises  efficiencies, through a formal operational excellence programme as &

endoscopic [rmirimally Invasive surgeryl techmiques, educational
programmes and value-added services for surgeons to treat and repair
soft hissue and articulating Joints The business focuses on the
arthroscopy (sometimes referred 10 as sports medicinel sector of the
endoscopy market Arthroscopy 1s the mirimally invasive surgery of
joints, in particular the knee, shoulder and ip

In 2011, the Endoscopy business was headquartered 1n Andover,
Massachusetts and manufactunng facilities are located 10 Mansfield,
Massachusetts, and Oklahoma City, Oklahoma Major servce centres
are located in the US, UK, Germany, Japan and Australia

Products

The Endoscopy business offers surgeons endoscopic technologies for
surgery of the joinis and bgament repar, nduding specalised devices
and fixation systems to repair damaged tissue; flud management
equipment for surgical access, digial cameras, digital Image capture,
scopes. bght sources and monitors to assist with visuatisation,
radiofrequency wands, electromechanical and mechanical blades, and
hand instruments for resecting damaged hssue

Key products in repatr are the FAST-FIX family of meniscal reparr
systems, ENDOBUTTON for cruciate fixation, and the FOOTPRINT PK
and TWINRX Suture Anchors for rotator cuff repair Key products in
resechon are the wide range of DYONICS shaver blades, ACUFEX
handheld instruments, and a range of radiofrequency (“RF”) probes

Strategy

Smith & Nephew's wlent 1s to grow the business as the:
leading provider of endesoopic techriques and technologies for joint
and igament reparr Management believes that the business capitalises
on the growing acceptance of endoscopy as a preferred surgical choice
among surgeons, patents and payors, enhanced by a customer-led
approach fo growing the arthroscopy market

To sustain growth and enhance s market position, the ASD business
supports 1is sirategy with iInvestment in surgeon education
programmes, global fellowship support inttatives, partnerships with
protessional associations and surgeon adviscry boards The emerging
markets, especially China, are expected to be a major driver of growth
in future, and the business s investing funds to accelerate this growth

well as a culture of contnuous process improvement

The Endoscopy business aligns Its orgamsation to ensure all employees
are worksing on common objectives, and to ensure consistent execution
against the Group's wider objectives

New products

In 2011, Smith & Nephew continued to expand its arthroscopic sports
mediane portfoto with the launch of new reparr, resection and
visualisation products

The FAST-FIX 360 Meruscal Reparr System 1s designed 1o optimise the
chances of a succassful repatr with exceptional fixation strength, small
inserhion points, convenient implant deployment and a buitt-in depth
trrter 1t1s the buit on the proven FAST-FIX platform which set the
standard for minimally invasive, all-inside meniscal repair

The DYONICS PLATINUM Senes Shaver Blades are single-use blades
that provide supenor resection, debns evacuahon and sharpness

BIORAPTCR and OSTEORAPTOR CURVED Guide Systems for Shoulder
optimise anchor placement helping surgeons to overcome the
challenges assoaated with instability repair The systems provide
increased access lo the repar site in the glenchumeral joint, improve
the trajectory of dnlling and lead to optimised anchor placement in
glenod bone which helps surgeons operate with confidence

Recent regulatory approvals

Dunng 2011, the Endoscopy business obtained regulatory dearances
for the following products in most major markets, except Japan where
the approval process i1s more lengthy- ULTRABRAID i Suture,
ENDOBUTTON DIRECT, OSTEORAPTOR and BICRAPTOR CURVED
Guide Systemns and the ACUFEX DIRECTOR Guide System, alt designed
for use in the reattachment of ligaments, tendons or soft tissues to
bone i knees, shoulders or other jonts; and various other
arthroscopy Instrurments, devices and sterilisation trays In additon, the
Endoscopy business obtaned regulatory dearance in the United States
and Europe for the TRUCLEAR Operative Hysteroscopy System for use
in office based procedures in Japan, regulatory approvals included
TWINFIX AB, TWINFIX T1, TWINFIX Ultra PK and FOOTPRINT Ultra PK
Suture Anchors as well as BONECUTTER ELECTROBLADE and vanous
arthrosoopy surgical Instruments
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Business segment reviews continued

Endoscopy continued

Seascnality

Arthroscopy procedures tend to be higher in the winter months (quarter
one and quarter four] where acaidents and sports related injunes are
highest Conversely, electve procedures tend to slow down in the
summer months due to holidays

Market and compettion

Smith & Nephew estimates that the global arthroscopy segment (the
combination of repair and resection products) in which the business
prinapally partiopates 1s worth approximately $3 8 bithon per annum
and has recently been growing at approximately 8% annually
Arthroscopy growth rates are driven by increasing numbers of sports
injunes, longer and more active lifestyles, patient destre for mnimally
Invasive procedures, innovative technological developments and a
need for cost-effectve procedures The arthroscopy segment has a
particular focus on arthroscopic repar of the knee and shoulder using a
broad range of technologies The Group also expects to benefit from
the demand for less invasive approaches to arthroscopic hip reparr

Management believes that Smith & Nephew has a 21% share of the
global arthroscopy segment as at 31 December 2011 Smith &
Nephew's main competitors were Arthrex, Mitek/Johnson & Johnson,

Endoscopy - financal performance

Revenue
Endoscopy revenue

ai A Arthroscopy
B Visuahisation
C Cther

&l

=
3

[
{5

20n

Endoscopy revenue increased by $84m, or 10%, to $939m i1 2011 from
$855m in 2010, compnsing 4% favourable currency transtation and 6%
underlying growth

Undertying growth in Endoscopy revenue reconciles to reported growth,
the most directly comparable financal measure calculated n
accordance with IFRS, as follows

Stryker, Arthrocare and Lnvatec/ConMed zm;, 20]32
Global arthroscopy competitor share (i) Reported growth 10 8
% Constant currency exchange effect 4} 1
’\ 2 j::rl: Nephew 2 Undertying growth 6 7
{F) Py YT —— %  Inthe US, revenue increased by $10m to $363m in 2011 (3%, all of
e ] D Stryker n  which represents undertying growth

E_Linvatec/ConMed [}
F Arthrocare 5

h GOthers 16

1) Competior shares are based on esimates for selecled segments and competiiors and may not
be comprehensive
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Outsde the US, revenue increased by $74m to $576m in 2011 (15%), of
which 8% was underiying growth and 7% was due to favourable foreign
currency translation

Global revenue of sports medicaine reparr products increased by $57m
to $448m (15%), of which 10% was underlying growth and 5%
favourable foreign currency translation The reparr business benefited
frorm launch of the FAST-FIX 360 Meniscal Reparr System and
BIORAPTOR CURVED guide systems dunng the year

Revenue In the global resection products sector increased by $21m to
$303m (7%}, of which 4% represents undertying revenue growth and
3% of favourable foreign currency translation The resection franchise
benefited from sales of the Group's new DYONICS PLATINUM range of
speciaiity blades
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Global Visualisation revenue reduced by $5m to $107m (4%}, of which
-7% represents negative undertying growth, parhally offset by 3% of
favourable foreign currency translation This decrease reflects the
Group's strategy to focus only on those capital tems which are closely
ahgned with the core resechon and reparr businesses

Underlying revenue growth for key product hines 1s:

on 2010

% %

Arthroscopy 7 9
Visualisation N 9

Operating profit

201

Operating profit increased by $18m to $215m from $197m in 2010 This
compnses the $22m increase n rading profit set out above, offset by
an increase of $4m in restructunng and rahonabisation costs

Operahing profit, the most directty comparable financial measure
calculated in accordance with IFRS, reconciles fo frading profit as
follows

2010

Endoscopy revenue increased by $64m, or 8%, to $855m from $791m
n 2009, compnsing 1% favourable currency translabon and 7%
undertying growth

In the US, revenue increased by $4m to $353m (1%), all of which
represents underying growth

Outside the US, revenue increased by $60m to $502m (14%), of which
11% was undertying growth and 3% was due fo favcurable foreign
currency translation

Global revenue of sports mediane repair products increased by $46m
to $391m (13%), of which 11% was underlying growth and 2%
favourable foreign curency translahon

Revenue in the global resection products sector increased by $17m to
$282m (7%), of which 6% represents undertying revenue growth and
1% of favourable foreign cumency translation The resection franchise
benefited from the infroduchon of a new range of radio-frequency
ablation probes early in the year

Global Visualisation revenue reduced by $9m to $112m (-7%), of which
-9% represents negative undertying growth, parhally offset by 2% of
favourable foreign currency transtation This decrease reflects the
Group's sirategy to focus only on those capital tems which are dosely
albigned with the core resection and repalr businesses

Trading profit

20m

Trading profit increased by $22m 1% to $222m from $200m in 2010
Traching profit margin increased from 23 3% to 23 6% This 1s drven by
strong sales and good cost-control.

2010

Trading profit increased by $11m (6%) to $200m from $189m in 2009
Trading profit margin decreased from 23 9% to 23 3% This reflecis the
increased investment in product deveiopment and in the sales force,
paricularly in the US

201 2010

S milbon $ milion

Operating profit 215 197
Restructuring and rationalisation costs é 2
Amortisation of acquistion Intangibles 1 1
Trading profit 222 200

Endoscopy trading profit and operating profit as a percentage of Group
trading profit and operating profit was as follows

2011 2010 2009

% % %

Trading profit 23 21 22
Operating profit 25 2 23

2010

Operating profit ncreased by $28m to $197m from $169m tn 2009 This
compnses the $11m increase in trading profit set out above, a reduction
of $14m in amorhsaton of acquisiton intangibles and impaiments and
a $3m reduction in restructunng costs
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Business segment reviews continued

Advanced Wound Management

PICO 15 a small portable pump, providing 7 days effectve Negatve
Pressure Wound Therapy vet 1s small enough to fit discreetly into a

pocket

Overview

Smuth & Nephew's Advanced Wound Management business offers a
range of products from 1itial wound bed preparation through to full
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 from invasve surgery that impact the wider
population

The Advanced Wound Management business has its global
headquarters in Hul,, UK and its North Amencan headquarters in St
Petersburg, Flonda The products are manufactured at facilines in Hull
and Gilberdyke, UK, Suzhou in China, and also by third party
manufacturers around the world

Products

The main products within the Advanced Wound Management business
are for exudate management, predorminantly the ALLEVYN brand and
the recertly added DURAFIBER products, infection management,
induding the ACTICOAT brand and Negatve Pressure Wound Therapy
'NPWT)

The ALLEVYN hydrocellular dressings range has been considerably
enhanced by new versions, introduced i recent years, which
management believes provide effioent fluid management and an
optimal most wound environment that promotes faster healing of the
wound, reduced nsk of maceration and protection from infection The
range ncludes ALLEVYN Ag, arange of dressings combining the
infection management capabiliies of siiver with ALLEVYN

The ACTICOAT range mcorperates the smallest crystalised siver used
1n the reatment of wounds and bums  The silver reduces the nisk of
bactenal colorusation and acts fo kil micro-organisms that can cause
infection and prevent or delay healing

NPWT delivers vacuum-assisted pressure to help promote healing

it consists of a wound dressing, a drasnage tube, and a transparent

film that is connected to a suction device Smith & Nephew offers the
RENASYS EZ and RENASYS GO pump systems together with a range of
foam and gauze dressing kats The NPWT range was enhanced with the
ntroduchon of PICO, the first of its kand — a fully dispasable NPWT

system

Advanced Wound Management also offers 2 range of other advanced
products iInduding films, such as OPSITE and V3000, skin care
freatments and gels

38

Strategy

Advanced Wound Management's strategy 1s to be customer-led and
invest for growth by focusing on high growth, high value segments, in
particular exudate and infechon management, through mproved
wound bed preparation, moist and active healing and penetration of
the NPWT market

There has been a continued focus on operational efficiency and
excellence Since 2007, efficency improvements have been delbvered
threugh vanous projects including support functon consobdation,
outsourang of manufactunng to low cost supplers, distnbuhon
rationalisahon projects and the start of manufactunng n Suzhou, China

Advanced Wound Management's strategic focus builds from an
understanding of the Increasing tensions between clinical and financial
imperatives — and looks for the ground that resolves them optimally
Advanced Wound Management 1s committed to improving wound
outcomes for patients, and at the same time conserve resources for
health care systems

An abigned approach across Advanced Wound Management 1s
designed to ensure that employees are developed and work on
common objectives to deliver consistent execution of the Group's plan

New products

New n 2011 was the infroduction of PICO, the first fully disposable
NPWT system The innovative design provides the ctimical benefits of
NPWT while simplifying the functionality and presentation of the
product, allowing for an entirely disposable and cost effective system
The design allows greater access to therapy, reduces service and
support costs, and significantly improved cost effectiveness compared
to tradiional NPWT therapy

In addition, the NPWT range was enhanced with the launch of
RENASYS Soft Port to improve application and administration of
therapy Further ine extensions were infroduced to support customer
requests for broader application of therapy

VERSAJET |l {hwdro-surgery debndement] was introduced as a next
generahion upgrade, incorporating improved ease of use and
functionality to the exasting system VERSAJET Il enhances the Group's
unique position in the hydro-surgical debndement market segment

2011 saw the launch of DURARBER a geling fibre dressing, which
expands the footpnnt of the exudate management portfolio
DURAFIBER has category leading performance and was designed to
manage moderate to heavily exuding cavity wounds, working n
synergy with the ALLEVYN hydroceliular dressing range

The ALLEVYN range was further expanded with anatomically shaped
dressings designed 1o address muttiple wound sites reducing the
number of products a customer needs to stack, making dressing
choice simpler with the opportunity to reduce costs This further
renforces Advanced Wound Management's positton as the supplier
with the most comprehensive foam dressing solution
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Recent regulatory approvals

Dunng 2011, Advanced Wound Management secured appraval in US,
Europe and Australia for PICO, single use Negative Pressure Wound
Therapy System In the US dearance was also gained for DURAFIBER
Ag Regulatory approvals were received in the EU and US for a range of
NPWT dressing kits, including RENASYS Soft Port and the hydro-
surgery debndement product, VERSAJET Il

Approval was receved in Europe for a number of significant product
changes induding ALLEVYN Silver Non Adhesive for Germany and
ACTICOAT Surgreal Pro Two, a fwo layer compression bandaging
system was also deared for sale

Approval was secured in China for a number of exasting marketed
products - OPSITE Incise, OPSITE Flexignd, OPSITE POST OP, ALLEVYN
Thin and ALLEVYN Adhesve

Seasonality

Due to the nature of 1ts product range there 1s ittle seasonal mpact on
the Advanced Wound Management business

Market and competition

Management estimates that the sales value of the advanced wound
management segment worldwide was $5 5 billon in 2011, an
undertying increase of around 3% from 2010 Dunng 2011. the segment
growth rate slowed shghtly due fo the weaker economic condiions  The
advanced wound management market is focused on the treatment of
chronic wounds of the older population and other hard-to-heal wounds
such as bums and certain surgical wounds and is therefore also
expected to benefit from demographic trends Growth 1s driven by an
ageing population and by a steady advance in technology and
products that are more chinically efficient and cost effective than their
conventional counterparts The market for advanced wound versus
traditional wound treatments 1s relatively un-penetrated anditis
estimated that the potential for advanced wound management 1s
significantly larger than the current market suggests Management
beleves that the market will continue the trend towards advanced
wound products wath 1ts ability to accelerate healing rates, reduce
hospital stay imes and cut the cost of cinician and nursing time: as well
as aftercare m the home.

Management estimates that Smith & Nephew had an 18% share of the
advanced wound management segment as at 31 December 2011
Worldwide competitors 1n advanced wound management in 2011
indude Convatec, Molnlycke, Systagenix and Kinetic Concepts, who
are active exclusively in the NPWT market.

Global advanced wound management competitor share (i)

A Srmith & 18

B Kinectic Concepts 26

€ Misintycke 1}

D Convatec S

E3m [}

QQ £ Others 30
(A

I Competior shares are basad on estimates kv selecied segments and competitors, and may not
be comprehensive

Advanced Wound Management - financial performance
Revenue

20N

Revenue increased by $107m or 12%, to $1,019m from $912mn 2010,
compnsing 5% faveurable currency translation and 7% underying
growth Exudate management grew in underlying terms by 2% and
infection management by 4%, as targeted marketing investments in
Europe detvered good retums The Group's NPWT portfobo has had
another good year with excellent feedback since the taunch of PICO
dunng 2011 This was launched in the US dunng January 2012

Undertying growth in Advanced Wound Management revenue
reconalles to reported growth, the mest directly comparable financial
measure calculated in accordance with IFRS, as follows

20mM 2010

% %

Reported growth 12 8
Constant curency exchange effect {5 {
Underlying growth 7 7

Inthe US, revenue increased by $11m to $189m (6%, all of wnich 1s
attnbutable to undertying revenise growth

Outside the US, revenue increased by $96m to $830m (13%) Thisis
represented by an undertying growth of 7% and 6% of favourable
foresgn cumency translstion European revenue increased by $39m to
$493m [9%) of whach 4% was underlying growth coupled with 5% of
favourable currency translaton
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Business segment reviews continued

Advanced Wound Management continued

Undertying revenue growth for key product bnes 1s:

m 2010

% %

Exudate management 2 2
Infechon management 4 3

2010

Revenue increased by $66m, or 8%, to $912m from $846m in 2009,
compnsing 1% favourable cumency transtation and 7% undertying
growth A significant portion of the growih came from the Group’s
NPWT product range, which confinued {o expand to offer cuslomers a
wide range of dinical options The Exudate and Infechon Management
franchises conttinue to benefit from new products and line extensions

In the US, revenue iIncreased by $17m to $178m (11%), all of which1s
atinbutable to undertying revenue growth

Outside the US, revenue increased by $49m to $734m {7%) Thisis
represented by an undertying growth of 6% and 1% of favourable
foresgn cumency translation European revenue increased by $6m fo
$454m (1%) of which 5% was underlying growth partly offset by 4% of
unfavourable currency translahon

Trading profit

201

Trading profit increased by $14m (6% to $247m from $233m m 2010
and trading profit margin decreased from 25 6% to 24 3% As set out
below, the comparative was assisted by a $25m seftlement in respect
of BlueSky lgnonng the iImpact of this in the comparatives, the
equivalent margin for 2010 was 22 8% The increase in margin in 2011
1s driven by the ncrease in underiying revenues.

2010

Trading profit increased by $73m [46%) to $233m from $160m in 2009
and trading profit margin increased from 18 9% t0 25 6% The
settlement in the year with the vendaors of BlueSky Medical Group, Inc
with regard to legal expenses in defending the NPWT infellectual
property position increased trading profit by $25m Dunng the vear,
Advanced Wound Management also benefited from a hull year's
production at the new manufactunng faality n China reduaing
manufactunng costs
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Operating profit

20n

Operating profit ncreased by $12m to $232m This comprises an
increase In rading profit of $14m and a reduction of $1min the
amorhsaton of acquisiton intangibles These were offset by an
increase of $3m 1n restructunng and rationalisation costs

Operating profit, the most directly comparable financial measure
calculated in accordance with IFRS, reconciles to trading profit as
follows

2011 2010

$ million $ milion

Operating profit 232 220
Restructunng and rafionalisation costs 8 5
Amortisation of acquistion intangibles 7 8
Trading profit 247 233

Advanced Wound Management frading profit and operating profit as a
percentage of Group trading profit and operating profit was as follows

20m 2010 2009

% % %

Trading profit 26 24 19
Operating profit 27 24 20

2010

Operating profit ncreased by $76m to $220m  This comprises the
increase In trading profit of $73m and a reduchon of $6min
restructunng and rmhonalisation costs parhally offset by an increase
of $3m in the amartisation of acqpasiton following the:
acgusition of Nucryst in December 2009
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Outlook and trend information

The discussion below contains certain forward-looking statements that
may or may nol prove accurate For example, staternents regarding
expecied revenue growth and trading margins, market trends and our
product pipeline are forward looking statements Phrases such as “airn”,
“plan”, “infend” “anticipate”, “well placed”, "believe”, “eshimate”, “target”,
“consider”, and similar expressions are generally ntended to identify
forward looking statements Forward-locking staterments involve known
and unknown nsks and uncertainties and other important factors that
oould cause actual results to differ matenally from those projected in
forward-lookang statements For Smith & Nephew, these factors
include economic and financial conditions In the markets we serve,
especally those affecting health care providers, payors and customers,
pnce levels for established and innovative medical devices,
developments n medical technology; regulatory approvals,
reimburserment deasions or other ent actions, products
defects or recalls, ihgation relating to patent or ather claims, legal
compbance nsks and related rweshgative, remedial or enforcement
achons, strategic achons, including acquisihions and depositions and
our success In integrating acquired businesses, and numerous other
matters which affect us or our markets, including those of a poliical,
economic business or compettive nature

For additional information on factors that could cause the Group's actual
results to differ from estimales reflected 1n these forward-looking
statemments, can be found under "Risk factors™ within the “Business
Review" secticn on pages 16 to 18

Information regarding the recent and longer term market growth frends
15 given for each of the Group's global business units in the relevant
‘Market and competition” sections under “Business segment reviews”
on pages 30 to 40

Smuth & Nephew delvered a good revenue performance in 2011, set
against a challenging market backdrop The Group expects that the
macro-economic cimate will continue to influence both patient and
payor behaviour and, as a result, it seems lkely that tough market
congiiions will persist throughout the year shead

Duning 2012, the Group expects its sports mediane franchises to
shightty outperform the market It also expects to continue to grow at
above the market rate in Advanced Wound Management This will be
driven by Smith & Nephew's substantal negative pressure portfoho and
a senes of nnovative new product releases

Smith & Nephew expects Orthopaedic Reconstruchon to grow af dose
to the market rate Strong growth in the sales of premium knee implant
products wilt continue fo annualise and on-going negative metal-on-
metal perceptions wil affect hip implant sales

In Orthopaedic Trauma, the Group expects the continuing 2%
headwind from the reduction in royalty income in the US to lead to

growth slightty below market growth

Finally, Smith & Nephew expects to complete the transaction to create
Bioventus LLC in the first hatf of 2012 Trus will be modestty earmings
dilufive

The Group delivered on 1its trading profit margin expectation for the last
quarter of 2011 and consequently the full year Group trading profit
marginwas 22 5% Simith & Nephew expects to achieve a modest
increase In trading profit marginin 2012

In Atigust 2011, Smith & Nephew set out the five strategic pnorites
designed to dnve the Group's future success Smith & Nephew is
reshaping its business to deliver against these pnonties The Group
is targeting structural efficiency savings of at least $150 miion per
annum as part of this process The costs of actveving this are

to be approximately $160 miflion in cash and $40 milion in
non-cash costs It 1s expected that more than half the costs and
approximately half the benefits will be achieved by the end of 2012,
with the full costs and benefits being realised within three years.

From the first quarter of 2012, Smith & Nephew intends to report as two
dmwistons, Advanced Surgical Devices global and Advanced Wound
Management global. Advanced Surgical Devices global will compnse
the current Orthopaedics and Endoscopy business urits This structure
will provide visibibity on progress in the Emerging and Intemational
Markets, as well as the performance of its product franchises in the
Established Markels
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Sustainability

Smith & Nephew's commitment to people,
the planet and sustainable profitability.

Highlights and strategy

Smith & Nephew 1s proud of much of its sustainability
performance 1n 2011 The Group achieved continued
improvements in its sustainability KPts. energy, CO,,
waste and water reduction and increased recydiing The
employee acadent rate increased 1% year-on-year

The Group's on-going success 1S also recogrised by

a number of hughly regarded third party orgarisations.
Smith & Nephew had ancther year of strong ranking in

the Dow Jones Sustainabiiity Index (*DISI7 and
FTSE4Good, adeved a top 20% ranking in the UK Carbon
Reduction Commitment (“CRC") obligaton and third party
vernfication by the Carbon Trust Standard

Smith & Nephew constantly strives to mprove iis
performance year-on-year This year, the appointment of the
Group's new Chief Executive Officer, Olivier Bohuon, and
the focus of the business around new strategic pnorties,
provided an opporturity to take a further step in defining
our sustainability vision and developing muth-year targets
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Sustainability vision and strategy

Smith & Nephew has been measunng, improving and reporting its
sustainabiity performance since 2001 Dunng this tme the Group has
made good progress, and 1s proud of what has been acheved

Adapting and accelerating sustainability performance 1s an imporiant
element of the Group’s overall business strategy Dunng 2017 Srnith &
Nephew invested considerable effort re-evaluating the fundamental
1ssues that underpin its approach to sustanabibty

Sustainability wision

*Collaborate with extemal and internal customers to develop efficient
and innovative sustainable business solutions to help differenhate and
grow the business™

Top prnionties

Sustainability 15 a mulb-faceted subject and developing an executable
strategy requires focus on the 1ssues of greatest imporiance fo the
Group To assist with this, the Group conducted extensive consultation
with a diverse array of infemnal and external stakeholders 1o obtain their
Insights on topics of importance These induded employees throughout
the business, customers, Industry peers, investor rating agences,
community partners, and sustamability thought leaders The Group also
evaluated these topics in terms of their potential impact on the
business This “matenalily analysis™ identfied the focus areas for the
sustainability strategy Those key focus areas are outhned below

Matenality Analysis
High

4
VOZErX="IOMMONIO>

i

%

Stakeholder impartanie————»

Low High
Impact on S&N >

Strategic development

The Group is n the process of refimng s strategy for sustainabilly and
the pronties for the next five years, incorporating the matenality
analysis work. The Board has actvely partiapated in this discussion
and supports the further development of Smith & Nephew's
sustainabibty agenda Once the Board has agreed the pnanties, they
will be detailed i the 2011 Sustainabiiity Report to be pubbshed later
this year

Smith & Nephew Annuai Report 2011




2011 Progress

Hazardous
waste

- 25%

Close attenhion to improved

manufactunng processes and
better sorting of waste streams

Environmental, health and safety performance

In 2011, the Group accelerated the sustainability commitment by
incorporating Group-wide energy, waste and water reduchon best
practices throughout its operations

While the Group collects absolute performance data, in theis document,
data 1s normalised for changes refated to cost of production fusing 2010
as base year} to facliate better year-on-year companscns 2011
performance relative to the previous year for the key sustainability
parameters s ilustrated n the chart below

2011 Key Performance Indicators

Smith & Nephew 15 achieving continued improvements in its
sustainability KPis energy, CO,, waste and water reducton,
and recycling

-3 2%| Energy
135 €O
-38% Total Group Waste
[Change In % sent for recycling |5 8%
-11%| Water
L, . . , JAFRY10%
% change comparedto20il0 =~ < * 7 % ¢

1TAFR - Lost fime accident frequency rate

Energy consumption for the Group decreased by over 3% 1n 2011

This was largely attributable to a focus at all sites on energy

projects and despite opening a substanhal new commercial buitding
tn Memphus and addhonal produchon in the new Befiing plant.

The Group's carbon dioxade emissions were reduced by s more
than 1% over the previous year This figure is caleulated from both direct
emssions from the combushon of fossil fuels on Smith & Nephew's
sites and secondary emissions from utlity company power generation
for Smuth & Nephew's energy needs. The decrease was linked directly
to reduced energy consumpthion, but the magnitude of the decrease
was less than for energy because of the compasition of the energy
sources — some of which are more carbon intensive than others

The business's total waste production in 2011 declined by nearty 4%
over the previous year This was atinbuiable fo disoplined waste
reduction projects at all sites Importantly, within the Group's total waste
stream, the hazardous waste output was 25% less than 2010, resuling
from close attention to Improved manufactunng processes and better
sorting of waste streams  Of additional encouragerment was the
Group's almost 6% 1ncrease inwaste directed to recycling As of the
end of 2011, the Group 1s now directing almost 48% of all waste to
recycling efforts

Water consumption while not substantial, showed a modest dechne
{-1%) relatrve to 2010 despite the opening of a significant new
comrercial building in Memphis

The one area where the Group fell short in the key measures of
performance was in workplace safety, after demonstrating improved
performance in 2010 The Lost Time Acaident Frequency Rate (“LTAFR”)
ncreased marginally (1%) over 2010, but the numbers of days lost was
higher than last year reflecting a higher acaident seventy While quite a
number of these acadents were related to unusually severe winter
weather, the Group also expenenced more acadents withinits
manufactunng faciiies Considenng this, in the fourth quarter of 201,
the Group developed a new workplace safety traning protocol thatis
being implemented in 2012 to help drive improved long-term safety
performance

People

Smith & Nephew's vision 1s to be the best at improving people s Iives
This vision includes s own employees In 2013, the Smith & Nephew
employee workforce included nearty 11,000 pecple n approximately 32
countnes worldwide

The management 1s firmly committed to the benefits of a diverse and
balanced workforce across the Group It appoints on ment and values
dhveraity in its broadest sense, whilst highlighting that the percentage of
women Executive Officers in the Group has increased and 1s now 20%
Addrionally, as noted elsewhere in this Report, the Board recognises
the importance of dversity The Board 1s currently compnsed of 20%
women and the Group aspire to increase the number of women on the
Board to around 75% by 2015

Dunng 2011, Srmith & Nephew introduced a new strategy and operating
model to increase its competitiveness in the face of changing
economies and health care ervironments The Group continues to
pursue this strategy, which indudes simplfying its operating model,
whilst at the same time ensunng all employees are engaged 1n s future
and success

Smith & Nephew ts committed to attracting, retaining and developing
talented employees who are dedicated to its core values of
Performance, Innovahon and Trust These values represent the
foundation of the Group's aulture
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Business Review

Sustainability continued

2011 Progress continued

Suzhou manufacturing
facility focuses on energy
use reduction.

Despite workang in a relatively new faality, our advanced
wound product team i China 1s constantly explonng
opportunities for continuous Improvement A wide array of
energy efficency projects induding HVAC enhancements
and building management protocols were established that
resulted in a 27% decrease n energy used in 2011

We perform

Smith & Nephew and its employees set ambitious goals and seek to
achieve them The Group fosters this through a ngorous performance
management process Feedback o employees 1s not an “annual event”
but instead an on-going discussion between supervisor and employee
Using a combination of face to face discussion and cnline toals,
objectives are set and aligned at the beginning of each year fo support
the overall Group strategy, so that every employee can see the link
between his or her work and the Group's overall success  CEO Forums
are held twice a year and are designed to develop key talent by
providing exposure to the broader business and also the opportunity to
interact with semor leadership in a small group sethng  An Annual
General Managers' meeting ensures that those closest to Smith &
Nephew's markets and custorers are fully engaged in the Group's
sirategy and goals from the start of each year In 2011, Smith & Nephew
utiated annual CEQ Awards to reward exceptional contnbutions to the
Group’s strategy This award 1s open to all employees throughout the
Group below executive level

We innovate

Smith & Nephew encourages and supports new ideas The Group
always secks soluhons to the challenges of its customers and therr
patents by offenng valuable and effective health care products and
services This same innovation applies to Smith & Nephew's practices
to recnunt, engage and develop its employees  The application process
1s faciltated through onbine application New employees are welcomed
through an onbine global induchon program, shorterung their leaming
curve and maxirising their opportunities for success Smith & Nephew
bebeves dversity fuels innovation and is committed to providing equal
opportunty to all employees without discnmination This includes
support of employees who are disabled or have become disabled
dunng the course of their employment Inthese cases, itis Group policy
to provide continuing employment wherever practical in the same or a
suiable altemative posihon

Each year, Smith & Nephew conducts a comprehensive talent review to
idently employees with high potential and ensure they receve the
development needed for their success and also develop future leaders
for cnical roles. As a measure of this suceess the percentage of
vacanaes filled by intemal applicants in 2611 averaged 35% (2010 —
32%) The Group's target for all employees continues 1o be 40%

including management posions
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We eam trust

Trust i1s the foundation on which Smith & Nephew 1s built and it 1s the
hall-mark of ifs interactions with stakeholders both inside and outside
the Group A Code of Conduct defines the standards of behaviour for
the Group's employees as wel as supplers, contractors and
distnbutors authonsed to do business on the Group's behalf In 2011,
Smith & Nephew continued 1o strengthen ts comprehensve
comphance program which inciudes both annual and on-geing training
for its employees around the world Smith & Nephew also intiated its
first global ethics and compliance survey to serve as a benchmark for
on-going improvernent efforts

Smith & Nephew fosters trust through open communication and a
collaborative environment where 1deas are encouraged, recogrised
and rewarded Formal communication channels include Group-wide
and dmsional newsletters and infranet platforms as well as vanety of
forums for open dialogue induding quarterly reports from the CEQ and
quarterty employee meehngs on the state of the Group and important
inhatves

Ensunng a healthy and safe work environment

Smith & Nephew 1s committed to a heathy, supportive and safe work

environment for its employees Srith & Nephew does not use any form

of forced, compuisory or child labour The Group's global nsk

management process ensures that potential 1ssues are identified and

mitigated Srmth & Nephew adheres to all local and country regulaticns

and ernploys a range of applicable health, safety and secunty

measures Smith & Nephew protects the health of its employees

through work-based sirategies such as safety and ergonomics,

minimising the nsk of work-related njury and ensunng that sufficent

resources and systems are in place to address health and safety

matters The Group invoives all employees in continuous iImprovement !

including applicable training, reporiing and review of health and safety ‘

matters |
\
|

Measunng our progress

Smith & Nephew monitors iis own intemal cutture through Employee
Engagement Surveys The Group uses the results of these surveys to
identify areas of opportunity and develop and execute action plans to
address them Reguiar reporting 1s maintained on some key metncs
of engagement. One of the key measures s the average voluntary
labour tumover rate The Group's US and UK employee population
lapproamately 60% of total employees) have the most established
and robus! data collection processes in place

Duning 2011, the voluntary labour turnover rate in these regions was

8 8%, a slight increase from 72% in 2010 Average involuntary labour
tumaver was 6 3% (2010 51%), which reflects organisational changes
taken as part of Smith & Nephew's new strategy and operating model.
The average voluntary turnover for employees leaving the Group within
two years of joining was 3 7% for 2011, compared to 109%1n 2010
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Investment
in R&D

$167m

The Group invested $167m

Investment
in communities

$14m

$14m was given 1n support for

community chartable causes, {2010 - $151m) n Research and
grants, sponsorships, medical Development to develop improved
education and disaster rebef products and services
Employee numbers Economic contnbution

The average numbers of full-time equivalent employees in 2011 was
10,743, of whom 1,670 were located in the UK, 4,404 were located in
the US and 4,669 were located n 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 was

201 2010 2005

Orthopaedics 5,280 5045 4853
Endoscopy 2,3 2,134 1,888
Advanced Wound Management 3,132 2993 3.023
10,743 10,172 9,764

Where the Group has collective bargaining arrangements in place with
{abour umons, these reflect local market arcumstances

Simith & Nephew operates share option plans that are avallable to the
majonty of employees (for further information see Note 24 of the Notes
to the Group accounis) The Group has no share ptans in which shares
have nghts with regard to control of the Company that are not
exercisable directly by emplovees

Our communities

Smith & Nephew 1s commstted b0 bewyg a strong corporate diizen
across its sphere of influence and in particular, in the communities
where we work and Ive This includes monetary support icash and
donated products) and support of its employees 1o volunteer for
community causes In 2011, Smith & Nephew’s support for communtty
chantable causes, grants, sponsorships, medical education and
disaster relief totalled $13,640,000, compnsed of $9,101,0001n cash
and $4,539,000 in product donations As a matter of policy,

Smith & Nephew makes no political condributons.

Smith & Nephew s commitied 10 establishing mutually benefical
relationships with its suppliers, customers and business partners The
Group works only with pariners it believes adhere to business
principles and health, safety, socal and ervironmental standards
consistent with iis own In 2011, the Group commenced implementation
of a formal sustainability performance guestonnarre for a sub-set of its
supply chain partners The Group has also continued to promote
diversity objectives through long-term relationships with local or small
business enterpnses and minonty-owned and women-owned
business enterprises

Sustanability by defintion indudes positive economie performance
The Group 1s committed to providing innovatve, cost-effective
healthcare solutions benefitng patents, healthcare professionals,
reimnbursement agencies and ther patients through improved
freatment, ease and speed of product use The Group's business
polces are designed fo achieve long-term growth and profits — which
n tumn bnng continued economic benefits to shareholders, employees,
suppliers and local communites Highlights for 2011 included

- Group revenue in 2011 amounted to $4 3 bilbon (2010 - $4 0 bithon),

- Snim&Nephen'sethymemdnearlyHOOOpeopbgbbaly
is a substantial economic-generator. total wages and salarles
n 2011 amounted to $930m (2010 - $817m|, and

- The Group nvested $167m (2010 - $15tm) in Research and
Development to develop improved products and services

Looking ahead

A more complete analysis of Smith & Nephew's 2011 sustainability
performance will be iIncluded in the 2017 Sustainability Report to be
published later this year
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Caorporate Governance

Chairman’s introduction
to corporate govemance

Sir John Buchanan
Chairman

“Smith & Nephew is a
Group which takes great
pride not only in what we
do, but in how we do it”
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Corporate Govemance

Dear shareholder,

Smith & Nephew 15 a Group which takes great pnde not only in what
we do, butin how we do it The Board of Smith & Nephew 1s committed
to this pnnaiple and leads from the top in setting a tone that we expect
from all employees across the Group

Seeking best practice in corporate governance 1s 1mportant to us Al
Board members are achve contnbutors to the proper and responsible
wayy of runming the Group The Corporate Governance Statement that
follows explans in technical detail how we, as a Board, comply with the
corporale govemnance principles

However, we feel there 1s value in highbghting those paricular aspects
of govemnance we have dealt with dunng the year This gives our
shaprﬁholders an insight into what governance means at Smith &
Nephew

Board changes

Olivier Bohuon joined the Board on 1 Apnl 2011 and took over as
Chief Executive Officer on 14 Apnl following last year's Annual General
Meeting, when Dawd Ilbngworth refired | have paid tnbute to David
elsewhere in this Annual Report

This year, at our Annual General Meeting, Rolf Stomberg will be retinng
from the Beard after 14 years' service We are truly indebted to Rolf for
his enormous contnbution and commitment durng his hme on the
Board He served as Charman of the Remuneration Committee for

10 years, Senior Independent Director for 9 years and played a major
part in the CEO succession process We have benefited greatly from his
expenence and wisdom

We were delighted to welcome Ajay Piramal to the Board in January
2012 Ay 1s one of India's mast respected businessmen and bnngs
both a wealth of global heatthcare expenence and, of course, expertise
nthe emer%ng markets Itis a2 majer achievernent to have attracted
Ajay to Srth & Nephew

Development of strategy

You will have read elsewhere in this Annual Report how Olver has
been redefiring our strategic pnonties His work is making & positive
impact on the business, our customers, the definion of our KPIs, the
analysis of the nsks we face and the way we choose to pay and
incentvise our employees Clvier works closely with the Board in this
process We debated the 1ssues extensively at our Strafegy Review in
September, including analysing the nsks that rmught prevent us meeting
our strategic prornthes

Diwversity in the Boardroom

We value the diversity of views in our Boardroom My Board colleagues
all come from different backgrounds and each brings unique
capabilmes and to our discussions We have a wide

geographical spread and a mix of professional backgrounds We are
committed to maintaining a diverse Board and whilst 1t 1s our

expectation that 25% of the Board will be female by 2015, we will
appaint on ment and value diversity in its broadest forms

Drrectors’ development and effectiveness

The Board and | value the opportunity fo wisit our multiple locations,
leaming first-hand about the specific challenges cur business faces In

different parts of the world Visiting our manufactunng, cisinbution,
training or sales and marketing offices and sites gives us a more
detalled perspective and interachng with our talented people strmulates
ideas The wisits to Shanghai, York and Hull in 2011 gave us valuable
insights Into these Group operations

The Baard evaluates its own effectiveness In 2011, Richard De Schutter,
our Senior Independent Cirector led this evaluation process We felt
that in a year of such change, we would benefit more from an intemally
facibtated evaluation, with an extemnal evaluation scheduled for 2012
The review's conclusions are summansed on page 55

Director independence

We value the independence of our Non-Executive Directors Itis
important that the Chief Executive Officer and the Chief Financial Officer
are challenged in the Boardroom, leading to wider debate and better
proposals and deasions This leads to an improved arhiculation of
strategy and enhanced assessment of nsk and oppertunities

This can only be done effectively 1f the Non-Executive members of the
Board are prepared to ask the difficult questions, to insist on sound
responses and to spend time understanding the key dnvers and
challenges faced by the Group Our Non-Executive Directors do this
both at | Board meetings and, on occasion, between meefings
We value the lo of our long-serving members, who have adeep
understanding ot the Group However, we are also mindful of our need
to plan for the future and the need to refresh cur Board structure We
shall continue to look for mew Non-Executive Directors to ensure that
we have a balanced Board with the capabilites fit for taking us into the
future and its new challenges

Ethics and Compliance

You will note that we have a specific Board Commitiee focused on
Ethics and Comphance This is an area of iIntense focus for us, given our
responsibiity to our healthcare customers and therr patients and the
close scrutiny that the iIndustry faces from regulators We believe that all
our employees should act appropnately and ethically We have detailed
potaes and trairing programmes in force covenng all employeesinall
the temtones in which we operate and also our third party sellers

It 1s important to set the tone from the top and our Ethics and
Compliance Committee therefore reviews all Group actvities in this
area and takes a lead In enforang complance and encouraging good
prachice

Finally, while govemance seis the vital framework, we are aware that the
Board's pnme responsibility 1s to promote the long-term success cf the
Company for the benefit of customers, employees and shareholders

W\/

Siryetin Buchanan
Chairman
22 February 2012
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Corporate Governance

The Board of Directors

1 Sir John Buchanan
Chaiman

3 Adnan Hennah
Chruef Financial Officer

4 2

5 Genewiéve Berger
Independent Non-Executive Director

Joined the Board as an Independent Non-Executive
Director in 2005, appointed Chairman and
Charman of Nominations Committee n Apnl 2006

Sir John has broad international expenence gained
In large and complex international businesses He
has substantial expenence in the petroleumn
industry and knowledge of the international investor
communily He has held various leadership roles in
strategic, finanaal, operational and marketing
posikens, nduding executive expenance in
different counines He 15 a former Executive Director
and Group Financiat Officer of BP serving on the BP
Board for six years

Other Directorships

- Senior Independent Director and Deputy
Chairman of Vodafene Group Plc

Senior Independent Drector of BHP Billitor: Plc
Chatmnan of Intemational Chamber of Commerce
UK} Ud

Member of Advisory Board of Ondra Bank
Chaiman of UK Trustees for the Chnstchurch

Earthquake appeal

Board Commuittee Membership
— Nominatons Committee:

2 Olwier Bohuon
Chief Executive Officer

Joined the Board and appointed Chief Executive
Officer in April 2011

Olvier has had extensive intemational expenence
within 2 number of pharmaceutical and healthcare
comparies Prior to joiring Smith & Nephew, he
was President of Abbott Phammaceuticals a dmsion
of Abbott Laboratones based in the US where he
was responsible for the entire business, incuding
R&D Global Marufactunng and global support
functions

Other Direclorships
~ Non-Executive Director of Virbac Group

Board Committee Membership
— Nominatons Committee
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Joined the Board as Chief Financial Officer in
June 2006

Adnan has had extensive financial and
management expenence in a number of companies
induding GlaxoSmithklbine and Invensys where he
held the position of Chief Finanoal Officer His role
at Smith & Nephew 15 sirategic as well as financiat
and he 1s responsible for drving margin
performance and addressing operational
Improvernents

Other Directorships
— Non-Executive Director of Reed Elsevier PLC

Appointed Non-Executive Director in March 2010

Geneviéve Is a scientist with a PhD n Physics and
Biology as well as being an MD, and has held a
number of senior business roles as Charman of the
Health Advisory Board for the European
Commussion and Professor at the University of Panis,
Le Pihé-Sapétnére Teadhing Hospial and Director
General of the French Centre National de La
Recherche Saentfique She s currentty, Chief
Research & Development Officer at Unilever plc and
NV which she onginally joined as a Non-Executive
Director

- Member of Supervisory Board of Reed Other Birectorships
Elsevier NV - None
Board Committee Membership Board Commitiee Membership
— None — Ethics & Comphiance Committee
4 lan Barlow 6 Richard De Schutter

Incfependent Non-Executive Director
Chaiman of Audit Committee

Appointed Non-Executive Director in March 2010
and Chairman of Audit Committee in May 2010

lan 1s a Chartered Acoountant and has had
extensive financial expenence both intemationally
and in the UK Prior to his rerement in 2008, he
was Senior Partner London at KPMG and
previously Head of thewr UK tax and legal
operations Dunng his career with KPMG, he acted
as Lead Pariner for many large interational
organisations operating extensively in North
Ammenca, Europe and Asia

Other Directorships

- Chawman of WSP Group plc
— Non-Executive Director and Chairman of the
Audit Commutiee of the PA Consulting Group
- Non-Executive Director and Charman of the
Aucht Comrmittee of Brunner Invesirnent Trust
Charman of The Racecourse Association
Non-Executive Director of the Board of Her
Majesty’s Revenue and Customs

Board Committee Membership

— Audit Commitiee

Senior Independent Non-Executve Director

Appointed Non-Executive Director 1n January 2001
and Senior Independent Director 1n April 2011

Richard has had extensive US corporate expenence
at Chief Executive and Chaimman level in a number
of major corporations with pnmanly a saentific,
chernical, engineenng or pharmaceutical focus
including GO Searle, Monsanio Phanmacia
Corporation and DuPont Pharmaceutcals

Other Directorships

- Non-Executive Chauman of Incyte Corporation

— Non-Executive Director of Navicurs Inc

— Non-Executive Director of Sprout
Phamaceuticals

Board Commitiee Membership

— Nominations Committee

- Audit Commitiee

- Ethics & Compliance Commitiee
- Remuneration Committee
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7 Pamela Kirby

Independent Non-Executive Director
Chairman of the Ethics & Compliance Committee

9 Joseph Papa
Independent Non-Executive Director
Chaman of the Remuneration Committee

Appainted Non-Executive Director in March 2002
and Chairman of Ethics and Compliance Committee
n Apnl 2011

Pamela has extensive commeraal and product
development expenence wathin the intemational
pharmaceutical and healthcare industry Her last
executive position was Chief Executive of Quintiles
Transnahona! Corp in the USA, having previously
held senior positions In vanous phamaceutical
companies including AstraZeneca and F Hoffmann-
LaRoche She s now a Non-Executive Director of a
number of infemational companies

Other Directorships

- Non-Executve Chairman of Scynexis Inc

- Non-Exacutive Director of Informa ple

- Non-Executive Director of Victrex plc

- Non-Executve Member of the Board of Simmons
& Simmons LLP

Board Committee Membership

- Ethues & Compharce Commitiee
— Remuneration Committee

8 Bnan Larcombe
Independent Non-Executive Director

Appointed Non-Executive Director in March 2002

Bnan spent his career in prvate equity with 31
Group After [eading the UK irnvestrent business for
anumber of years he became Finance Cirector and
then Chief Executve of the Group followang s
flotation He 1s well known in the City and has helda
number of Non-Executive Directerships

Other Directorships

— Non-Executive Director of gategroup
AG
- Non-Executive Drrector of Incisive Medha
Holdings Limted

Board Committee Membership

— Audit Committee
- Remuneration Committee

Appointed Non-Exacutive Director iIn August 2008
and Chawman of Remuneration Committee in Apnl
20m

Joseph has had nearly 30 years' expenence in the
pharmaceutical industry working for a number of
companies both in the US and Switzerland He s
now Chairman and Chief Executive of Perngo, one
of the largest over the counter phamaceutical
comparses In the US having held senior positions
at Novartis, Cardinal Health Inc and Pharmacia

Other Directorships

— Charman and Chief Executive of Pemgo
Company

Board Committee Membership

~ Remuneration Commuittee
- Audit Committee
- Ethics and Compliance Committee

10 Ajay Piramal
Independent Non-Executive Director

Appainted Non-Executive Director in January 2012

Ajay I1s one of India’'s most respected businessmen
He enabied the Piramai Group to transform from a
lextile centne group to a $2 Obn conglomerate In
diversified areas He has extensive industry and
market knowledge and international expenence
particularly n Incdha and China He hasheld a
number of globai healthcare leadership posthons in
both India and intemahonally

Other Direclorships

— Chairman of Pramal Healthcare, Piramal Glass
Allergan India binted IndiaREIT fund advisors
and indiaventures Advisors

— Chatman of Board of Governors of Indian
Institute of technology, Indore

- Member of Beard of Dean’s Advisars at Harvard
Business Schoot

~ Chawman of Pratham India

Board Committee Membership

- None

11 Rolf Stomberg
Independent Non-Executve Director

Appaointed Non-Executive Director in 1998
Refinng from the board following the Annual
General Meeting on 14 Apnl 2012

Rolf has a wide board experience within a range of
dverse internatonal industries He held a number
of leadership positions at BP over a number of years
until his retirement in 1997 when he was Chief
Executive Officer of 8P Ol and a member of the BP
Board He 15 now a Non-Executve Director of a
number of Intemational companies

Other Directorships

— Charman of Larxess AG

— Non-Executive Director of Hoyer GmbH,
-~ Non-Executve Director of Biesterfeld AG
— Non-Executive Director of Severstal OAU
— Non-Executive Director of Ruspetro Plc

Board Commitiee Membership

— Nominations Comimitiee
— Audit Committee
- Remuneraton Commitee

12 Susan Henderson
Company Secretary

Overview

Business Review HSlrafegy KPts & Risk management ”

Appointed Company Secretary in May 2009

Susan has nearly 30 years expenence as a
company secretary in a wide range of comparnies
including Prudential ple, Amersham ple and RMC
Groupplc Her work has coverad Board suppor,
corporale govemance, corporate iransactions,
share registration, bsting obligations, corporate
soaal lity pensions, nsurance and
employee and executive share plans. Susanisa
member of the GC100 Group Exeautive Commitiee
and the CBI Companes Commitiee and 15 a
frequent speaker on corporate govemnance related
matters
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Executive Officers

Olivier Bohuon is supported in the
day-to-day management of the Group
by a strong team of Executive Officers:
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Mike Frazzette
Presdent Advanced Surgical Devices

Joined Smith & Nephew in July 2006 as President
of the Endoscopy business Since July 2011, he has
headed up our Advanced Surgical Devices dvision
and s responsible for the Orthopaedic, Trauma and
Endoscopy business in Established Markets Hels
based n Andover Massachusetts

Previous Expenence

Mike has held a number of senior positions within
the US medical devices industry He was President
and Chief Executive Officer of Micro Group aUS
manutacturer of medical devices and spent 15 years
at Tyeo Healtheare becoming President of each of
the Patient Care and Health Systems dmsions

Mark Augush
President, Clinical Therapres/Biofogics

Helen Maye
Head of Group Human Resounces

Joined Smith & Nephew in 2003 and since January
2008, has led the Clinical Therapies and Biologics

businesses. He is based in Ralesgh, North Carclina.
He will leave the Group on compiletion of the Clircal

Therapies disposal anounced on 4 lanuary 2012,
Prevous Expenence

Joned Srrith & Nephew 1n July 2011 She is based
1n London and leads the Global Human Resources
and Intemnal Commurucations functions.

Premvous Expenence

Mark has held a number of serior positions within
the Orthopaedics and Biologics businesses of
Smith & Nephew Prior to joining Siruth & Nephew,
he worked for GE Medical Systems n the US and
Asia Mark s also a Non-Executve Director of
Hutchinson Technology Inc.

Helen has more than 30 years' expenence across a
vanety of intermatonal and global roles n medical
devices and phammaceuticals, includng
manufactunng, supply chain and human resources
Previously she was Dvsional Vice President of
Human Resources af Abbott Laboratones

Simith & Nephew Annual Report 2011
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Roger Teasdale
President Advanced Wound Management

Francisco Canal Vega
President, Emerging Markels

Kelvin Johnson
President, International Markets

Joined Srith & Nephew In 1989 within the Wound
Management business He was appainted
President of Advanced Wound Management n
May 2009 He is based n Hull

Previous Expenence

Joned Smith & Nephew in January 2012 He1s
based in Dubai and leads the Emerging Markets
dmsion, focusing particulary on achueving market
leading growth in Brazil, Russia, China and india.

Previous Expenence

Joined Smith & Nephew In 1980 and was
appainted 1o lead the Intemational Markels dvision
covering all countries outside the Estabbished and
Emerging Markets m 2011 He is based in Dubai

Previous Expenence

Roger has heid a number of key roles wathin the Smith
& Nephew Group n both the UK and the: US and has
been responsible for lzading the transformation of the
wound busness n recent years

Francisco has held senior management posttions In
globat comparies including Gambrc AB Excelsior
and Baxier Intermational and has lived and worked
in mary countries induding China Japan US and
Spain Francisco was also formerty a Board Member
of EUCOMED

Kehan has held 2 number of key intemational roles
with Smith & Nephew, firstty in South Afnca and
then leading the Emerging Market stralegy Hehas
spent some time leading the Group s increased
focus in China

Ros Rivaz
Chief Technology Officer

Joined Smuth & Nephew in November 2011 Sheis
responsible for global operations, IT systems

Corporate Sustainability and Regulatory and Ouallty
Affars and 1s focused on improving efficiency in
Smith & Nephew's processes Ros 1s based In
London

Previous Expenence

Ros has held sentor management posiions in
global comparves in the areas of supply chain
management, logistics manufactunng,
procurement and systems, Inctuding Imperiat
Chemical Indusines Tate & Lyle, Diageo and
Pramier Foods She has 30 years' expenence
across all areas of operational excellence

Gordon Howe
Senior Vice Presdent,
Globak Planning and Development

Joined Smith & Nephew in 1998 and, since August
2007, has headed up the Global Planmng and
Business Development teams He 1s based in
Memphis Tennessee

Previous Expenence

Gordon has held a number of serior

pasitions within the Smith & Nephew Group firstly
n the Orthopaedics dvision and more recently at
Group Level Prior to joining the Company, he held
semor roles at United Technologies Corporation

Jack Campo
Chieflegal Officer
Joined Saith & Nephew in June 2008 and heads

up the Global Legal funchon Since tate 2011 hehas
been based in Andover, Massachusetts

Previous Expenence

Prior to joning Smith & Nephew Jack held a
number of senior legal roles within the General
Electnc Company ncluding 7 years at GE Healthcare
IGE Medical Systems) in the US and Asla.
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Corporate Governance Statement

Complance Statement

We are committed to the highest standards of corporate governance
and comply with all the provisions of the UK Corporate Gavemance
Code ["the Code") The Company’s Amencan Depositary Shares are
listed on the NYSE and we are therefore subject to the rules of the NYSE
as well as to the US secuntes laws and the rules of the SEC applicable
fo foreign pavate 1ssuers We comply with the requirements of the SEC
and NYSE except that the Nominations Commuttee 1s not compnsed
wholly of Independent Directors, as required by the NYSE, but consists
of a majonty of Independent Directors 1n accordance with the Code We
shall explain in this Corporate Governance Statement and in the
Directors’ Remunerahon Report how we have applied the provisions
and principles of the FSA bisting Rules, the Disclosure & Transparency
Rules ("'DTR", and the Code throughout the year

Board

The Board 1s responsible for determining the strategy of the Chief
Executive Officer and his Executive team implement that strategy The
chart on the next page gives more detail about the structure of the
Board, the matters we deal with and the key actvities we undertook
in201

Roles of Directors

Whilst we all share collective responsibility for the activibes of the Board,
some of our roles have been defined in greater detall. In particular, the
roles and responsibitbies of the Chaimman and Chief Executive Officer
are clearly defined

Chairman

— Building a well balanced Board
— Channg Board meetings and setting Board agenda

- Ensunng effectiveness of the Board and ensunng annual review
undertaken

— Encouraging constructive challenge and faciliating effectve
communication in the Board

— Promoting effectve Board relationships
- Ensunng appropnate incduction and development programmes

— Ensunng effective two way communication and debate with
shareholders

— Setting the tone at the top with regard to comphance and
sustainabilty matters

- Promoting high standards of corporate govemance
- Maintaining appropnate balance between stakeholders

Chief Execuhve Officer

— Developing and implementing Group strategy

- Recommending the annual budget and five year strategic and
financal plan

- Ensuring coherent leadership of the Group

- Managing the Group's nsk profile and establishing effective
ntemal controls

~ Regularly reviewing organisational structure, developing executive
team and planning for succession

— Ensunng the Chairman and Board are kept advised and up to date
regarding key matters

~ Mantaning relabonships with shareholders and adwvising the board
accorctingly

— Setfing the tone at the top with regard to comphance and
sustainability matters

The Non-Executive Directors meet regutarly pnor to each Board
meeting without management in attendance The roles of Non-
Executive Directors and in particular the Senior Independent Non-
Executive Director are defined as follows

Non-Executive Directors

— Pronding effective challenge to management
- Assist in development of strategy

— Serve on the Board Commttees

Semor Independent Non-Executive Director
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— Chainng meetings in the absence of the Chairman
— Acting as sounding board for the Charman on Board related matters
— Acting as an intermedary for the other Directors where necessary

- Avalable to shareholders on matters which cannot otherwise
be resolved

- Leading annual evaluation inlo the Board's effectiveness
- Leading search for a new Chairman, as necessary

Independence of Non-Executive Directors

We are sensitive to the need for our Non-Executive Directors to remain
independent from management in order to exercise our Independent
oversight and effectively challenge management as necessary The
Board has determined that all Non-Executive Directors are independent .
n accordance with both UK and US requirements None of our

Non-Executive Directors or therr immediate familes has ever had a

matenal relatonship with the Group erther directly as an employee or

as a partner, shareholder or officer of an orgarisation that has a

relatonship with the Group None of them recerve additional

remuneration apart from Directors’ fees, nor do they paricipate in the

Group's share ophon plans, performance related pay schemes or

pension schemes Nor do they serve as Directors of any companies or

affitates in which any other Director 1s 3 Director

Now that Olivier Bohuon has settled into his new role and we are
beginning to implement our new strategy, we are in a position to
analyse the appropnate Board balance and structure for the future

We know that we will need different skills and expenences and, n
parhcular, we wouild ke to have a greater representation from Emerging
Markets, which 15 a key Strategic Prionity for us The appointment of
Ajay Piramal at the beginrng of 2012 goes some way fowards
achieving this.

Rolf Stomberg has served on the Board for 14 yaars and will be retinng
from the Board following this year's Annual General Meeting We are
continuing to look for suttable Non-Executive Directors and, in due
course, other longer serving Directors will step down

Smith & Nephew Annual Report 2011
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Board Membership

Non-Executive Chairman Sir John Buchanan
Chief Executive Officer Otvier Bohuon fappointed on 1 Apnt 2011)
Chief Financial Officer Adnan Hennah

8 Independent Non-Executive Directors

- Richard De Schutter (Senior Independent Director}
- lan Barlow

— Geneviéve Berger

— Pamela Kirby

- Bnan Larcombe

— Joseph Papa

— Ajay Prramal fappointed 1 January 2012}

— Rolf Stomberg (to retire on 12 Apnl 20124

(David ilingworth refired as Chief Executive on 14 Apnl 2011}

Role of the Board as set out in the schedule of matters reserved to the Board

Strategy

Approving the Group strategy ncluding major changes to corporate and management structure, acquisiions, mergers, disposals, capial transactions
over $10m, annual budget, finanaial plan, business plan, major borrowings and finance and banking arrangements

Approving changes to the sze and structure of the Board, overseeing suocession planning and the appointment and removal of Drreclors and the
Comparty Secretary .

Approving Group polices relating to corporate social responsibility, health and safety, Code of Conduct and Code of Share Dealing and other matters

Performance

Reviewing performanee against strategy. budgets and finanaial and business plans
Overseaing Group operations and mantaiming & sound systemn of intemal control
Determiming dvdend policy and dividend recormmendations

Approving the appointment and remaval of the auditars and olher professional advisors and approving significant changes to accounting policies or
prachces

Approving the use of the Company's shares in relation to employee and executve incentive plans
Risk

Determinming nsk appetite, regularly reviewang nsk register and nsk management processes
Shareholder Commumications

Approving preliminary announcernent of annual results, annual report, hatf yeary report, quarterdy nteqm management statements, the release of
prce sensitive announcernents and any bisting particutars, arculars or prospectuses

Maintzining relahonships and continued engagement with shareholders

Key actnities in 2011 (in addition to regular annual actvities}

- Appointment of Olivier Bohuon as Chief Executive Officer

— Approval of new sirategy and updated organisational structure
— Approval of nsk management programme

- Approval of five year plan

— Review of effectiveness of Board

— Review of on-going Board corposition

- 9 Scheduled meetings

- 3 Telephone Update Calls

~ 4 Day Strategy Review and visit to our China operations

— 2 Day visit to our York and Hull operations
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Corporate Govemance Statement continued

Board and Committee attendance

The table below details attendance of Directors at Board and Committee meetings held throughout the year

Ethics and

Remuneration Audit Nominations Complance

Board Committee Committee Committee Committee

9 meefings 4 meetings 6 meetings 4 meelings 4 meehngs

Sir John Buchanan 9 - - 4 -
Olnver Bohuon ) 7 - 3 -

Dawd J Iingworth fii) 3 - - 1 -

Adnan Hennah 9 - - - -

lan Barlow 9 - 6 - -

Geneviéve B Berger i, v 8 - - - 2

Pamela J Kirby 9 4 - - 4

Bnan Larcombe 9 4 6 - -

Joseph C Papa 9 4 6 - 4

Richard De Schutter 9 4 6 4

Rolf W H Stomberg 9 4 6 -

{it Appointed to the Board on 1 Apnl 2011
{n) Refired from the Board on 14 Apnl 2011
{ni) Appanted to the Ethics and Comphiance Committee cn 14 Apnl 201

iv Aftended all scheduled meefings and was unable to attend some meetings aranged at short nohce because of pnor commitments
from time to time Drectors also attend Commitiee meetings at the Invitation of the Commitiee Chairman, even 1f they are not members of the

Corriftee, in order to gain a better understanding of the actvihes of that Committee

Board developmenit programme

in 2011, the Board development programme focused on continuing to
Increase our understanding of the business and markets in which the
Group operates Throughout the year, we receve regular updates from
our business operations across the world It 1s however very much
more real to vistt these operations, to view the processes and to meet
the people running and worlang In the businesses This gives us an
n-depth understanding of the opportunities and challenges employees
fece on a darly basis and helps to inform our deasions Meeting our key
employees around the world also helps us with succession planning

We have commenced an induchon programme for Ajay Piramal who
yined the Board on 1 January 2012 He has recewed a bnefing on the
responsibibties and duties of a Director of a UK Listed company as well
as a number of key corporate documents A programme of evenis 1s
being planned for his first wisit to London as a member of our Board,
when he will meet with sertor employees and have the opportunity to
wvisit some of our key UK locations
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Month

Actvity

September

Visit to Advanced Wound Management Faclory in !
Suzhou, China

Visit o Emerging Markets Head Office in Shanghal,
China

Presentation on the opportunities and challenges of
doing busmess in China

Presentation on the challenges of developing a
Strategy in emerging markets

November

Visit to Surgical Skalls Centre 1n York

Vistt to Advanced Wound Manufacturing factory and
Head Office in Hull

Srmth & Nephew Annual Report 2011
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Board evaluation

Towards the end of 2011, Richard De Schutter, the Senior Independent
Drrector led a review 1nfo the effectiveness of the Board and its
Committees as a whole as well as reviewing indwidual contnbutors He
asked us to complete an online questionnaire and then interviewed
each of us indmdually With the appointment of a new Chief Executive
Officer during the year and the subsequent development of the
updated Strategic Pnonties and organisational structure, we felt that it
would be more benefical to use an external faciitator for our
effectveness review 1n 2012, once some of the changes have had time
to settle Richard De Schutter reported back to us on his findings, which
we discussed in detail in February 2012

The review concluded that the Board works effectively and has an
appropnate balance of expenence and skills Non-Executive Directors
particularly valued receming regular reports from Olvier Bohuon
between meetings and having meetings with myself without
management present prior to each Board meeting We were also
sahsfied with the posiive start made by Olivier Bohuen as Chief
Executive Officer and welcomed the he was making 1n
implementing the new strategy and n building a strong team

We identified certain areas for continued improvement throughout 2012

Ensunng that we spend more fime 1n Board meetings on key strategic
1ssues and not allowing time to be spent on operational matters that

1mpact that prionty

Implementing a more streamlined process for the appaintment of
Non-Executve Directors

Gairing a better understanding of suecession planning below Board
levet

Taking more time to review our competitors and therr strategres better

Reviewing our past deasions on a systematic basis

Company Secrefary and Independent Advice

The Company Secrefary, Susan Henderson, 15 respensible to the Board
for ensuring that we comply with all corporate govemance requirements
and are kept updated on our responsibiliies We all have access to her,
indndually and collectively

We may also, from time fo time, obtain independent professional
advice at the Company's expense, if we judge it necessary In order to
fulfil our responsibiliies as Directors Ifwe are unable to attend a Board
meeting or Board Commuttee meeting, we ensure that we are familar
with the matters to be discussed and make our views known fo the
Chairman or the Chairman of the relevant Committee pnor to the
meehng

Management of Conflicts of Inferest

None of us nor cur connected persons has any family relatonship with
any other Director or officer nor has a matenal interest in any contract to
which the Cormpany or any of its subsidianies are or were a party dunng
the year or up to 21 February 2012

Each of us has a duty under the Companies Act 2006 1o avoid a
situahon in wihich we have or may have a direct or indirect interest that
conflicts or possibly may conflict with the interests of the Company This
duty 15 in addition to the existing duty that we owe to the Company fo
disclose to the Board any transaction or arangement under
consideration by the Company If we bacome aware of any situation
which may give nse to a conflict of interest, we inform the rest of the
Board immedhately and the Board 1s then permitted under the articles of
association to authonse such conflict The informaton is recorded in the
Company's Regster of Conflicts together with the date on which
authonsation was given In addrtion, we certify, on an annual basis, that
the information contained in the Register 1s comect

When the Board decides whether or not to authonse a conflict, only the
Directors who have no interest in the matter are able to partapatein
the chscussion and a conflict is only authonsed if we believe that it
would not have an impact on our ability to promote the Company’s
sucoess In the long-term Additionally, we may, as a Board determine
that certain imits or condihons must be iImposed when giving
authonsation We have identified no actual conflicts which have
required approval by the Board We have, however, dentfied seven
situations which could potentially give nse to a conflict and these have
been duly approved by the Board and are reviewed on an annual basis

Re-appointment of Direclors

in accordance with the Code, with effect from the Annual General
Meeting held n 2011, all Directors, Indluding Ajay Prramal who was
appointed on 1 January 2012, offer curselves to shareholders for
re-election annually In 2012 Rolf Stomberg will be retiring from the
Board and will not offer imself for re-election as noted previously
Retinng Directors retain office until the conclusion of the Annual
General Meeting In addition, each Cirector may be removed at any
tme by the Board or the shareholders
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Corporate Govemnance Statement continued

Drrectors’ Indemnity Arrangemenits

Each Director 1s cavered by appropnate directors and officers bability
Insurance and there are also Deeds of Indemmity in place between the
Company and each Director These Deeds of Indemnity mean that the
Company ndemmifies Directors in respect of any proceedings brought
by third parties against them personally in thetr capaaty as Directors of
the Company The Company would also fund on-going costs in
defending a legal action as they are incurred rather than after
Judgement has been given In the event of an unsuccessful defence m
an achon against them, ndvidual Directors would be bable to repay the
Company for any damages and to repay defence costs to the extent
funded by the Compary

Liarson with shareholders

The Executive Directors meet regularly with investors to discuss the
Company's business and financial performance both at the time of the
announcement of results and at industry investor events Dunng 2011,
the Executive Directors held meetings with institutienal investors,
ncluding investors representing approximately 47% of the share capital
as at December 2011

As part of this programme of nvestor meetings, dunng 2011, as
Chairman of the Company, | met with investors representing 13 5% of
the share capital Over the last three years, | have met investors
representing n aggregate 22 8% of the share capital Also dunng 2017,
Joseph Papa met with shareholders holding 14 3% of the share capital
to discuss remuneration policies and plans and to introduce himself as
the new Chairman of the Remuneration Commitiee

We receve a short report at every Board meeting reviewing our major
shareholders and any significant changes in their holdings since the
previous meeting Clvier Bohuon and Adran Hennah routinely advise
us of any concems or issues that shareholders have rarsed with thern
In their meetings We also receive copies of analysts’ reports on the
Comparny and aur peers between Board meetings

The Company’s website www smith-nephew com) contains information
of interest to both instituhonal nvestors and private shareholders,
including financial nformation and webcasts of the resulls
presentations to analysts for each quarter, as well as speafic
information for private shareholders relahing to the management of therr
shareholding
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Share capital

As at 21 February 2012, the Compary's total issued share capital with
voling nghts consisted of 895,845,540 Ordinary Shares of 20 US cents
each 60,322,610 Ordinary Shares are held in treasury and are not
included in the above figure

As at 21 February 2012, notfication had been receved from the
undermoted investors under the DTR in respect of interests in 3% or
more of the 1ssued Ordinary Shares with voting nghts of the Company

Number of
Shares

Invesco 44901,016 502
BlackRock, Inc 44,811,205 502
Newton Investment Management Umited 44,337465 498

Legal and General Group plc 35,675,739 399

In addition to the above the Company 1s aware that Walter Scott &
Partners Limited hold approximately 38m Ordinary Shares (4 2%)
Otherwise, the Company 1s not aware of any personwho has a
significant direct or indirect holding of secunties in the Company and 1s
not aware of any persons holding secunties which may control the
Company There are no securtties In 1ssue which have speaal nghts as
to the control of the Company

Dwdend

The Board has proposed a final dwvdend of 10 80 US cents per share
which, together with the intenm dwvidend of 6 60 US cents, makes a
total for 2011 of 1740 US cenis The final dwdend 1s expectedto be
paid, subject to shareholder approval, on 9 May 2012 to shareholders
on the register of Members at the close of business on 20 Aprl 2012

%

Annual Generat Meeting

The Company's Annual General Meeting 1s fo be held on 12 Apnl 2012
at 2pm at The Royal Society, 6-9 Cartton House Terrace, London, SW1Y
5AG Registered shareholders have been sent either a Notice of Annual
General Meeting or notfication of availability of the Notice of Annual
General Meeting, as approprate

Code of Ethics for semior financiai officers

We have adopted a Code of Ettnes for senior financial officers, which 1s
avalable on the Group's website fwww smith-nephew coml and on
request. This apphes to the Chief Executive Cfficer, Chief Financal
Officer, Group Financial Controller and the Group's senior financial
officers There have been no waivers to any of the Code’s provisions
nor any amendments made to the Code dunng 2011 or up until

21 Febnuary 2012
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Evaluation of intemnal controls procedures

Management 1s responsible for establishing and maintaining adequate
ndernal control over financial reporting as defined in Rule 13a-15(f) and
15d-15(f) under the Secunes Exchange Act of 1934

We, as a Board, are responsible overall for reviewing and approving the
adequacy and effectiveness of infernal controls operated by the Group,
including financial, operational and compliance controls and nisk
management. We have delegaled responsibility for the review of
financal, ethical compbance and quality management systems controls
to the Audrt Commitiee, which reviews the intemal control process, on
an annual basis and evaluates its effectiveness to ensure that it
remains robust and to identify any control weaknesses The latest
review covered the finanaial year to 31 December 2011 and ncluded
the penod up to the approval of this Annual Report. The man elements
of this annual review are as follows

The Chief Executive Officer 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 2011 Based upon this
evaluation, the Chief Executve Officer and Chief Finanaial Officer
concluded on 22 February 2012 that the disdosure controls and
procadures were effective as at 31 December 2011

Management is responsible for establishing and maintaiming adequate
nternal control over finanaial reporting Management assessed the
effectiveness of the Group's intemal control over finanaal reporting as
at 31 December 2011 in accordance with the requirements in the US
under 5404 of the Sarbanes-Cxdey Act Inmaking this assessment,
they used the critena set forth by the Committee of Spensoring
Orgarusations of the Treadway Commussion in intemal Control-
Integrated Framework Based on their assessment, management
concluded and reported that, as at 31 Decemnber 2011, the Group's
intemal control over finanaal reporting 1s effective based on those
critena

Having receved the report from management, the Aucht Committee
reports to the Board on the effectveness of controls

Emst & Young LLP. an independent registered public accounting firm
1ssued an audit report on the Group's intemial control over financal
reporting as of 31 December 2011 This report appears on page 83

There 1s an established system of intemal control throughout the Group
and our dvisions  The main elements of the Infemal control framework
are as follows

The management of each Dviston 1s responsible for the estabbshment
and review of effective Intemal financial controls within their Dmsicn

The Group finance Manual sets out, amongst other things, financial
and acoounting polices and minimum internal financial controt
standards

The Internal Audit function agrees an annual work plan and scope of
work with the Audit Commttee

The Audit Committee reviewed reports from the intermal auditors on
therr findings on intemal financiat controls

The Audit Commuittee reviews the Group Whistleblower procedures

The Audit Commuttee reviews regular reports from the Group Financal
Controller and the Taxation and Treasury funchons

This system of intemal control has been designed to manage rather
than eliminate matenal nsks to the achieverment of our strategic and
business objectives and can provide only reasonable, and not
absolute, assurance against matenal nisstaternent or loss Because of
nherent brmitations, our internal controls over financial reporing may
not prevent or detect all mis-statements In addihon, our projechons of
any evaluaton of effectiveness in future penods are subject to the nsk
that controls may become inadequate because of changes
conditions, or that the degree of compliance with the policies or
procedures may detenorate This process complies with the Tumbult
working party guidance, revised October 2005 and additionally
coninbutes to our comphance with the obligaticns under the Sarbanes-
Oxley Act 2002 and other internal assurance actvitles There has been
no change In the Group’s intemal controt over financial reporting dunng
the pencd covered by this Annual Report that has matenally affected, or
1s reasonably bkely to matenaly affect, the Group’s internal control over

financial reporting

Prinaipal accountant fees and senices

Fees for professional services by Emst & Young LLP, the
Group's Independent audiors in each of the last two fiscal years, n
each of the following categones were-

2011 2010

$ milhon $ milhon

Audit 3 3
Audit related fees - -
Tax 2 2
Other - -
5 5

Audit fees include fees assoaated with the annual audit and local
statutory audits required intematicnally A more detalled breakdown of
audit fees may be found i1 Note 3 of the Notes to the Group accounts

Disclosure of informatton to the auditors

In accordance with Section 418 of the Companies Act 2006, the
Directors serving at the time of approving the Directors’ Report confimn
that, to the best of their knowledge and belef, there s no relevant audit
information of which the auditors, Emst & Young LLP, are unaware and
the Directors also confirm that they have taken reasonable steps tobe
aware of ary relevant audit information and, acoordingly, to establish
that the auditors are aware of such information

Auditors

Emst & Young LLP have expressed therr willingness to continue as
auditors and resolutions proposing their reappointment and to
authonse the Direclors to determine their remunerahon will be
proposed at the Annual Generat Meeting as approved by the
Audit Commttee.

Directors’ Report

The Directors’ Report includes the sechons, "Business
Review” [pages 14 to 45), “Corporate Governance” (pages 46 to 76) and
“Investor Information” (pages 137 to 150}

Corporate headquarters and registered office

The corporate headquarters s in the UK and the registered office
address 1. 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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Corporate Governance Statement continued

Committees of the Board

We delegate some of the Board's detailed work to four Comnittees Each of these has their 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 The Chaiman of
each Commutiee reports orally 1o the Board and minutes of the meetings are arculated to all members of the Board

Audit Commuttee Remuneration Committee
lan Barlow Joseph Papa
Membership Membership

- lan Barlow {Chairman) (Independent and financial expert)
- Bnan Larcombe {Independent]

- Joseph Papa (Independent]

— Richard De Schutter {Independent)

- Rolf Stomberg (Independent)

— Joseph Papa {Chairman} {independent}
- Bnan Larcombe {Independent)

- Pamela Kirby (Independent}

~ Richard De Schutter (Independent)

- Rolf Stomberg (Independent)

Sx Meehngs

Main Responsibilities

- Ensure Integnty of financial statements, reviewing significant financal
reporting judgments and compliance with accounting standards,
policies and practices ensunng comphance with UK and US
statutory requirements

- Monitor announcements relating to Group's financial performance

— Monitor effectiveness of internal controls and compbance with s404
Sarbanes Oxley

— Review operation of Group's nsk management processes and the
control environment mihgating compliance and quality management
system nsk

- Recommend the re-appointment of the extemal auditors, mornitor
and review their performance, and the effectiveness of the audit
process

— Recene reports on fraud and whistieblowing

- Agree ntemnal audit plans and review intemnal audit reports

— Monutor the effectiveness of the intemal audit function

Key Activihies in 2011 {(in addrhon to main responsibitities)
- Reviewed plans for reformatting the Annual Report
— Reviewed the nsk management process

— Assumed responstbility for the review of the audit of Quabty
Management Systemns

— Considered the management of sirategic nsk by the Tax funchon
— Reviewed the operations of the Disclosures Commitiee
- Recened and considered a report from the Treasury function

- Receved and considered an extemal report on the effectiveness of
the intemal audit function
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Four Meetings
Three matters agreed by wntten resolution

Main Responsibilihes

— Determine remuneration policy for Executive Directors and senior
executives

~ Approve iIndmdual remuneration packages for Executve Directors
and Executive Officers at least annually and any major changes to
indmdual packages throughout the year

— Determine the use of long-term incentive plans and oversee the use
of shares in all executive and employee plans

— Approve appropnate performance measures for short-term and
long-term incentve plans for Executive Directors and seror
executives

~ Determine pay-outs under short-term and long-term incenfive plans
for Executive Directors and senior executives

- Approve Directors’ Remuneration Report ensunng compliance with
related governance provisions

— Mantain constructive engagement on remuneration issues with
shareholders

- Have regard to remuneration pobaes and practices across the
Group

Key Activihies in 2011 (in additon to main respensibihies)
— Approved package for incoming Chief Executive Officer and
refirement arangements for cutgoing Chief Executive

- Approved joiming and leaving packages for all direct reports to Chief
Executive Officer

— Undertoock comprehensive review of remuneration arrangements for
top 70 senior executives to align remuneration with the updated
Group strategy

— Undertook engagement programme with major shareholders to
explain new remunerahon arangements
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Ethics & Compbance Committee

Nominations Committee

Pamela Kirby Sir John Buchanan
z
$
Membership Membership 3
— Pamela Kirby (Chairman) {independent) — Sir John Buchanan (Chairmanl {independent on appointment)
— Joseph Papa (Independent) — Olvier Bohuen
- Richard De Schutter (independent) — Richard De Schutter (Independent]
— Geneviéve Berger (independent) — Rolf Stomberg (Independent)
Four Meetings Four Meehngs
Main Responsibilihes One matter agreed by written resolution g,
- Review ethhns ancll1d complance programmes Main Resi bilihes
- Eevnew po qel:s andtraining progrg;n;::s X sdtngand Review size and compasition of Board %
— Review comphance performance on monitonng audiing a B
nvestigatons data Oversee Bosrd succession plans =
- Review hotline 1ssues and calls = Recommend Director appointments g
— Review Group's infernal and external communications relating to Key Activihies 1n 2011 {in addition to main responsibibities) %‘3
ethical and compliance I1ssues — Undertook the search for a new Chief Executive Officer and &
— Review external developments and compliance actvihes recommended the appointment of Olmer Behuen F
— Receve reports from the Executive ethics and compliance meetings - Rewviewed and updated the parameters for the search for additonat 3
and from the Chief Comphance Officer and the Chief Legal Officer Non-Executive Directors Recommended changes to the 2
2011 (in addition & b composition and chairmanship of Board Commitiees §
Key n (ina o man responsibilshes) — Recommended the appointment of Ajay Prramal as Non-Executive o
- Reviewed :implications of UK Bnbery Act and approved updates to Direclor
processes as appropriate - Considered the implications of the Davies Report and revised policy
— Remewed updates on compliance programme for distnbutors on bulding a dverse Board
— Reviewed internal reports into the effectiveness of our compliance ~ Reviewed our use of search firms
arrangements in China s
=
g
3
s
g
()
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Corporate Governance Statement continued

Audit Committee

Dear shareholder,

lam pleased to present my report on the actvities of the Audit
Committee 1n 2011 The membership and the principal duties of the
Committee are set out in the table on page 58 of this report

The members are all independent Directors and bring relevant
expertise to the committee from their current or por roles as Chief
Executives of substantial businesses both in the UK and USA and from
therr roles as Non-Executive Directors at other corporations | myself am
the designated finance expert being a Chartered Accountant and
former senior partner at KPMG UK, retinng in 2008

In addiion to the usual matters, which fall to the Audit Committee, such
as approving the financal results for the year, half year and the
quarterly interim ma ent statements and the review of applicable
acoounting poliaes and going concem assumptions, the Audit
Committee reviewed a number of toptes dunng 201

Review of format of Annual Report

As you will have noticed, we undertook a thorough review of the style
and format of the Annual Report dunng 2011 We wanted to present our
Group fo you In a dearer more user fnendly manner, so that you could
find your way more easily around the document to the information you
need We have explained our Strategic Prionties and therr relation to aur
Key Performance Indicalors, nisk and remuneration policies We have
induded more tables, charts and pictures and adopted 2 more
personal style in explaiming our approach to governance We are
mindful of proposals from the Departmert of Business Innovation And
Skills regarding Narrative Reporhing and regard the work done in
refocusing the Annual Report this year, as being a good base on which
{o build the report of the future

Rewiew of accounting policies

As noted we reviewed and concluded on the appropnateness of the
Group's principal accounting polioies, practices and accounting
Judgments concentrating on the entical acoounhing pobioes requinng
management's judgement, namely the valuation of inventory, review of
the carryln§ value of goodwill, intangible and tangible assets and the
valuahon of reirement benefits, conhingencaies and provisions

Complhance

We reviewed compbance with acoounting standards, acoounting poicies
and practices, accounting and reporting 1ssues gong concem
assumptions and the UK Corporate Govemance Cc:?eand sechon 404
of the Sarbanes Oxley Act No concerns were raised with us in 2011
about possible Impropreties in matters of financial reporting or other
matters

Review of Internal Audt funchon

We reviewed the Intemal Audit function, its programme of work and its
resourcing requirements, speaifically n the area of internal controls over
financial reporting, ethical compliance, quabty management systems
(see belowl, assessing the effectiveness of the nsk management
process and the prevention and detechon of fraud We were assisted in
this by an external review camed out by PncewaterhouseCoopers This
concluded that the intermal audit function was effective and respected
across the Group having adapted sucoesstully to an expanding remit to
address the changing needs of the business

Quality Management Systems audit

in 2010, cur Intenal Audit funchon assumed responsibility for the review
of our quality management systems, for our systems that monitor our
manufactunng actvihes for compliance with standards set by regutatory
authorthes, induding the FOA in the US, the MHRA 1n the UK and other
comparable bodies worldwide We continued to review the work of the
Intemal Audit funchion in this area n 2011 This work induded moritoring
controls that mitigate quality management system nsk.

Review of nsk management process

We examined and updated the way we manage nsk within the
organisation and undertook a mapping exerase to lnk the key nsks
identified withan our businesses with the key nsksidentfied by the
Board at our Strategy Review We then linked these nsks back to our
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Strategic Prionties and 1dentified the mingating action i place to control
these nsks This will assist the Board aré senior management to
concentrate on the key strategic nsks and therr management faced by
the Group These are both downside nsks isomething going wrong}
and upside nsk (missed opportunines)

We continued to review the Group s approach 10 intemal financial
control and the operation of the nsk management process We also
evaluated the effectiveness of the Group's systermns to identify and
manage matenal nsks

Receipt of functional reports

During the year we receved reports from the Tax and Treasury
funchons including how they manage nsk.

Review of the work of the extemal auditors

We assessed the performance of Emst & Young, our extemal auditors
This was done throughout the year through review of their regular
reports on the scope and outcomes of their work These reports
included accounting matters, governance and control and acoouniing
developments In addibon we utilised formal year-end feedback from all
our operating units as a result of which we asked for improvements to
be made in two operating locattons We reviewed the inspection
reports from the Auditor Oversight Boards in the UK and the US We
also ensured that the audit-related, tax and other services recenved
from the external auditors were pre-approved In accordance with the
Auditor Independence Policy descnbed below Finally we reviewed the
fees of the auditors using benchmarking against groups of comparable
sze and complexity Our condusions were that the external audit was
carmed out effectively and with the necessary objectmty and
independence and this 1s the basis for our recommendation to the
Board and sharehclders that Emst & Young be reappointed

Auditor Independence Palicy

We have determined a schedule of approved non-audit services for the
Group extemal auditors to undertake Our Auditor Independence Policy
prohibits the external auditors from perforrming serices which would
result in the auditing of their own work, parhapating in actvities
nomatly undertaken by management, acting as a tes for the
Group and creating a mutuality of interest between the audttors and the
Group by, for example, being remunerated through a success fee
structure On an annual basis, we pre-approve the budget for fees
relating to audht and non-audit work, including taxaton compliance
services, In accordance with a bshing of parhicular serices In the event
that immts for these senvices are expected o be exceeded or the Group
wants the external auditors to perform services that have not been
pre-approved, my approval is required The Committee 15 subsequently
advised of any such services and fees In this way all services provded
by the external audrors dunng the year were pre-approved by the
Audit Commitiee The Auditor Independence Policy also govems the
policy regarding the audit partner rotation In accordance with the
Auditing Practices Board Ethical Standards in the UK and the SEC rules
inthe US Dunng the year the second partner on the account was
replaced under nies, a transihon that was handled well by Emst
& Young Partners and semor audit staff may not be recruted by the
Group unless two years have expired since their previous involvernent
with the Group No such recruitment has occurred

Internal control and nsk management

On behalf of the Board, we reviewed the system of mternal financial
control and sahsfied ourselves that we are meeting required standards
both for the year ended 31 Decermnber 2011 and up to the date of
approval of this Annual Report

1. A

/—
fan Barlow

Chairman of Audit Commitiee
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Nominations Committee

Dear shareholder,

| am pleased to present my report on the actvihes of the Nerminations
Committee 1n 2011 The membership and the pnnaipal dutes of the
Committee are set out in the table on page 59 of this report

We dealt with the following important matters in 2011

Appointment of Olvier Bohuon

We completed the search for a new Chief Executive Officer,
recommending to the Board in February that Olivier Bohuon be
appointed Olvier jotned the Board n Apnl and became Chief Executive
Officer on 14 Apnt 2011 following the Annual General Meeting

Review of Board composition

We reviewed the composition of the Board, recognising that whilst
stability was important through a penod of change, 1t was also
important to refresh and buld a Board for the future

We have identfied that Rolf Stomberg, Richard De Schutter, Pamela
Kirtyy and Brian Larcombe have all served on the Board for over 9 years
and that, therefore, some may consider therr independence to be
impaired We have analysed the skalls that the Board would lose when
these Directors leave the Board and the skills we will need to ensure we
have the rmost effective Board to see us info the future We have
identified that the Board needs the following skills and expenence

- Emerging market expenence, ideally in China or Incha
— US medhcal devices expenence
- European healthcare expenence

Our search, Is therefore focusing on these three key areas As and
when we find suttable candidates willing to join our Board, we can
replace some of the longer senang Directers We are reluctant to
release hard working and expenenced colleagues who are active
contnbutors to our boardroom discussions until we appoint suitable
Directors to take their place

Appointment of Ajay Piramal

We completed the search for an additional Non-Executive Director and
recommended to the Board in December that Ajay Piremal be
appointed We approached Ajay directly to consider joining our Board,
because of his well-established and renowned track record both in the
Healthcare industry and speaifically in the Emerging Markets of india
and China, which we identified as one of our Strategic Pnorities

Use of search firms

Dunng the year, we reviewed our use of search firns When brefing
search firms, we explain the mportance to us of bulding a diverse
board and request that shorthsts Indude candidates from a wide range
of backgrounds

Consideration of diversity 1ssues
We also considered the Dawvies Report into Women on Boards and our
response to the issues it rarsed

We are strongly committed to diversity in its broadest sense and over
the years have attempted to recruit Board members from a wide range
of backgrounds

We already have two female Directors — Pamela Kirby and Genewiéve
Berger and aspire to increase the number of women on the Board to
around 25% by 2015

We will, however, continue to recruit an ment and for us gender 1s only
one diversity measure We welcome the exishing diversity on our Board
where we enjoy a broad perspective given our diffenng skills and
expenences This indudes professionals, with backgrounds ranging
from UK and US corporate careers to notable saentists who are vitalin
bnnging understanding of the imporiance of innovation and the
saentific challenges we face as a business We also have a broad
range of nationalihes represented on our Board, from UK, US, Inda,
Europe and New Zealzand

Q/LWV

Sir J Buchanan
Chairman of Nominations Commitiee
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Comporate Govemance Statement continued

Ethics & Compliance Committee

Dear shareholder,

| am pleased to present my report on the activities of the Ethics &
Compliance Committee in 2011 The membership and the pnnapal
duhes of the Committee are set out in the table on page 59 of this
report

The following are some of the key 1ssues we have focused on in 2011

UK Bnbery Act

We considered the implicahions of the UK Bnbery Act on our operations
and practices We already had a well-developed global compliance
programme 1n accordance with laws such as the US Foreign Cormupt
Practices Act [*FCPAT) but recogrised the need to make vanous
changes to adapt our programme to reflect the requirements of the UK
Bribery Act We therefore discussed and approved applicable changes
to our existing processes

Compliance actmities in Emerging Markets

We received regular reports from the Chief Complance Officer on our
comphance programme in China, the speafic complance challenges
faced by our people in this region and the measures taken to address
these challenges, particularty our work with third party sellers

Oversight of ethics and compliance programmes

We continued to monitor the effectiveness of our global ethics and
compliance programmes  This included reviewing Group potaes in this
area and considenng compliance, monitonng and audit reports We
also recerved regular reports on the number and nature of
Investigations conducted and calls to our holline
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Communication and training

In addihon, we continued to monitor the Group s intemal
communications and traiming in relalion to ethics and compliance
pohiaes and reviewed the matenals used to tran our third party sellers
All employees have receved a copy of the Code of Conduct winch sets
out the basic legal and ethical pnnciples for camrying out business and
apples both to employees and those who act on the Group's behalf It
sets out In detail how persons oovered by the Code of Conduct are
expected to interact ethically with healthcare professionals and
government officials It also covers the broader 1ssues of ethics and
cornplance throughout the business and incudes a code of business
prncples A copy of the Code of Conduct can be found on the Group's
website www smith-nephew com)

The Code of Conduct indudes our whistie-blowing policy, which
enables employees and members of the public to contact us

anonymously through an independent provider All calls and contacts
are investigated and the appropnate action iaken, induding reports to

senor management, or the Board, where warranted

Settlement with US Secunties and Exchange Commission
(*SEC™ and US Department of Justice (*DOJ")

In January 2012, we reviewed and approved the final terms of the
setlement between the Company and the SEC and DOJin connection
with their FCPA inveshgation of the medical devices industry This has
been a matter that we, as a Comnitee have monitored dlosely since
the formaton of the Committee in 2008

/7 A e (7
Pamela Kirby
Chairman of Ethics & Complance Committee
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Other Committees

Executve Risk Committee

Olivier Bohuon chairs our Exeautive Risk Comrmittee which indludes the
Executive Directors and Executive Officers of the Group As an integral
part of our planmng and review process, the management of each of
our dmisions wdenhfies the nsks applicable to ther business, the
probability of those nsks accumng, the impact if they do ocaur and the
actions required and being taken to manage and mihgate those nsks
The Executive Risk Committee meets twice-a-year to review the major
nsks they identify across the Group and the mitigation processes and
plans As appropriate, the Executive Risk Committee may re-categonse
nsks or require further information or mihigatng action to be
undertaken We recetve an annuz| report from the Executive Risk
Committee, which details the sigrificant nsks categonsed by potential
financial impact on profit and share pnce and by ikehhood of
occurrence Details of new, key or significantly increased nsks, along
with actions put In place to mingate such nsks, are also reported to us
as appropnate We have provided further information on the pnnapal
risks :dentified through this process in "Risk factors” on pages 16 to 18
of this Annual Report

Disclosures Committee

Olvier Bohuon chairs the Disclosures Committee which includes the
Chief Financial Officer and vanous additional semor executives The
Committes rmeets as required and approves the refease of all mayor
communicabons to investors, to the UK Listing Authonty and to the
London and New York Stock Exchanges

)

Sir John Buchanan
Chairman
22 February 2012

W
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Directors’ Remuneration Report

Joseph Papa
Chairman of Remuneration Committee

“We are building a
remuneration framework to
reinforce a new strategy and
to drive performance for the
benefit of our shareholders”
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Directors’ Remuneration Report

Dear shareholder,

| am pleased to present the report on the actviies of the Smith &
Nephew Remunerahon Committee throughout 2011 This was a year of
many changes for Smith & Nephew | took over from Rolf Stomberg as
Charman of the Commuttee at the Annual General Meeting, the same
day as Olvier Bohuon assumed the role of Chief Executive Officer
Elsewhere In this annual report, you will have read about the new
strategy which Olivier 1s implementing across the Group 1 shall now
explain how the Remuneration Commuittee are building the
remuneration framework for the Executive Directors and other senior
executives that will renforce that new stralegy and drve performance
for the benefit of you, our shareholders

Our review has been driven by the following pnnciples

— Restraint — the total reward at target under the 2012 framework is
broadly the same as under the 2011 framework

~ Transparency — the new framework 1s simpler and clearer to
understand by all stakeholders

- Abgnment with strategy — the measures and targets in all our plans
areinked back o cur business goals

The membership and the pnnapal dutes of the Committee are set out
n the table on page 58 of this Annual Report The formal Directors’
Remuneration Report that follows explains the technical details of our
remuneration arrangements in 2011 and also looks forward fo explain
our remuneration strategy for 2012 and beyond Firstly however, |
should ke to explain some of the main actvities of the Committee 1n
2011 and the reasomng behind the new remuneration structure we are

proposing

New remuneration arrangemenits for the Executve
Dwrectors and Semor Executives

The main work of the Remuneration Committee this year has been the
development of a remuneration strategy for our Executive Directors and
Senior Executives which supports and renforces the new sirategy
Olivier 1s pursuing. We warntt to put in place a remuneration framework
that will focus our key executves to drve the new strategy over the
short, medium and long-term which in turm will dnve performance for
our shareholders

Following a review of our exasting amangements, which included
feedback from our senior executives, it was felt that the plans previously
In place were too complex and really did not work as effectve
incentives for the performance and behaviours we wished to drive As
a result, we are proposing a revised framework, which seeks to simplfy
rernuneration at Smith & Nephew. provide a dear Ink to the business
goals and sirengthen the line of sight between reward and

nce The changes we are proposing have consciousty been
designed to be broadly neutral in value for target performance the
quantum available to our Executive Directors and Executive Officers will
not change However, we have rebalanced the package across the
short, medium and long-term varying by level, to improve the ink with
our business strategy

We have moved away from two long-term incentive arrangements to a
simple performance share plan inked to the delivery of Total
Shareholder Retum refative to our peers and growth in free cash flow

We have also amended the short-term ncentive arangements The
cash element will be inked to the achievement of business and
strategic performance measures with an equity iIncentive inked to
indvidual and business performance over the medium-term

We have introduced measures fo enable us to dawback payments and
awards already made should a senous financal mis-statement come 1o
bight or a parhapant 1s found to have engaged in misconduct. We have

also strengthened the rules ammund share ownership for our executives

In December, | visited a number of our largest shareholders and UK
Instiutional bodies to discuiss our new proposals  They were all broadly
supportive of our moves towards increased transparency, simplfication
and ahgnment with our changing corporate strategy and most
importantly shareholder interests The suggestions made by these
shareholders have been mast useful in developing our final proposals

Retirement arrangements for David Ilingworth
Consideraton was given to the retirernent arrangements for David
ithngworth who stepped down from the Board 1n Aprit. We followed the
provisions In his serice contract and saw no need to make
discrehonary adjustments David was employed for seven months of
the year and wil: recenve a bonus in respect of this employment penod
Since his retirement David has continued to provide consultancy adwvice
1o Olwier and has receved a consultancy fee inrespect of this Details
of Dawvid's retirement and consultancy arrangements can be found in
the report that foliows

UK and Internatonal ShareSave Plans

We have operated an all-employee ShareSave Plan in the UK for 30
years In 2002 we introduced an International ShareSave Plan which
now operates n 27 countnes The UK and internabonal ShareSave
Plans approved in 2002 have now expired and need to be renewed at
the Annual General Meetng These plans are very popular amongst
our employees who are able to save on a regular basis and then buy
shares in the Company We have around 2,500 employees parhapatng
in the current plans around the world and are currently explonng ways of
extending these arangements to China and other emerging markels to
enable us to attract and retain talent in these key areas
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Directors’ Remuneration Report continued

Compliance statement

We have prepared this Directors’ Remuneration Report {the “Report™) in
accordance with The Large and Mediurn-sized Companies and Groups
{Accounts and Reports) Regulations 2008 (the “Regulations™ It also
meets the relevant requirements of the financial Services Authonty
("FSA"} isting Rules As required by the Regulations, a resolution to
approv«la the Report will be proposed af the Annual General Meeting on
12 Apnl 2012

As setout on page 58 of this Annual Report, my fellow members of the
Remuneration Committee are Pamela Kirby, Bnan Larcombe, Richard
De Schutter and Rolf Stomberg who will be retinng from the Board on
12 Apnit 2012 We would tike to thank Rolf for all the work he did as
Chatman of the Remuneration Commuttee for 10 years Delails
conceming the number of meetngs held and the scope and role of our
duties may be found on this page From time to ime, we are advised by
Olnier Bohuon, Chief Executve Officer, Susan Henderson, Compary
Secrelary, Helen Maye, Head of Group Human Rescurces and
Elizabeth Sohn, SVP Compensation and Benefits, who attend some or
all of our meetings, except for when their personal remuneration 1s
beng discussed
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Independent advice

Dunng the year, we conducted a review of our remuneration
consultants We felt that with a new Chief Executive Officer, a new
Chairman of the Remuneratton Comimittee and a new Head of Group
Hurpan Resources, i would also be appropnate to appoint a new
Remuneration Consultant. Gven our global business, we wanted a fim
with an infemational presence and in particular one with an intemal
data service After considening a number of firms, the Remuneration
Committee appointed Towers Watson in September 2011 They have
assisted us in developing the new remuneration packages in ine with
our new skrategy Throughout 2011, we were also adwised by Deloitte
LLP relating to long-term comparative performance and Towers Watson,
Aon Hewttt, Mercer Limited relating to salary data Towers Watson also
provided other human resources and compensation adwice to the
Company for levels below Board level and Deloitte also provided
faxation advice to the Group All of these consultants have complied
with the Code of Conduct for Remuneration Consultants and we are
satisfied that therr advice 1s objective and independent

Remuneration policy

Qur policy 1s designed to attract talent that will drive the strategy over
the short, rmedm and long-term, which in turm will lead to performance
for our shareholders This report describes the remuneration
arrangements wich were in force dunng 2013, but 1t also looks forward
to descnbe the remuneration arrangements we are apptying in 2012
and beyond We therefore thought that it would be helpful to provide a
summary of these amrangements before focusing on the dedail later n

the report
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2011 2012 Objective Link to Business Strategy
Base Salary Base salary benchmarked to median for relevant Toattractand refantegh  Ensure we have a strong
and Benefits geographic market performing talent o the team of executives to dnve
Group by setting base performance

Benefits such as prvate healthcare, company car or
allowance 1n ine with local competitive practice

Executive Directors

salary and benefits at rates
comparable to what would
be paid in an equwvalent

Reflects responsibilty of role
and breadth of leadership of
the Group

Ovemew|

ShategyKPls&RNcma‘agenm”

Business Review

Non pensionable, non bonusable salary supplement of positon elsewhere
30% base salary paid in beu of pension contnbutions
Death n service cover of 7 imes base salary, of which
4 imes salary payable as iump sum
Executve Officers
Pension plan entitement based on local defined benefit
and defined contnbution arangements
Annual Cash Incentive  Executive Directors Executive Directors To motvate and reward the  Dnves annual performance
One year Target 100% of salary Target 100% of salary achievernent of annual on our financial, operating
Maxamum 150% of salary  Maxamum 150% of salary  Group objectives and strategic KPIs
E tive Officers E tve Officers Focuses on reward for Reinforces indmdual
performance against performance and
Target 70% of salary Targel 55% of salary specific Group goals accountability on the
Maxmum 140% of salary  Maximum 110% of salary immediate annual goals
which will provide a sold
base for delvenng sustaned
year on year growth over the
longer-term.
Weighted heavily towards
financal performance at
indwdual and Group level.
Equnty incentive Award  Not apphicable Executive Directors and  To motivate and reward Reinforces the Smith &
Cne-three years Executive rs sustained indvidual Nephew pnnaples of “what”
Target 50% of salary performance and “how" to ensure that
Maxmum 65% of salary 1o provide a strong retention e’refuwm"l“ o gdrﬁl“w"z"y”g
Vestnginequalannual  element over the medium- having regard forour
tranches over three years,  term and reinforce the
g people, reputation and
subject to sustained longer term view ethics
indmidual nee
pertorma Underscores indwvidual
performance and
acoountabifity to delver
resulis foausing on
near-term milestones to
provide the base for future
growth
Long-Term Incentives  Performance Share Plan  Performance Share Plan  Reward for strong he lAwkg?S confinue to be
Three years performance overt inked to strong relative
yea Executive Directors Executve Directors longer-termn retums lo shareholders and
Max Face value 150% of  Target value 95% of salary fo manlaining long-term
salary + 1 Sxmulniplier, or  Max value 190% of salary  From 2012, vesting depends o, o oranan
225% of salary on relative TSR rankang and
Executrve Officers free cash flow
Executive Officers Target valuer 55% of salary
Max Face value: 75% of Max value- 110% of salary
salary + 1 5x multipler or
112.5% of salary
Executive Option Plan  Removed Removed Removed
Executive Directors and
Executve Officers

Face value 100% of salary

These amangements are descnbed in greater detarl on pages 68 to 71
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Directors’ Remuneration Report continued

Base salary and benefits including pensions)

We aim to pay base salanes taking into account the scope and
responsibility of the posmon and performance potential of the iIndnadual
by reference lo the medhan salary for the refevant geographical market
We review salanes on an annual basts with effect from 1 Apnl each year

with effect from 1 April 2011, we approved the following base salanes
for the Executive Directors.

Olwvier Bohuon €1,050,000

Adnan Hennah £ 580,000

in February 2012, we reviewed the base salanes of the Executive
Directors having regard to average salary increases across the Group
which will be around 3% We considered increasing the salanes paid to
the Executive Directors by a similar ameunt given their outstanding
performance and contnbution The Executive Direclors have however
requested that at a ime when we are dnving cost efficiencies across
the Group and a number of positions are being eliminated, no increase
be made to Olvier Bohuon's salary and that Adnan Hennahv's salary be
increased by 1% Their base salanes with effect from 1 Apnl 2012 will
therefore be

Olwvier Bohuon €1,050,000

Adnan Hennah £585,800

We also provide benefits in line with local market practice in the
countnes in which we operate Typically, these benefits indude prvate
healthcare, company car or allowance and where appropnate
relocation expenses

Pensions

We provide pension arrangements for employees across the Group
The nature of the armangements differ depending on therr location and
in some cases therr length of service depending on the arrangements
In place when they first joined the Company

Olwier Bohuon and Adnan Hennzah both receive a salary supplement of
30% of basic salary to apply fowards their retrement savings in beu of
membership of a company run pension scheme Base salary1s the
only element of remuneration thatis pensionable They also recenve
death In service cover of seven times basic salary, of wiech four imes
salary is payable as a lump sum Executive Officers who joined the
company in 2003 or later are also enfited to recerve a salary
supplement or to join one of the Company’s Defined Contrbution
Pension Plans depending on local prachce

Different arangements are in place for employees and Executive
Officers whe joined the Company pnar to 2003 as follows

In the UK, such Executive Officers partcipate in the Smith & Nephew
UK Pension Fund or the UK Executive Pension Scheme, under which
pensions have been accrued in the year at an annual rate of one-
thirieth of final pensionable salary up to a brmit based on service of
two-thirds of final pensionable salary, subject to HM Revenue &
Customs (*HMRC™} constraints The normal retirement age 1s 62
Pensions in payment are guaranteed to increase by 5% per annum or
the rate of inflation in the UK, 1f lower Death in service cover of four
hmes salary and a spouse's pension at the rate of two thirds of the
member’s pension are provided on death A salary supplement
parhally compensates for the HMRC eamings cap on final pensionable
salary which continues to apply in the defined benefit plans

in the US such Executive Officers partopate in esther the defined
benefit Smith & Nephew US Pension Plan or the defined contnbuton
US Savings plan 401 (K) Plus Under the US Pension Plan, pensions
accrue at an annual rate of approximately one sixty-sixth of final
pensionable salary up to a lrit based on service of 53% of final
pensionable salary The plan also prowdes for a spouse’s pension at
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the rate of one half of the member’s pension on death Normal
retirement age under the planis 65 For executives in the defined
benefit and defined contnbuhon plans, a supplementary plan is used
to provide additional retirement benefits and o compensate for the
eamings cap imposed by the US Intemal Revenue Code

Short-term mcentive arrangements

As | explained n my introductory letter, we reviewed all our
remuneration arrangements 1n 2011 This review has resultedina
change fo our short-term incentive amangements As you will have
seen elsewhere in this Annual Report, our strategy has a number of
near term goals, parbatarly in improwing efficencies and reducing
costs in our eslablished markets We need to achieve these short-term
goals before we can achieve our longer term objectives of investing in
emerging markets and innovating for value We therefore need a
remuneration framework which incentivises our executives to drive
short-term performance which will enable the Group to achieve the
long term performance we want for our shareholders

A proportion of Annual Incentive earned by Executive Directors and
Executive Officers pror to 2011 was deferred into share awards For
2012, we are moving away from a single Annual Incentive: Plan, with a
deferred element to two distinct elements compnsing an Annual Cash
Incentive and an Equity Incentive Award The bonuses eamed in 2011
have therefore been paid entirely In cashy and a new shiort-term Equity
Incentive Award will be made later in March 2012

The arrangements which apphed in 2011 and those which will apply
from 2012 onwards are both descnbed below

Annual Incentive Plan n 2011

Dunng 2011, we operated an Annual Incentive Plan across the Group
Executive Directors and Executive Officers participated in the same
Annual incentive Plan although the opportunihes vaned, refleching their
differing roles and levels of responsibility

Performance at  Performance at

target maxamum
Executve Directors 100% 150%
Executive Officers 70% 140%

The performance measures for the Annual Incentive Plan were bnked to
the four strategic pillars for success which drove our Strategy in 2011,
namely “Custormer Led™ “Efficent”, “Investing for Growth™ and “Abgned”
All employees across the Group were set performance objectives that
Iinked back o these strategic pillars

The incentive bonus 112011 for Executive Directors was subject to
performance measures relating to revenue (30% of ncentivel, frading
profit/margin [30%) and trading cash flow (15%) The remaining 25% of
the incentive payable was dependent on personal objechives

Over the penod, undertying revenue growth was 4%, undertying tracing
profit fell by 4%, trading margin felt by 200 bps and trading profit to cash
conversion was 87% Collectively these financial performance
measures were |ust below target The remaining part of the incentive
bonus reflects the Executive Directors’ performance against their
personal objectives  The Remuneration Committee reviewed the
performance of Olmer Bohuon and Adnan Hennah against thetr agreed
indmdual objectives for 2011 and determined that Olvier Bohuon had
consistently exceeded his objechives for the year (in building a strong
team and launching the new strategy) and that Adnan Hennah had
consistently met his objectives for the year
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The overall cash incentive bonuses were as follows.

Total Cash

Bonus

Olwier Bohuonii} €807,709
Adnan Hennzh £548,680
Davd ingworthfd $497,199

B Proed v mfiect acrve senice with the Company
[Olvier Bohuon apporrded CEQ n Al 2011 Dawd lingworth retred in Augest 2011)

Annual Cash Incentive in 2012

Frem 2012 onwards, the Annual Incentive for Executive Direciors and
Executive Officers 1s dvided into two parts a) an Annual Cash Incentive
and b} an Equity Incentive Award, which 1s a conditional award over
ordinary shares, vesting in equal annual tranches over three years
provided that indndual performance 15 sustained The payment of

the Annual Cash Incentive and the award and subsequent vesting of
the Equity incentive Award are dependent upen the same

performance measures

The Annual Cash Incentive 1s designed to reward employees for the
annual achievernent of Company finanaal and non-financial business
goals The level of Equnty incenfive Award is governed by these same
annual goals and vests only If an acceptable level of performance
against these same goals 15 sustained in each of the following

three years

The performance measures for Executive Directors are based on a mix
of financial goals and non-financial goals as follows

Financial Goals Revenue [30%)
Trading Profit {30%) 70%
Trading Cash (10%}

Non-Financial Goals | Otvier Bohuon  Adnan Hennah
RED nvestment  R&D investment
Developmentof  Shared Services
product portfolio
Succession Succession 30%
Planning Planning
Employee Employea
engagement engagement
Compliance Complance

The performance measures for Executive Officers and for all other
employees 1n the Group are cascaded down from these goals, so that
allemployees are algned with the same business goals

for each of the above measures, we have determined the preaise
measurements for the achievement at threshold, target and maximum,
which are directly inked with the Financial Plan for 2092 As such, these
measurements are commercially sensitve In next year's Report, we will
disclase levels of performance against the measures

The maxarnum Cash Incentive payable depends upon level within the
Company Maximum and target awards for Executve Directors and
Executve Officers are as follows

Equity Incentive Award 1n 2012

Grant Conditicns

We measure achievernent against the goals in two different ways Firstly
we look at what the employee has achueved in the year and secondly
we look at how they have performed in the year It 15 important to us that
as well as achieving therr finanaial targets, our employees are displaying
the nght behaviours and values, that they are customer focused,
operating compliantly and ethkally and are treating therr fellow
emplovees farly Executive Brectors and Executive Officers will receve
an Annual Equity Incentive Award provided that they consistently meet
the goals descnbed above on both the "how™ and “what” bases If they
fail to meet esther of these ratings, they will receive no award and if they
exceed therr objectives on bath measures, they will recerve a hugher
award The level of awards for Executive Directors and Executive
Officers is as follows

Consistently meets  Consistently exceeds
“how™ and “what” “how"” and “what™
objectves objectves
Executive Directors  50% base salary 65% base salary
Executive Officers  50% of base salary 65% of base salary

Vesting Conditions

The Equity Award will be a condihonal award over ordinary shares This
award wil vest 1n equal annual tranches over three years subject to
conhinued achievement of objectives Each tranche will only vest if the
Executve Director or Executive Cfficer has consistenty met their
objectives on both the “how™ and the “what” basis in each year since
the grant of the award In the event that objectives in subsequent years
are not met, the unvested portion of the Equity Incentive Awards
granted in previous years will lapse

Long term incentives

As I menhoned earier, we have made changes to the overall
remuneration framework for 2012 Pnor to 2012, Executive Directors
and Executive Officers received share option grants and performance
share awards From 2012, we shalt only be making performance share
awards The arrangements which appled in 2011 and those which will
apply from 2012 onwards are both descrbed below

Performance Share Awards prior o 2012

Dunng 2011, we made conditional share awards to Executive Directors,
Executve Officers and senior executives Awards to Executive Directors
were made under the 2004 Performance Share Plan and awards 1o
other employees were made under the Global Share Plan 2010 In
respect of the Performance Share Awards, these two plans operatein
the same way The level of the awards made to Exeautive Directors and
Executive Cfficers were as follows

Market value of award as
% of base salary

Overview I

|s1ranegy.msmskmanagmm”
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Executive Directors 150%
Exeautive Officers 75%

Performance at  Performance at

target maamum
Executive Direclors 100% 150%
Executive Officers 55% 110%

These share awards are subject to performance conditons measured
over a three-year penod These awards will only vest if pre-determined
levels of adjusted Eamings Per Share {"EPSA’} growth are achieved The
number of shares delivered to executives may then be increased
subject to the achievement of supenor Total Shareholder Retum (*TSR™)
measured against the major compames in the medical devices industry
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The required EPSA levels used for the awards made 1n 2011 were as
follows

Growth in EPSA over the three years

EPSA growth over the three years ending 31 December 2011 was 34%
aganst the compounded market growth rate of 13% Over the same
penod the Company was ranked 6th cut of 20 companies in the
medical devices comparator group which meant that a multipher of 128

ending 31 December 2013 Percentage of award vestng  was appled fo the number of shares vesting under the EPSA larget As
EPSA th of 15% (approximately 4 5% a result the following awards will vest on 13 August 2012
compounded annually over three years) 25% ~ Threshold Number of Number of
EPSA growth of 20% {approxamately 6% shares under shares vesting
compaounded annually aver three yearsl 50% - Target 2009 award n 2012
EPSA growth of 30% {approximately 9% Dawvid llingworthhiin) 177,855 156,510
compounded annually over three years) 100% — Maximurn

Adnan Hennah 161,273 141,920

Nene of the awards wall vest if the growth 1n EPSA over three years s
less than threshold For EPSA performance faling between the points
gven in the table above, awards will vest on a straight-line basis uptoa
maximum of 100%

In addihon, 1f the Company's TSR 1s positioned above median when
compared with the TSR of medical devices companies, then the number
of vested shares delivered to pariapants following the achievemnent of
the EPSA fargets will be iIncreased by a mulhplier as follows

TSR Ranking within comparator group Multpher
Below or at Median 10x
Upper quartle 13x
Upper decile or above 1 5%

The multiplier Increases on a siraight bne basis between the above
pomnts

TSR 15 measured In a common currency, with values averaged over
three months prior to the start and end of the performance penod We
compare the Company's performance aganst a tallored sector peer
group of medical devices companies The companies in the
comparator group for the awards made in 2011 are

Arthrocare KCl

Bard Mediromc
Baxter Nobel Biocare
Becton Dickinson Nuvasive
Boston Scientfic Orthofix
Coloplast Group Stryker
Conmed St Jude Medical
Cowndien Synthes
Edwards Life Sciences Corp Wnght Medical
Johnson & Johnsen Zimmer

The Group's TSR performance and its performance relative o the
comparator group 1s independently monitored and reported to the
Remuneratron Committee The awards made n 2009 were subject to
performance condrticns determined at that tme which were based on
a relative EPSA measure with a relative TSR mulhipler

The targets for growth 1n EPSA were related to growth of relevant
markets, taking into acoount both volume and pnoe changes in each of
our major markets, and weighted according to our relatve tumover in
hese markets {o provide an estmate of "global market growth'
caloulated on an annual basis for each year of the plan The actual
EPSA growth over the three years was then compared to the
compounded EPSA growth targets to calculate the level of vesting
Global market growth 1s denved from a range of publicly avallable
sources induding mdmdual compelitor company press releases,
quarterly results and analyst reports, as well as data purchased from a
vanety of industry surveys

/0

8 The award granted to David tlngworth wil be settied prior 10 15 Manch 2012 in accondance with
SADOA of her US internai Reverua Code.

6 The number of sharexs under the 2009 award has been pro-raled %or service during the:
performance penod

Share Options Grants prior fo 2012

During 2011, we granted share options to Executive Directors, Executive
Officers, semor executives and to cerlan high performing managers
Option grants to Executive Directors were made under the 2004
Executive Share Ophon Plan and ophon grants to other ermployees were
made under the Global Share Plan 2010 Executive Directors and
Executive Officers receved options at market value of 100% of base
salary

Cptions granted fo Executive Directors are subject to performance
condiions measured over a three year penod These awards will only
vest if pre-determined levels of TSR rank are achieved measured
against the major companies in the medical devices industry

The performance measurement for grants made in 2011 to Executive
Directors was based on Total Shareholder Return TSR 1s caleulated on
the same basis as for the Performance Share Awards If the Company's
TSR s posthoned at or above median when compared with the TSR of
those compantes in our tallored sector peer group over a three year
penod commenang 1 January 2011, then the ophons become
exerasable as follows

Percentage of
TSR Ranking within comparator group optons vesfing
Below Medan Nil
Median 33%
Upper Quarhle 100%

Optons vest on a straight line basis between these ponts fthe
Company’s TSR performance 1s below median, no options vest The
comparator group 1s the same for the Performance Share Awards
outlined above

Optiens granted to Executive Officers and other employees in 2011 are
not subject to performance condiions

The ophons granted to Executive Directors in 2009 were subect (o the
same performance condiions as descnbed above for ophions granted
in 2011

The Company’s TSR performance and its performance relatve to the

comparator group 1S independently monitored and reported to the
Remuneration Commuttee by Towers Watson
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Cver the three year penod ending 31 December 2011 the Company
was ranked 6th out of 20 companies in the medical devices comparator
group which meant that 96% of the options granted 1o Executive
Directors in 2009 will vest on 13 August 2012 as follows

Number of Number of

ophons granted  options vesting

N 2009 n2012

Dawd llingworthi) 118,570 113,825
Adnan Hennah 107,515 103,214

il The ophon granted in 2009 has been pro-rated for senvce dunng the performance pencd

Long term incentive arrangements in 2012

in 2012, no share options wili be granted to Exacutive Directors ar
Executive Officers We will however make performance share awards to
Executive Directors and Executive Officers under the Global Share Plan
2010 The level of the awards made to Executive Directors and

This group is shghtly different from the group of companies used for
plans in previous years, because of vanous corporate achons and
acquisihons 1n the market over recent years TSR will be calculated on
the same basis as 1n 2011

The Group's TSR performance and its performance relative to the
comparator group will be independently monttored and reparted o the
Remuneration Commitiee by Towers Watson

The cash flow target1s a cumulative performance target over the
three-year performance pencd The indusion of a cash measure In
both the annual and long term plans reftects 1ts importance over both
timescales The measure for the long-term target is free cash flow,
which 1s defined as net cash inflows from operating actities, less
capital expenditure Free cash flow s considered to be the most
approprate measure of cash flow performance because it relates to the
cash generated to finance addhonal investment in business
opportunities, debt repayments and distnbutions to shareholders This
measure includes significant elements of operational and financial
performance and helps to align executives’ rewards with shareholder
value creation

The threshold, target and maximum levels for the 50% of the award
subject to free cash flow performance are as detatled below

Executive Officers will be as follows
Market value of  Market value of
awardvestingat  award vesting
maxmumasa allargetasa®
% ofbasesalary  of base salary
Executive Directors 190% 95%
Executve Officers 110% 55%

These share awards will be subject to performance condihons
measured over a three year penod

50% of the Award will vest depending on the Company’s TSR
perfarmance relative to a selection of comparator comparies and 50%
of the award will vest subject to the achievement of the free cash flow
target over a three year performance penod

The threshold, target and maximum levels for the 50% of the Award
subject to TSR performance are based on the posthion of the
Company's TSR ranking when compared with the TSR of a bespoke
peer group of companies 1n the medical devices sector over a three
year perod commenang 1 January 2012 as follows

Percentage of
TSR Ranlang within comparator group Award vesting
Below Median Nit
Median 25%
Upper Quartile 100%

Awards will vest on a straight line basis between these points If the
Company's TSR performance 1s below median, none of this part of the
award will vest

TSR will be measured retative to a bespoke peer group of companies
operating 1n the medical devices sector For the awards to be made In
2012, these companies are-

Arthrocare Mediromic

Bard Nobel Biocare
Baxter Nuvasve
Becton Dickanson Orthofix

Boston Scientidic Stryker
Coloplast Group St Jude Medical
Conmed Synthes
Cowdien Wnight Medical
Edwards Life Sciences Corp Zimmer

Percentage of
Cumulative Free Cash Flow Award vestng
Below $1 41 bilhon Nil
$141 billion 25%
$1 62 bilion 50%
$1 83 bilbon or more 100%

Awards will vest on a straight lne basis between these points

It1s intended that the Committee should have the discretron to adjust,
but on an exceptional basis only, the free cash flow target dunng the
performance penod for matenal factors that would otherwise distort the
performance measure 1n either direchion For example, adjustments
may be required io reflect exchange rate movements, significant
acquisitions or divestments, or major legal and taxahon settlements
Any major adjustments to the calculation will be disclosed to
shareholders There is no retesting of performance

We feel that these changes to the long-term element of our
remuneration framework simplfy the previous arrangements, whlst
continuing to drve strong cash flow performance and the delvery of
supernor relative retums to our shareholders

Shareholding requirements

We believe that one of the best ways our senior executrves can act and
feel ke shareholders 1s for them to hold a significant number of shares
in Company We therefore expect our Executive Directors and Executive
Officers to buid up a holding of shares in the Company In order to
reinforce this expectation, we require them to retain 50% of all shares
vesting under Company share plans (after tax) unbl this holding has
been met We will take inio acoount their progress towards this
shareholding requirement when determining whether they will be
allocated awards n the future We require Executive Directors to hold
shares equivalent In value to two times their base salary and for
Executive Officers to hold shares equivalent in value to one and a half
fimes thesr base salary When calculating whether or not this
requirement has been met, we will Indude Ordinary Shares or ADSs
held by the indwdual or their immediate family and the intnnsic value of
any vested but unexercised ophions

As at 21 February 2012, Olwvier Bohuon holds rno shares, Adnan
Hennah holds 167968 shares to the value of 181% of his base salary

/1
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Total reward

The followang chart shows the split between the different pay elements
of the Executive Direclors’ remuneration packages on an expected
value basts in both 2011 and 2012
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Service contracts

We employ Executive Directors on service contracts with notice penods
of 12 months from the Company and six months from the Executive
Owector On termination of the contract, we may require the Executive
Director not to work their notice penod and as such pay them an
amount equivalent to the salary, pension and benefits they would have
receved If they had been required 1o work thelr nohce penod In
addition, we may also, In exceptional ancumstances, exercise our
chscretion to pay the Executive Oireclor a proportion of the bonus that
they would have receved had they been required fo work their notice
penod The Executive Director will also be required, where possible, to
mitigate the loss We will also seek to enforce the non-compele clause
In Executive Directors’ contracts In the event that we dismiss an
Executve Director for cause, no payment will be made as we have 2
poticy of not rewarding failure

In the case of a change in control which results in the termination of an
Exeautive Director or a matenal alteraton to their responsibilies or
duties within 12 months of the change 1n control the Executive Directors
would be entitled to receve 12 months base salary and 12 months
bonus at target plus pension and benefits

Date of
Executive Service Expiry Notice penod
Dhrector Contract Effective Date Date from company
Olmier 9 February 1 Apnl 3 January
Bohuon 2omn 201 2017 12 months
Adnan 1 Febrnusary 1 June 12 November
Hennah 2006 2006 2019  12months

We encourage our Executive Directors to serve as a Non-Executive
Director of a masamum of one external company Such appointments
are subject to the approval of the Normnahons Committee and any fees
eamed are retained by the Exeautive Director Curently Olivier Bohuon
is a Non-Execufive Director of Virbac and Adnan Hennahis a non-
executive Director of Reed Elsevier Dunng 2011, Olwier Bohuon
receved €19,000 and Adnan Hennah receved £38,475 1n respect of
these appointrrents

/2

Non-Executive Directors

Non-Executive Directors are engaged by the Company on the basis of
letters of appointment They are nomally appotnted for terms of three
years, terminable atwill without nohce by either the Group or the
Director and without compensation The Board reviews the pay of the
Non-Executive Directors and aims to set fees that are competitive with
ather compames of equnvalent see and complexaty Non-Executive
Dwrectors are not entitied to receve awards under the Company's long
term incentive plans and no part of their {ees 1s paid in shares
Non-Executive Direclor fees were reviewed and increased in August
2011 Non-Executive Directors are paid a basic annual fee and the
Chairmen of the Audit, Remuneration and Ethics and Compliance
Committees and the Senior Independent Director each receive an extra
fee n recognihon of their additional responsibities An additonal fee 1s
also payable to Non-Executive Directors in cases where intercontinental
travel is necessary to attend Board and Committee meetings The fees
currently patd fo Non-Executve Directors are as follows

Feein feein Feein
UKStering  US Dollars Euros
Basxc Annual Fee £63,000 $120,000 €84,250
Committee Chaiman and
Senior Independent
Director Fee £15,000 $27000  €20,000
Intercontinental Travel fee
{per meeting) £3,500 $7.000 €5,000

The Remuneration Commuttee reviews the fee of the Chairman The
Chaiman's fee was last reviewed 1n August 2011 and increased to
£400,000, an increase of 6 7%, In recognition of his outstanding work in
teacdiing the Company through the penod of searching and appainting a
new Chief Executive Officer and mentonng him in his new role The
Chairman i1s engaged on a letter of appointment and has a six month
notice penod

We also require our Non-Executive Directors to hold a personal stake in
the Company equivalent to ther basic annual fee These shares may be
held as Ordinary Shares or as ADSs held etther by themselves or therr
mmedhate family

Specialissues in 2011

Dunng 2011, we considered, reviewed and approved the proposed
remuneration package for Obvier Bohuon, joining the Company as the
new Chef Executive Officer and the retirement arrangerments for David
fingworth The key elements of these amrangements are as follows

We emploved Olvier on a standard package, participating in the same
incentive plans and on the same basis as Adnan Hennah As explained
last year, on joining the Company, he also received a cash payment of
€1 400,000 and a condihonal award over 200,000 shares h
three equal tranches over three years The first ranche of this award
will vest on 1 April 2012

David llingworth worked a pertod of six months’ notice and retired from
the Company on 10 August 2011 recenng pay and benefits in
accordance with s service contract He has also receved a bonus in
respect of the penod he worked In 2011 The outstanding awards under
the Company's long-term incentive plans have been pro-rated for tme
and vest at their normal vesting date subject to the applicable
performance conditions At the end of his penod of employment, we
continued to engage David 1n a consultancy capaaty up to 10 February
2012 for a total fee: of $180,000
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Directors’ emoluments and pensions

The fellowing sections of the Report up to “Total Shareholder Refum” have been audited by Ernst & Young LLP in accordance with the Regulations

a) Salaries and Fees
Salary
Annual  Supplementn
Salanes and fees Benefits ncentve  Leuofpensions  Total 2011 (m}  Total 2010 (i}
Thousands
Chairman {Non-Executive)
Sir John Buchanan £389 £31 - - £420 £373
Executive Directors
QOlwier Bohuon (v €788 v} €1,675 €808 €236 €3,507 - §
@
Adnan Hennah £568 £21 £549 £170 £1,308 £1157 |S
Dawid llingworth fwil 5893 168 $497 () $258 $1,816 $2,742
Non-Executive Directors
lan Barlow £80 - - - £80 £70
Genewviéve Berger €87 - - - €87 €83
Pamela Kirby £75 - - - £75 £64 g,,
Bnan Larcombe: £65 - - - £65 £64 E
Joseph Papa $173 - - - $173 $134 |3
Richard De Schutter $181 - - - $181 $158 g
Roif Stomberg €98 - - - €98 €125 B
i} Berefits shown i the table above includa cash allowances and benefits m land B
il The amount prowded under an ntefmatonal persicn ptan for Davd | s disdosed below L2
) Total Executive and Non-Executve Drectors’ emoluments for 2011 amounted fo $10 423 000 {2010 - 56 644 0001 =
It Apporrted on 1 Aprl 2011 D
M Includes amounts for refacahion expenses in first year of appaintment and €1 400 000 receved on appointment 3
M Retired on 9 August 2011 E
b) Pensions =
=
Increase n fncrease n Transfer | <
accrued  Increasein Transfer value transfer value of
Accrued pension accrued Accrued of accrued Director's value less accrued
Pension as at excluding  pension due pension at onat coninbution Director's won at
1 Jan 2011 inflation  foinflaton 31 Dec 2011 1Jan2011 dunng 2011 contnbuton 31 Dec2011 L
[+
$ thousands per annum $ thousands é
Davd llingworth 3 - - 3 20 - 3 23 §
$rl (2010 — $318,198) was provided under an Intemational pension plan for Dawid llingworth g
No amounts have been paid to third parties in respect of Executive Directors’ services and no excess relirement benefits or compensation has §
been paid to past Executive Directors S
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Directors’ Remuneration Report continued

¢) Directors’ Share Ophions

Range of
exercisable dates
Exercise Optons as at of options held at
Options as at Granted pnce of Exerased Lapseddunng 31 December Average 31 December
1 Jenuary 2011 dunng 2011 options  dunng 2011 2011 2011 exerase 2011 v}
{numben) {number) granted (number) {number) {number) price {date)
Olwvier Bohuon
0] - 151,698 607 00p - — 151,698 607 C0p  09/2014-09/2021
Adnan Hennah
{i 346,679 95,551 607 00p - {58,682) 383,548 52518p 06/2009-09/2021
{n} 433814 - - - - 43814 626 50p 03/2010-03/2017
v 3,351 - - - - 3,351 461 00p 11/2015-04/2016
Total 393,844 95,551 - {58,682) 430,713
Dawid llingworth
1] 293,332 - - - (82,155} 211,177 578 67p 02/2012
)] 83,435 - - - - 83,435 627 25p 02/2012
(i) 343,990 - - - — 343,990 $4090 v 08/2012-03/2013
Total 720,757 - — {82,155} 638,602

@ Opbons over Ordinary Shares granted under Executve Share Ophion Plans al prices. below the market price 31 31 December 2011 of 625 50p

) Ophons over Ordinary Shanes granied under Exacutive Share Option Plans at prces above the marked price at 21 Decernber 2011 of 425 50p

il Ophons over ADSs granted uncer 2004 Executve Share Ophon Plans Figures i the above table show the equivalent number of Ordinary Shares

fivi  Ophons granted under ihe UK ShareSave Scheme

b Per ADS

) Ordate of renrement if carber

The range in the market pnce of the Company’s Ordinary Shares dunng the year was 521 00p to 742 00p and the marke! pnce at 31 December
2011 was 625 50p The nohonat gain made by Adnan Hennah on his exercise of options dunng the year was £nil 2010 - £2,781) In 2011 the gain
made by Dawid llingworth on exeraising share options was $nil, {2010 - $nil} On 2 February 2012, 4% of the options granted to David ilingworth
and Adnan Hennah under the 2004 Executive Share Option plan lapsed following completion of the performance penod The remander of ophions
will vest and become capabile of being exerased on the third anniversary of their grant in August 2012

d) Long-Term Incentive Plan Awards

Number of Number of
shares shares
awarded at Awards . awarded at
1January  dunng the Market Vested Market lapsed 31 December Latest
Award 201 year prce on award price on award 2011 6w} performance
type lnumber)  (number} award  (number vesting  (number) {(number)  penod (date)
Olivier Bohuon
] RSA - 200,000 709 00p - - - 200,000 03/2014
{n PSP - 227 547 607 00p - - - 227,547 12/2013
Total - 427 547 - - - 427547
Adnan Hennah
i Psp 428 259 143327 60700p  {32,556] 55857p {88,022 451,008 12/2013
Total 428,259 143,327 {32,556) 188,022 451,008
Dawvd llingworth
1)} PSP 517,640 - - - - - 517,640 12/2012
) PSP 168,810 - - - - (123,232} 45,578 12/2011
Total 686,450 - - - 123,232 563,218

b Award made over Orchnary Sheres under Lising Rule 9

(3 Awards made over Ordmary Shames under the 2004 Performance Shana Plan

tui)  Awards made over ADSs under the 2004 Performance Share Plan Figures in the above table show the equivaient nurnber of Ordinary Shares
vt Or date of retwement d earber

On 2 February 2012, 12% of the awards granted to David llingworth and Adnan Hennah in 2009 under the 2004 Performanca Share Plan lapsad
following completion of the performance penod The remainder of the awards will vest on the third anniversary of therr grant n August 2012 In
accordance with 54094 of the US Intemal Revenue Code the remainder of Dawd llingworth's award wall be paid cut prior to 15 March 2012
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€) Deferred Bonus Plan

The vesting of awards under the Deferred Bonus Plan i1s dependent upon continued employment within the Group throughout the three-year
vesting period Provided the condition of continued employment is met, one third of the total award will vest n each of the three years, on the
award's anniversary

Total as at Awarded Vested Total as at

1 January 2011 dunng 2011 dunng 2011 31 Decernber 2011 [}

Davd ilingworth 935,341 34055 {37,517) 111,879
Adnan Hennah 57.873 32,947 23.413) 67,407

b} Ordate of retrement if earbier

All outstanding awards vested following David llingworth's relirement on 9 August 2011, generating a gain of $966,874 and £111.996

Senior Management Remuneration
The Group's administrative, supervisory and management body (“the senior management™) 1s compnised, for US reporting purposes, of Executive
Direciors and Executive Officers Details of the current Executive Directors and Executive Officers are given on pages 48 to 51

In respect of the financial year 2011, the total compensation lexcluding pension emoluments but including cash payments under the performance
related incentive plans) paid to the senior management for the year was $17,403,000 (2010 — $11,689,000, 2009 ~ $11,456,000), the total
compensation for loss of office was $1,161,000 (2010 - $nil, 2009 — $rul, the aggregate increase in accrued pension benefits was $387,000
(2010 — increase of $16,000, 2009 — 1ncrease of $9,000} and the aggregate amounts prowided for under the supplementary schemes was
$711,000 2010 - $1,141,000, 2009 - $1,179.000]

Cunng 2011, senior management were granted options over 653,375 shares under the 2004 Exeautive Share Ophion Plans, Global Share Plan 2010
and empioyee ShareSave plans Performance share awards were granted to senior management over 520509 shares and 39165 ADSs under the
2004 Performance Share Plan and the Global Share Plan 2010, 65931 shares and 20,908 ADSs under the Deferred Bonus Plan and conditional
share awards over a total of 374,803 shares and 38,038 ADSs As of 21 February 2012, the Senior Management {11 persons) owned 195,233 shares
and 34,765 ADSs, constituting less than © 1% of the 1ssued share capital of the Company Senior Management also held as of this date, options to
purchase 1,959,199 shares, condiional share awards over 345,479 shares and 29,192 ADSs, performance share awards over 884,337 shares and
101,889 ADSs awarded under the 2004 Performance Share Plan and the Global Share Plan 2010; and awards over 100 317 shares and 16,751 ADSs
under the Deferred Bonus Plan

Directors’ interests
Beneficial interests of the Directors in the Ordinary Shares of the Company are as follows

Overwewl

Business me' Strategy, KPS & i&skma’aganem"

1 January 2011 31 December 2011

[Cr at date of appointment} [Cr &t date of retrement) 21 February 2012 (i}

Numbers Shares Opfions Shares Options Shares Options

Sir John Buchanan 156,977 - 159,483 - 159,483 -

Ofivier Bohuon {n} - - - 151,698 - 151,698

Adnan Hennah 140,698 393,844 167,968 430,713 167,968 426412

lan Barlow 10,000 - 18,000 - 18,000 -
Geneviéve Berger - - 1,750 - 1,750 - g
Pamela Kirby 8,500 - 15,000 - 15,000 - 5
Bran Larcombe 20,000 - 40000 - 40,000 - |s
Joseph Papa 5,000 - 5,000 - 5,000 - |8
Agay Pramal - - - - - _ 18

Richard De Schutter 250,000 - 250,000 - 250,000 -
Rolf Stomberg 13,100 - 13,100 - 13,100 - 5
Davd llingworth 326,828 720,757 339,618 638,602 - - §
Total 931103 1 114,601 1,009.919 1,221.013 670,301 578110 |=
0 The btest practcable date for thes Anrwaal Report 2
G Inaddition, Dvier Bahuon holds 50 000 Defmed Shaves. Followang the radenoranation of Ovdinary Shares nizo US dollars on 23 January 2004 the Company resued S0 000 Dederred Shares, These shams ae =3
normally hekd by the Chief Executive Gificer and are nal ksted on any Siock Exchange and have exiremely imited rights attached ko them 2
The total holdings of the Directors represent less than 1% of the Ordinary share capitat of the Company ‘é
The register of Directors’ interests, which is open to Inspection at the Company's registered office, contains full details of Directors’ shareholdings g

and share options
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Directors’ Remuneration Report continued

Total shareholder return
@Egraph of the Company's TSR performance compared to that of the TSR of the FTSE100 index 1s shown below 1n accordance with Schedule 8 to
Regulahons

Smith & Nephew - Five year Total Shareholder Retumn
(measured in UK sterting, based on monthly spot values)
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However, as we, compare the Comparry's performance to a taiored sector peer group of medical devices companies isee page 70), when
considenng TSR performance in the context of the 2004 Performanca Share Plan and Global Share Plan 2010, we feel that the follovang graph '
showing the TSR performance of this peer group is also of interest

Smith & Nephew - Five year Tota!l Shareholder Retum
{measured n US dollars, based on monthly spot values) !
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pa
Chairman of Remuneration Committee
22 February 2012
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Directors’ responsibilities for the accounts

The Directors are responsible for prepanng the Group and Company
acoounts in accordance with appicable United Kingdomn law and
regulations As a consequence of the Company’s Ordinary Shares
being traded on the New York Stock Exchange (in the form of American
Deposiary Shares} the Directors are responsible for the preparation
and filing of an annual report on Form 20-F with the US Secunties and
Exchange Commission

The Directors are required to prepare Group accounts for each financial
year, In accordance with the internahonal Finanaial Reporting Standards
{"IFRS™ as adopted by the European Union which present fairly the
financal position of the Group and the financial performance and cash
flows of the Group for that penod in prepanng those Group accounts,
the Directors are required to

- Select suitable acoounting policies 1n accordance with IAS 8
Aocounting Poliaes, Changes in Accounting Estimates and Ermors
and then apply them consistently,

- Present information, including accounting policies, 1n @ manner that
provides televant, reliable, comparable and understandable
information,

- Provide additional disclosures when compliance with the spedafic
requirements In IFRS 1s nsufficent to enable users to understand the
impact of particular transactions, other events and conditions on the
Group's finanaial position and financial performance; and

— State that the Group has complied with IFRS subject to any matenal
departures disclosed and explained in the acoounts

/8

Under United Kingdom law the Directors have elected to prepare the

Company accounts tn accordance with United Kingdom Generally

Accepted Accounting Prachee [United Kingdom Accounting Standards

and applicable law), which are required by law to give a true and fair

view of the state of affairs of the Comparty and of the profit or loss of the

Compary for that penod In prepanng the Company accounts, the

Drectors are required tor

- Select suntable accounting policies and then apply them consistently,

— Make judgements and estimates that are reasonable and prudent,

— State whether applicable UK Acoounting Standards have been
followed, subject to any material departures disclosed and explained
n the accounts, and

- Prepare the accounts on a going concem basis unless it1s

inappropnate to presume that the Company will continue n
business

The Directors confirm that they have compled with the above
requirements n prepanng the acoounts

The Directors are responsible for keeping proper accountng records
that disclose with reasonable accuracy at any me the financal position
of the Group and the Company and enable them to ensure that the
accounts comply with the Compantes Act 2006 and, in the case of the
Group acoounts, Artidle 4 of the IAS Regulation They are also
responsible for safeguarding the assets of the Group and the Compary
and hence for taking reasonable steps for the prevention and detection
of fraud and other regulanties

The Directors are responsible for the mamtenance and integnty of the
corporate and financial Information included on the Group's website It
should be noted that information published on the internet 1s accessible
In many countnes with different legal requirements Legistation in the
UK governing the preparabion and disseminabon of accounts may differ
from legislation 1n other unsdichions
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Directors’ responsibility statement pursuant
to disclosure and transparency Rule 4

The Directors confirm that, to the best of each person’s knowledge

— the Group accounts 1n this report, which have been prepared in
accordance with IFRS as adopted by the European Union and those
parts of the Companies Act 2006 applicable ta companies reporting
under IFRS, give a true and fair view of the assets, labilihes, finanaal
position and profit of the Group taken as a whole;

- the Company accounts in this report, which have been prepared in
accordance with United Kingdom Generally Accepted Accounting
Practice and the Compantes Act 2006, give a frue and far view of the
assets, babilihes, financal positon and profit of the Company; and

- the "Business Review™ and “Risk management” sections contained
in the accounts Indudes a fair review of the development and
performance of the business and the finangal position of the
Company and the Group taken as a whole, togetherwitha
descriptron of the pnnapal nsks and uncertainties that they face

By order of the Board, 22 February 2012
SpEw Wil -

Susan Henderson
Company Secretary
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Independent auditor's UK Report

Independent Auditor's Report to the Members of Smith & Nephew plc

We have audited the Group accounts of Smith & Nephew plc for the year ended 31 December 2011 which compnse the Group Income Statement,
the Group Statement of Comprehensive Income, the Group Balance Sheet, the Group Cash Flow Staternent, the Group Statement of Changes 1n
Equrty and the related notes 1to 24 The financial reporting framework that has been appbed in their preparation is applicable taw and Intemational
Financial Reporting Standards [IFRSs) as adopted by the European Union

This report is made solely to the company's members, as a body, in acoordance with Chapter 3 of Part 16 of the Comparies Act 2006 Cur audit
work has been undertaken so that we might state to the company’s members those matters we are required fo state to them in an auditor's
report and for no other purpose To the fullest extent permitted by law, we do not accept or assume responsibility to anyone other than the
Company and the Company's members as a bedy, for our audit work, for this report, or for the opinions we have formed

Respective responsibilihies of dwectors and auditor

As explaned more fully in the Directors’ Responsibility Statement set out on page 79 the directors are responsible for the preparation of the Group
financal statements and for being satisfied that they give a true and farr view Our responsibility 1s to audit and express an opinion on the Group
financial statements in accordance with apphicable law and internathonal Standards on Auditing (UK and Ireland) Those standards require us to
comply with the Audring Practices Board's (APB's) Ethical Standards for Auditors

Scope of the audtt of the accounts

An audit involves abtaining evidence about the amounts and disclosures in the finanaal statements sufficient to give reasonable assurance
that the finanoal statements are free from matenal misstatement, whether caused by fraud or emror This Indludes an assessment of whether
the accounhing polictes are appropnate to the Group's aircumstances and have been consistently apphed and adequately disclosed, the
reasonableness of significant accounting estimates made by the directors, and the overall presentation of the financial statements In addihion,
we read all the finanaal and non-financial information in the annual report to identify matenal inconsistencies wath the audited financial
statements |f we become aware of any apparent matenal misstatements or inconsistencres we consider the implications for our report

Opinion on financial statements

In our opinion the Group financial statements

- givea true and far view of the state of the Group's affarrs as at 31 December 2011 and of its profit for the year then ended,
— have been properly prepared in accordance with IFRSs as adopted by the European Union, and

- have been prepared in accordance with the requirements of the Compantes Act 2006 and Article 4 of the IAS Regulaton

Opinion on other matter prescnbed by the Companies Act 2006
In our opinion the informahon given 1n the Directors’ Report for the: financial year for which the Group financial staterents are prepared 1s
consistent with the Group finanaal statements
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Matters on which we are required to report by exception

We have nothing 1o report in respect of the following.

Under the Companies Act 2006 we are required to report to you if, in cur opirmon

- certan disclosures of directors’ remuneration specified by law are not made; or

— we have not received all the iInformation and explanations we reguire for our audt

Under the Listing Rules we are required to review
— the directors’ stalement, set out on page 27, In relation to going concem, and

— the part of the Corporate Govemnance Statement relating to the Company’s compliance with the mine provisions of the UK Corporate Governance
Code, and
- cerian elements of the report to shareholders by the Board on directors’ remuneration

Other matier
We have reporled separately on the Company finangal statements of Smith & Nephew pic for the year ended 31 December 2011 and on the
information in the Cirectors’ Remuneration Report that is descnbed as having been audiled

Separate Opinion in Relation to IFRSs
As explained In Note: 1 to the Group financial statements, the Group in addrtion to complying with its legal obligation to comply wath IFRS as
adopted by the European Union, has also compiled with IFRS as issued by the Internationat Accounting Standards Board

In our opiruon the: Group finandal statements give a true and far view, in accordance with IFRS, of the state of the Group's affairs as at 31 December
2011 and of its profit for the year then ended

é'rmf T Yoon (PR
L&s@ﬂuﬂsenmm

for and on behalf of Emst & Young LLP, Statutory Auditor
London
22 February 2012
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Independent auditor's US Reports

Report of Independent Regystered Public Accounting Firm to the Board of Directors and Shareholders of
Smith & Nephew pic

We have audited the accompanying Group balance sheets of Smith & Nephew pic as of 31 December 2011 and 2010, and the related Group
income statements, Group statemerts of comprehensive Income, Group cash flow statements and Group statements of changes in equity for
each of the three years in the period ended 31 December 2011 These financial statements are the responsibiity of the Company's management
Our responsibility 1S to express an opimon on these finanaal statements based on our audits

We conducted our audits 1n accordance with the standards of the Public Company Accounting Oversight Soand (United States! Those standards
require that we plan and perform the audt to obtain reasonable assurance about whether the financal statements are free of matenal
misstatement An audil Includes examining, on & test basis, evidence supporting the amounts and disdlosures in the finanaial statements An audit
also indudes assessing the accounting pnnaiples used and significant estimates made by management, as well as evaluating the overall account
presentaton We beliewve that our audits provide a reasonabie basis for our opinion

In our apinien, the financial statements referred to above present fairly, in all matenal respects, the consolidated finanaal position of Smith &
Nephew plc at 31 December 2011 and 2010, and the consolidated results of its operations and cash flows for each of the three years in the penod
ended 31 December 2011, n accordance with Intemational Financial Reporting Standards as issued by the Intemational Accounting Standards
Board and International Financial Reporting Standands as adopted by the European Union

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (Urited Stales), Smith & Nephew plc's
miternal contrel over financial reporting as of 31 December 2011, based on cntena established n Internal Control — Integrated Framework 1ssued by
the Committee of Sponsonng Organisations of the Treadway Commission and our report dated 22 February 2012 expressed an unqualified
opinion thereon

"ém" CRy L
Emnst & Young UP
tondon, England
22 February 2012
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Report of Independent Registered Public Accounting Firm to the Board of Directors and Shareholders of
Smith & Nephew plc

We have audited Smith & Nephew plc’s internal control over financal reporting as of 31 December 2011, based on cntena establshed in Intemal
Conirol — Integrated Framework 1ssued by the Committee of Sponsoning Organisations of the Treadway Commission (the COSO critena)

Smith & Nephew plc’'s management i1s responsible for maintaining effective internal control over finanaial reporting, and for its assessment of the
effectiveness of intemai control over financial reporting included In the accompanying "Management's Report on Intemal Control over Financaal
Reporting” Our responsibility 1s to express an opinion on the Company’s intemnal control over financial reporting based on our audrt

We conducted our audit in accordance with the siandards of the Public Company Accounting Oversight Board [Urited States) Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether effective internal control over financial reporting was
maintaned i all matenal respects Our audit Included obtaining an understanding of ntemal control over financial reporting, assessing the nsk
that a matenal weakness exsts, testing and evaluating the design and operating effectiveness of intemal control based on the assessed nsk, and
performing such other procedures as we considered necessary in the arcumstances We believe that our audit provides a reasonable basts for
our opinion

A company’s iInternal control over finanaal reporting 15 a process designed to provide reasonable assurance regarding the reliabibity of financial
reporting and the preparation of financal statements for external purposes n accordance with generally acoepted accounting principles A
company’s internal control over financial reporting Includes those polices and procedures that (1} pertain to the maintenance of records that, in
reasonable detall, accurately and farly reflect the transachons and dispasibons of the assets of the company, (2) provide reasonable assurance
that transachons are recorded as necessary to permit preparation of financial statements in accordance with generally accepted accounting
prinaiples, and that receipts and expenditures of the company are being made only in accordance with authonsations of management and
directors of the company; and (3} provide reasonable assurance regarding prevention or imely detection of unauthonsed acquisthon, use or
dispesition of the company’s assets that could have a matenal effect on the financal statements

Because of its inherent britations, internal control over financial reporting may not prevent or detect misstatements Also, projections of any
evaluation of effectiveness to future penods are subject to the nsk that controls may become inadequate because of changes in conditions,
or that the degree of complarce with the polices or procedures may detenorate

In our opimen, Smith & Nephew plc mantained, in all matenal respects, effective intemal contrel over finanaal reporting as of 31 December 2011,
based on the COSO cntena

We also have audited, in accordance with the standards of the Public Company Acoounting Oversight Board (United States), the Group balance
sheets of Srith & Nephew plc as of 31 December 2011 and 2010, and the related Group iIncome statements, Group statements of comprehensive
income, Group cash flow statements and Group statements of changes in equaty for each of the three years in the penod ended 31 December 2011
and our report dated 22 February 2012 expressad an unqualified optrion thereon

-é(_‘br X \éun [
Emst & Young LLP
London, England
22 February 2012
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Group Income Statement

Year ended Year enced Year ended
31 December 31 December 31 December
20N 2010 2009
Notes $ mithon $ mulbon $ millon
Revenue 2 4,270 3962 3,772
Cost of goods sold {1,140} (1,031} {1,030)
Gross profit 3,130 2,931 2,742
Seling, general and administrative expenses 3 2,101} {1,860 {1,864]
Research and development expenses (167 {151) {155)
Operating profit 2&3 862 920 723
Interest recevable 4 4 3 2
Interest payable 4 12 (18} 42)
Other finance cosls 4 6) 10) 115)
Share of results of associates 11 - - 2
Profit before taxaton 848 895 670
Taxaton 5 (266) (2801 {198}
Attnbutable profit for the year (i) 582 615 472
Earmings per Ordinary Share (i} [
Basic 65 3¢ 69 3¢ 534¢
Diluted 65 0¢ 69 2¢ 53 3¢
Group Statement of Comprehensive Income
Year ended Year ended Year ended
31 December 31 December 31 December
201 2010 2009
$ million $ millon $ millon
Attrnibutable profit for the year (i) 582 615 472
(Other comprehensive iIncome-
Cash flow hedges — inlerest rate swaps
~losses ansing in the year n m {3)
- losses transferred to income statement for the year 1 4 i3
Cash flow hedges - forward foreign exchange contracts
- gains/{losses} ansing in the year 1 (3 s}
- losses transferred to iwentones for the year 13 1 7
Exchange differences on translation 32 66 63
Exchange on borrowings dlassified as nef nvestment hedges 4 4 {3
Actuanal (losses)/gains on refirement benefit obligations 70) 26 41
Taxahon on items relating to components of other 24 0 12
comprehensive Income [if)
gth&?mp' ehensive income/lexpense) for the year, net (68) 72 91
on
Total comprehensive mcome for the year (i) 514 687 563
1) Atuaabie o ecuty hoders of e Company an wholy defhed o cortrung perations
6 Taxation onems relating 10¢ ol other Wcorne comprses a credit of $27m redated k retrement banef obliganons (2010 - charge of $7m 2009 - charge of $12mi partly olfset by a

charga of $3m related o cash lbahedgaﬂblo $rd, 2009 - Sl

The Notes on pages 88 to 128 are an integral part of these accounts
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Group Balance Sheet

At 31 December 2011

At 31 December 2010

Qvervew ‘
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Notes $ milbon $ milbon
Assets
Non—current assets:
Property, plant and equipment 7 783 787
Goodwll 8 1,096 1,101
Intangible assets 9 423 426
Investments 10 4 3
Investments 1n assoctates 11 13 13
Deferred tax assets 17 223 224
Trade and other recevables 13 - 22
2,542 2,579
Current assets
Inventones 12 859 923
Trade and other recevables 13 1,037 1,024
Cash and bank 15 184 207
2,080 2,154
Assets held for sale 22 125 -
Total assets 4,747 4,733
Equity and habilthes
Equaty attnbutable to equity holders of the parent-
Share capital 20 191 M
Share prerium M3 396
Treasury shares 20 766) (778)
Other reserves N 16
Retaned eamings 3,258 2848
Total equity 3,187 2,773
Non-current habitihes
Long-term bomowings 15 16 642
Refirement benefit cbligations 19 287 262
Other payables 14 8 -
Prowisions 18 45 73
Defemed tax babilhes 17 66 69
422 1,046
Current habilities
Bank averdrafts and loans 15 306 57
Trade and other payables 14 564 617
Provisions 18 78 37
Current tax payable 171 203
1,119 914
Liabilmes directly associated with assets held for sale 22 19 -
Total babilities 1.560 1,960
Total equity and habilihes 4,747 4,733

The accounts were approved by the Board and authonsed for 1ssue on 22 February 2012 and are signed on its behalf by-

Sir 1‘lohn Buchanan

I

e Notes on pages 88 to 128 are an integral m\#ﬁﬁw

Obwvier Bohuon
Chairman Chief Executive Officer

Adnan Hennah
Chief Financial Officer
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Group Cash Flow Statement

Year ended Year ended Year ended
31 December 2011 31 December 2010 31 December 2009
Noles $ milbon $ milhon $ mullon
Cash flows from operating activities
Profit before taxation 848 895 670
Net interast payable 4 8 15 40
Depreaation, amortisation and impaiment 297 273 298
Loss on disposal of property, plant and equipment and software 9 15 14
Share based payments expense 30 21 18
Share of results of associates - - {2}
Decrease in refirement benefit obligations a4 31} 12)
Decrease/(Increase) n inventones 40 21 (in
(Increase)/Decrease in frade and other receivables “n {100} 46
(Decrease)/increase in frade and other payables and provisiens {6) 2 35
Cash generated from operations () (i} 1,135 m 1,030
Interest receved 4 3 2
Interest paid 12 (20} 43
Income taxes paid |285) [235) 270)
Net cash inflow from operating actvities 842 859 719
Cash flows from investing activities
Acquisiions {net of $2m of cash recerved in 2011) 22 33) - {25)
Cash recerved from Plus settlement 22 - - 137
Capitat expenditure 321) {315) 318)
Proceeds on disposal of property plant and equipment and software - 8 -
Net cash used in investing activiies 1354) {307) (206}
Cash flows from financing actvities
Proceeds from i1ssue of ordinary share capital 17 15 7
Treasury shares purchased 16} {5} -
Proceeds of borrowings due within one year 21 78 i7 -
Setttement of borrowings due wathin one year 21 (330) - (66}
Proceeds on borrowings due after one year 21 92 277 526
Settement of borrowings due after one year 21 232 714) 814)
Proceeds from own shares 7 8 10
Settlement of currency swaps 21 (1 3 12
Equity dvdends paid 20 (146} (132 {120)
Net cash used in financing activities (521} 1537} 1469
Net (decrease)fincrease in cash and cash equivalents (33) 15 44
Cash and cash equivalents at beginning of year 2 195 174 122
Exchange adjustments 21 ) 6 8
Cash and cash equivalents at end of year 21 161 195 174

b Includes $20m {2010 - $16m, 2009 - 532m of cutgongs on and mhonaleaton

resinchrng axpenses
fil indudes $1m (2010 - Snd 2009 - 522m) of acquisibon related costs and $3m 2010 —$5m 2009 - $5m) unrambursed by nsurers relatng o macrotextured knee evsions.

The Notes on pages 88 to 128 are an integral part of these accounts
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Share Share Treasury Other Retained Total
capital premum shares i reserves (i} SAMINgs ety
$ milion $ millon $ mlbon $ million $ milbon $ millon
At January 2009 190 375 (823} 1 1,936 1,699
Total comprehensive income b - - - 62 50 563
Equty dmdends declared and paid - - - - 120} {120}
Share based payments recogrused - - - - 18 18
Deferred taxation on share based payments - - - - 2 2
Cost of shares transfermed to beneficianes - - 29 - 19 10
Issue of ordinary share caprtal (M - 7 - - — 7
At 1 January 2010 190 382 (794) 63 2,338 2179
Total comprehensive income (I - - - 53 634 687
Equity dvidends deciared and pad - - - - 1132) (132}
Purchase of own shares - - IS - - {5
Share based payments recognised - - - - 21 2
Cost of shares transferred fo beneficanes - - 21 - (13) 8
Issue of ordinary share capital iv) 1 14 - - - 15
At 1 January 201 9 396 (778} 116 2,848 2,773
Total comprehensive income () - - - 125) 53¢ 514
Equity dvdends declared and paid - - - - (146 (146)
Purchase of own shares - - (6) - - {6}
Share based payments recogmsed - - - - 30 30
Deferred taxation on share based payments - - - - {2 {2}
Cost of shares transferred fo beneficianes - - 18 - {11) 7
Issue of ordinary share capital (M - 17 - - — 17
At 31 December 2011 191 413 [766) 91 3,258 3,187

@ Astributable lo equaty howers of the Comparny and wholly dertved irom continuing aperancons

[y Refer lo Note 20 of the Group Financial Statements for further inkormation

Gi) Other reserves compnse gans and losses on cash flow hedges, exchange differences on of ioresgn s and the ansing as a result of Fanslating share capeial and share premum at
the rate nuting on the date of redencmanation instead of the mte at the balance sheat date The ¢ dath dj within Other at 31 Decernber 201) were $87m 2010 - $123m 2009 —

$71m}
iV} Issue of Orchnary Share Capital as a result of options being exercised

The Notes on pages 88 to 128 are an integral part of these accounts
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Notes to the Group accounts

1 Basis of preparation

Smith & Nephew pic lthe: *Comparey™) 1s a public bmited company incorporated in England and Wales In these accounts, “Group” means the
Company and all its subsicharies The prinaipal actvties of the Group are to develop, manufacture, market and sell medical devices in the sectors
of Orthopaedics, Endoscopy and Advanced Wound Management

As required by the European Unions IAS Regulahion and the Companies Act 2006, the Group has prepared 1is accounts in accordance with
Intemational Financial Reporting Standards {*IFRS") as adopted by the European Union [*EU”} effective as at 31 December 2011 The Group has also
prepared its accounts in accordance with IFRS as 1ssued by the Infemational Accounting Standards Board (“tASB™ effectve as at 31 December
2011 IFRS as adopted by the EU differs 1n certain respects from IFRS as 1ssued by the IASB However, the differences have no impact for the
periods presented

The preparahion of accounts n conformity wath IFRS requires management to use estimates and assumpthions that affect the reported amounts of
assets and labiihes and disclesure of contingent assets and liabiliies at the date of the accounts and the reported amounts of revenies and
expenses dunng the reporting penad The: accounting polices requinng management to use significant estimates and assumptions, Inventones,
imparment, retirement benefits and contingencies and provisions, are discussed under Cnfical Accounting Policies within the “Business Review”
section on page 28 Although these estimates are based on management’s best knowledge of current events and actions, actual results ulimately
may differ from those estimates

The Directors continue to adopt the going concemn basis for accounting in prepanng the annual financial statements The Directors have a
reasonable expectation that the Group has adequate resources to continue 1n operational existence for the foreseeable future

Consoldation
The Group accounts include the: accounts of Smith & Nephew ple (the “Cormpany”) and its subsidianes for the periods dunng which they were
members of the Group

A subsidhary 1s an entity controlled by the Group Contral compnses the power fo govem the financial and operating palicies of the Investee so as
to obtain benefit from its activities and 1s achieved through direct or Indirect ownership of voting nghts Subsidhanes are consolidated in the Group
acoounts from the date that the Group obtans control, and contirwe to be consolidated until the date that such control ceases Intercomparty
transactions, balances and unrealised gains and losses on transactions between group companies are eliminated on consobdation Al
subsichanes have year ends which are co-terminus with the Group's

Recognition of financial assets and labilihes
Financial assets and abilities are recogrised on a trade date basis in the Group's balance sheet when the Group becomes party to the contractual
provisions of the nstrument The Group cames borrowings in the Balance Sheet at amortised cost

Foreign currencies

Balance sheet items of foreign operations and foresgn currency borrowings are transtated into US Dollars on consotidahon at year-end rates of
exchange Income statement tems and the cash flows of overseas subsidiary undertakings and associated undertalangs are transiated at average
rales as an approxamation to actual transachon rates, with actual transachon rales used for large one off transachons

Goodwill and farr value adjustments ansing on the acquisition of a foreign enfity are treated as assets and bhabilies of the foreign entity and
translated at the closing rate

Transactions in foreign currencies are recorded at the exchange rate ruling at the date of the transaction Monetary assets and babiltes
denominated in foreign currencies are retranslated al the rate of exchange ruling at the balance sheet date

The following are recorded as movernents In ‘Other reserves’ within other comprehensive Income: exchange differences on the transtation at
closing rates of exchange of non-US Dollar opening net assets, the differences ansing between the translation of profils into US Dollars at average
and dosing exchange rates, to the extent that the hedging relationship 1s effective, the difference on translation of foreign currency borrowings or
swaps that are used to finance or hedge the Group's net Investments in foregn operations, and the movement in the fair value of forward foreign
exchange contracts used to hedge forecast forergn exchange cash flows All other exchange differences are taken to the income statement

The exchange rates used for the translation of curencies into US Dollars that have the most significant impact on the Group results were-

2011 2010 2009
Average rates
Stering 160 154 1 56
Euro 139 132 139
Swiss Franc 113 096 092
Year-end rates
Stering 155 157 161
Euro 129 134 143
Swiss Franc 106 107 097
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New IFRS accounfing standards

The following IFRS stendard, which 1s relevant 1o the Group, has been 1ssued by the Infemationat Acoounting Standards Board [“IASB™) but 1s not
yet effective or has not yet been adopted by the Group Unless otherwise bisted below, no other standard, amendment or iInterpretation 1s Gkely to
have a matenal effect on the Group s results of operations or finanoial position

In November 2009, the 1ASB issued IFRS 9 Finanaal Instrurments This standard specatfies how the Group should dassify and measure financial
assets It requires all financial assets to be erther classified on the basis of the entity's business model and the contractual cash flow charactenstics
of the financial assel or inihally measured at farr value This standard has not been endorsed by the EU

No standard or interpretation coming into effect dunng the year had a significant effect on the reported resulls or the financial positon of the Group
The sigrificant accounting pobicies adapted in the preparation of the Group's accounts are explained with the relevant notes to the accounts

2 Business segment information

For management purposes. the Group is organised into business segments acoording $o the nature of its products and has three business

segments - Crthopaedics, Endoscopy and Advanced Wound Management The types of products and services offered by each business

segment are

— Orthopaedic reconstruction implants include hip, knee and shoutder joints as well as anallary products such as bone cement and mixing
systerns used in cemented reconstruchon joint surgery Orthopaedic trauma fixaton products consist of intemal and external devices and other
products, Induding shoulder fixaton and orthobiological matenals used in the stabilisation of severe fractures and deformity correchon
procedures Clinical therapies products are those that are apphed in an orthopaedic office or clime setting and Indude bone growth stimulation,
joint flud therapies and outpatient spine products

- Smith & Nephew's Endoscopy business develops and commercialises endoscopic iminimally invasive surgeryl technigues, educational
programmes and value-added services for surgeons to treat and reparr soft hssue and arhculating joints The business focuses on the
arthroscopy sector of the endoscopy market Arthroscopy 1s the minimally nvasive surgery of joints, in particular the knee, shoulder and hip

— Smith & Nephew's Advanced Wound Management business offers a range of products from iihial wound bed preparation through 1o full wound
dosure 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 iInvasive surgery that impact the wider population

Management monitors the operating results of its business segments separately for the purposes of making deasions about rescurce allocation
and performance assessment Group finanang (including interest recevable and payable} and iIncome taxes are managed on a group basts and
are not allocated to business segments

The following tables present revenue, profit, asset and bability information regarding the Group's operating segments The share of results of
associates Is segmentally allocated to Crthopaedics

21 Revenue by business segment and geography

Accounting policy

Revenue compnses sales of products and services 1o third parties at amounts invoiced net of trade discounts and rebates, excluding taxes on
revenue Revenue from the sale of products is recognised upen transfer to the customer of the signuficant nsks and rewards of ownership Thists
generally when goods are delivered to customers Sales of inventory located at customer premises and available for customers’ Immechate use are
recogmsed when notification 1s receved that the product has been implanted or used Appropnate provisions for retumns, trade discounts and

Business Review "Sﬂategy.KPB& R&ikmlagen'sentl I

Ovemewl

Corporate Governance | |

rebates are deducted from revenue Rebates compnse retraspeciive volume discounts granted to certain custamers on attainment of certain levels
of purchases from the Group These are accrued over the course of the arangement based on estimates of the level of business expected and
adjusted at the end of the anangement to reflect actual volumes
Business segment
2011 2010 2009
$ mithon $ milbon $ miliors
Revenue by business segment
Orthopaedics 2312 2,195 2135
Endoscopy 939 855 791
Advanced Wound Management 1,019 912 846
4,270 3.962 3772

There are no materal sales between business segments
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Notes to the Group accounts continued

Geographic

2011 2010 2009
$ milbon $ milbon $ million

Revenue by geographic market
United Kingdom a2l 283 286
Continental Europe 1,118 1,032 1,027
United States 1,756 1,707 1.664
Afnca, Asia Australasia and Other Amenca 1,105 940 795
4,270 3,962 3,772

Revenue has been allocated by basts of ongin No revenue from a single customer is in excess of 10% of the Group's revenue

22  Trading and operating profit by business segment

Trading profit 1s a trend measure which presents the long-term profitability of the Group excluding the Impact of speafic transactions that

management considers affects the Group's short-term profitability The Group presents this measure to assist nvestors in their understanding of
trends The Group has identified the following items, where matenal, as those to be excluded from operating profit when amving at trading profit
acquisition and disposal related items induding amortisahion of acquisihion intangibles and imparments, significant restructunng events, gains and

losses ansing from legal disputes, and uninsured losses Operating profit reconciles to trading profit as follows

201 2010 2009
Notes $ mithon $ milbon $ milbon
Operating profit B62 920 723
Aoquisition related oosts 3 - - 26
Restructunng and rationabsation expenses 3 40 15 42
Amortisation of acquision intangibles and impairments 8&9 36 34 66
Legal provision 3 23 - -
Trading profit 961 969 857
Trading profit by business segment
Orthopaedics 492 536 508
Endoscopy 222 200 189
Advanced Wound Management 247 233 160
961 969 857
Operating profit by business segment reconciled to
attnbutable profit for the year
Orthopaedics 415 503 410
Endoscopy 215 197 169
Advanced Wound Management 232 220 144
Operating profit 862 920 723
Net interest payable (8 {15) {40)
Other finance costs 6) {10} (15)
Share of results of associates - - 2
Taxation (266} (280) (198)
Attnibutable profit for the year 582 615 472
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23 Asseis and bablihes by business segment and geography

Business segment
2011 2010 2009
$ million $ milbion $ milion
Balance sheet
Assets
Orthopaedics 2,550 2,778 2,656
Endoscopy 845 769 705
Advanced Wound Management 819 755 810
Operating assets by business segment 4,215 4,302 4171
Assets held for sale {relating to Orthopaedics business segment) 125 - - s
Unallocated corporate assets 407 431 394 | &
Total assets 4,747 4733 4565 | &
Liabibhes
Orthopaedics 398 457 426
Endoscopy 128 124 11
Advanced Wound Management 169 146 194
Operating habilties by business segment 695 727 731
Liahibites directly associated with assets held for sale (relating to T
Orthopaedics business segment) 19 - - %
Unallocated corporate babilihes 846 1,233 1,655 g
Total babilities 1,560 1,960 2386 |3
Unallocated corporate assets and labiliies compnise the following g
2011 2010 2009 %a
$ milbon $ milion $milion | &£
Delerred tax assets 223 224 202 'é""
Cash and bank 184 207 192 é
Unallocated corporate assels 407 431 394 g
Long-term bormowings 16 642 1090 | &
Retirement beneft obligations 287 262 322 |
Deferred tax labiliies 66 69 31
Bank overdrafts and loans due within one year 306 57 45
Cument tax payable 171 203 167
Unallocated corporate babilties 846 1,233 1655 &
£
2011 2010 2009 | £
$ mithon $ milhon $ million §
Capital expenditure 5
Orthopaedics 241 227 235 |8
Endoscopy 23 58 4]
Advanced Wound Management N 30 63
365 315 339 [s
Capital expenditure segmentally allocated above compnises §
2011 2010 2009 | 5
$ milhon $ milion $mihon | =
Additions to property, plant and equipment 229 250 216 |8
Additions to intangible assets 92 65 102 ‘§
Captial expenditure as per cash flow statement 321 315 318 | 8
Acquisihons - Goodwll 44 - 3
Aoquisitions — Intangible assets - - 12
Acquisihons — Property, plant and equipment - - 6
Capilal expenditure 365 315 339
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Notes to the Group accounts continued

2011 2010 2009
$ milhon $ milkon $ millon
Depreciahon, amortisation and impairment
Orthopaedics 209 195 206
Endoscopy 50 41 52
Advanced Wound Management 38 37 40
297 273 298

Ameunts compnse depreaiation of property, plant and equipment, amorbsation of other iIntangible assets, impairment of investments and
amortisation of acquisiion intangibles and impairments as follows

2011 2010 2009

$ million $ milion $ millon

impaiment of ntangibles and goodwill - - 32
Amorhsation of acquistion infangibles 36 34 34
36 34 66

Depreaiahon of property, plant and equipment 217 203 206
Amortisahion of other intangible assets 42 34 26
Impairment of nvestments 2 2 -
297 273 298

Imparments of $2m were recogmsed within operating profit n 2011 and included within the administrative expenses ine (2010 — $2m, 2009 -
$32m) This 1s segmentally allocated to Orthopaedics (2030 — Orthopaedics, 2009 - Orthopaedics $19m and Endoscopy $13m)

Geographic

201 2010
$ mihon $ milion
Assets by geographic location
United Kingdom 283 301
Continental Europe 837 81
United Stales 920 942
Ainca, Asia, Ausiralasia and Other Amenca 279 221
Non-current operating assets by geographic location 2,319 2,355
United Kingdom 190 176
Continental Europe 569 543
United States 762 873
Afnca, Asta, Australasia and Other Amenca 375 355
Curreni operating assets by geographic location 1,896 1,947
Assetls held for sale 125 -
Unallocated corporate assets (see page 91} 407 431
Total assets 4,747 4,733
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24 Other business segment information
Other significant expenses recogmsed within operating profit

2011 2010 2009

$ milbon $ milbon $ millon

Orthopaedics 26 8 22
Endoscopy 6 2 2
Advanced Wound Managerment 8 5 6
40 15 30

The $40m incurred in 2011 relates to restructunng and ratonalisation expenses (2010 — $15m relates to restructunng and rationalisation expenses,
2009 — $30m relates to acquisiions related costs and restructunng and rationalisation expenses)

2011 2010 2009
numbers numbers numbers
Average number of employees
Orthopaedics 5,280 5045 4,853
Endoscopy 2.3 2,134 1,888
Advanced Wound Management 3,132 2,993 3,023
10,743 10,172 9,764

3 Operating profit
Accounting policies

Research and development

The Group considers that the regulatory, techmical and market uncertainties inherent in the development of new products means that development
costs should not be capitalised as intangible assets untit products receve approval from the appropnate regulatory body Substantally all
development expenditure 1s complete by the time the product 1s submitted for regulatory approval. Conseguently the majonty of expenditure on

AIStategy KPis& stmanagement"

research and development i1s expensed as incurred
Adverhising costs
Expenditure on adverhsing costs 1s expensed as incurred
2011 2010 2009
$ milbon 3 milion $ milbon
Revenue 4270 3,962 3,772
Cost of goods sold (i) (1,140} {1,031} {1,030
Gross profit 3,130 290 2,742
Research and development expenses (167 (151} {(155)
Selling, general and administrative expenses
Marketing, seling and distnbution expenses i} {1,526) 11,414) (1,351}
Administrative expenses (il (v v [575} 446} 513}
{2,101) {1,860) {1.864)
Cperating profit 862 920 723

Qverview

Business Review

6 In2011 $7m of restructurng and mtonalsahon expenses related to cost of goods sold (2010 — ne restruciunng and rationalisation expenses or acquision refated costs 2009 - $15m of restructunng and
ratonalisahon

expenses and $12m of acousihon related costs)
@ 2011 ncludes Snil of restructunng and ratonatisahon expenses 12010 - $3m of g and 1 2009 - $7m of acqursihon related costs and $10m of restructurng and rabonabsation

expenses)
8 2011 wickudes $42m of amorsaton of ather intangrhle assets (2010 - $34m 2009 - $25m)
wmnmmdmwmmmsﬁmdmmmmw S12m of restructunng and rahonalisahon expenses and $34m of amorhsaten
acquesibon intangibles, 2009 — $7m of acouesion related costs. $17m of restructunng and rbonalisaton exp and $66m of of acquisition mtangibles and imparments)
I 2011 nchudes $23m retating 1o tlegal provision (2010 - $nil. 2009 - Sl
b Iterns detarled i 13 (il vl and i) are exchuded from the calcutation of tradmng profit
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Notes to the Group accounts continued

Operating profit s stated afier charging the following tems

201 2010 2009
$ milbon $ milbon $ milkon
Amortisation of acquistion intangibles 36 34 34
Amortisation of other Intangible assets 42 34 26
Impaimment of ntangible assets and goodwill - - 32
Depreaaton of property, plant and equipment 217 203 206
Loss on disposal of property, plant and equipment and software 9 15 14
Impairment of nvestments 2 2 -
Mintmum operating lease payments for land and bulldings 33 31 27
Minimum operating lease payments for other assels 32 28 28
Advertising costs 20 83 Al
31  Staff costs
Staff costs dunng the year amounted tor
20N 2010 2009.
Notes $ milhon $ milkon $ milbon
Wages and salanes 930 a7 768
Social secunty costs 99 91 86
Pension costs (including refirement healthcare) 19 64 60 64
Share based payments 24 30 21 18
1,123 989 936
32  Audit Fees - Information about the nature and cost of services provided by auditors
20m 2010 2009
$ mithon $ milion $ milion
Audit servces Group acoounts 1 1 1
Other services.
Local statutory audit pursuant to legislation 2 2 2
Taxation services
Complance services 1 1 1
Adwvisory servces 1 1 1
Total auditors’ remuneration 5 5 5
Ansing
In the UK 2 2 2
Outside the UK 3 3 3
5 5 5

33  Restructurning and rationalisation expenses

In 2011, restructunng and ratonabsaton costs of $40m (2010 —$15m, 2009 — $42m) were Incumed in the twelve month penod to 31 December 2011

Charges of $14m (2010 — $15m, 2009 - $42m) related to the eamings Improvernent progranime
$26m [2010 - $nil) were also incurred, relating mainly to pecple costs assoaated with the stnuctural and prooess changes announced I

August 201
34  Legal provision

In 2011, the Group has established a provision of $23m 1n connection with the

which was completed in the year Charges of

disclosed

nvestigaton by the US Secunties and

Exchange Commussion (“SECT) and Department of Justice ("DOJ" into patential violahons of the U'S Foreign Corrupt Practices Act in the medical

dewces industry

On 6 February 2012 Smith & Nephew announced that d had reached settlement with the SEC and DOJin connechon with this matter  Srith &
Nephew has commtted to pay shghtly less than $23m in fines and profit disgorgement, maintain an enhanced comphance programme, and

appoint an independent monitor for at least 18 months to review and report on its compbance programme
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4 Interest and Other finance costs
41 Interest {payablel/receivable

2011 2010 2009
$ milkon $ milbon $ million

Interest recevable 4 3 2

Interest payable

Bank borrowings (6) 17 {16)
Other (6} ny {26}
(12} {18) 142)

Net interest payable {8) {15 {40)

Interest receivable includes net interest recewable of $1m (2010 - $nit, 2009 - $ril) on interest rate and currency swaps and interest payable
ndudes $nil {2010 — $5m, 2009 - $23m} of net Interest payable on currency and inferest rate swaps  The gross interest recevable on these swaps
was $4m (2010 — $4m, 2009 — $14m} and the gross inferest payable was $3m {2010 — $9m, 2009 — $37m|

42  Other finance costs

201 2010 2009

Notes 3 milhon % milbon % milkon

Retrement benefits Interest cost 9 {66} {64} (1))
Retrement benefits Expected return on plan assels 19 59 55 48
Other 1 n 2
Other finance costs {6) Q) {15

Foreign exchange gains or losses recogrised in the Income statement arose pmanly on the translation of intercompany and third party bomowings
and amounted to a net $3m gamn in 2011 {2010 - net $8m gain, 2009 — net $14m gain) These amounts were fully matched in the income
staternent by the fair value gains or losses on currency swaps {camed at fair value through profit and loss) held to manage this currency nsk

5 Taxation

Accounting policy
The charge for cument taxation is based on the results for the year as adjusted for tems which are non-assessable or disallowed 1tis calautated using
rates that have been enacted or substantively enacted by the balance sheet date The accounting policy for deferred taxahon 1s set out in Note 17

The Group operates in multiple tax unsdictions around the world and records provisions for txation Gabiliies and tax audits when 1t is considered
probable that a tax charge will anse and the amount can be reliably estmated Although Group policy 1s to submit s tax retumns to the relevant tax
authontes as promptly as possitle, at any ime the Group has unagreed years outstanding and s nvolved In disputes and tax audits Significant
1ssues may lake many years 1o resolve. In estmating the probability and amount of any tax charge management takes into account the views of
internal and external adwisors and updates the amount of the provision whenever necessary The ulimate tax bability may differ from the amount
provided depending on nterpretations of tax law, settlement negohafions or changes in legislaon

51  Taxahon charge atinbutable to the Group

EusinessRewew"Strategy,KPs&MnmagamH
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2011 2010 2009

$ mulhion $ milbon $ milhion
Current taxation
UK comoration tax at 26 5% (2010 - 28%, 2009 - 28%) 56 52 50
Overseas tax 214 238 189
Current ncome tax charge 270 290 239
Adjustments in respect of pror penods né {18) (31)
Total current taxation 254 272 208
Deferred taxahon
Ongination and reversal of temporary differences 18 4 7
Changes In tax rates 3 2 -
Adpstments to estmated amounts ansing in pnor penods 3 6 {3
Total deferred taxahion 12 8 110
Total taxation as per the income statement 266 280 198
Deferred taxation in other comprehensive income {24) 7 12
Deferred taxation n equity 2 - {2)
Taxahion attributable to the Group 244 287 208
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Notes to the Group accounts continued

The tax charge was reduced by $17mn 2011 (2010 — $10m, 2009 — $26m} as a consequence of restructunng and rationabsation expenses,
acquisition related costs, amortisation of acquisition intangibles and legal provision

The applicable tax for the year 1s based on the United Kingdom standard rate of corporation tax of 26 5% (2010 - 28%, 2009 —28%} Overseas
taxation 15 calculated at the rates prevaling in the respective junsdictions The average effective tax rate differs from the applicable rate as follows

201 2010 2009
% % %
UK standard rate 265 280 280
Non-deductible/non-taxable tems 05) 02 12
Prior yearitems {16) {15} {4 8)
Tax losses incurred not refieved/[utilised not previously recognised) 03 (02} 01)
Overseas Income taxed at other than UK standard rate 67 48 53
Total effective tax rate 314 313 296

Duning the year the enacted UK tax rate applicable from 1 Apnl 2012 was reduced to 25% and the UK Gavernment announced policy to reduce the
tax rate to 23% across the following three years It is expected that if the stated policy 1s enacted deferred tax credits will anse

6 Eamings per Ordinary Share
Accounting policy

Eamings per share
Basic eamings per share 1s calculated by dividing the profit attnbutable to equity holders by the weighted average number of Ordinary Shares in
1ssue dunng the year, excluding shares held by the Company in the Employees’ Share Trust or as treasury shares

Adjusted earnings per share

Adyusted eamings per share 1s 2 trend measure which presents the long-term profitability of the Group excluding the impact of speafic
transactions that management considers affects the Group's short-term profitability The Group presents this measure to assist investors in their
understanding of trends Adjusted attnbutabie profit is the numerator used for this measure The Group has identified the following tems, where
material, as those to be excluded when amving at adjusted atinbutable profit acquisiion and disposal related tems including amortisation of
acquisition Intangible assets and imparments, significant restructunng events, gains and losses ansing from legal disputes and uninsured losses,
and taxation thereon

The calculations of the basic, diluted and adjusted earmings per Ordinary Share are based on the following eamings and numbers of shares.

201 2010 2009
$ mithon $ millon $ milbon
Eamings
Atinbutable profit for the year 582 615 472
Adjusted attnbutable profit (see below) 664 654 580
Adjusted attnbutable profit
Atiributable profit 1s reconaled to adjusted attnbutable profit as follows
201 2010 2009
Notes $ mithon $ rmilbon $ millon
Attnbutable profit for the year 582 615 472
Acquisttion related costs 3 - - 26
Restructunng and rationalisation expenses 3 40 15 42
Amorhsation of acquisiion intangibles and mpaiments 8&9 36 34 66
Legal provision 23 - -
Taxahon on exduded tems 5 17 {10 {26)
Adusted attnbutable profit 664 654 580
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The numerators used for basic and diluted eamings per Ordinary Share are the same The denominators used for all categanes of eamings for
basic and diluted eamings per Ordinary Share are as follows

2011 2010 2009
Nurnber of shares (milliens)
Basi: wesghted average number of shares 891 888 884
Diutive impact of share opbons outstanding 4 1 1
Diluted wesghted average number of shares 895 889 885
Earmings per Ordinary Share
Basic 65 3¢ 69 3¢ 534¢
Diluted 650¢ 69 2¢ 53 3¢
Adjusted Basic 74 5¢ 73 6¢ 65 6¢
Adjusted Diluted 742¢ 73 6¢ 65 5¢

Share ophons not included in the diluted EPS cakeulaton because they were non—dilutive in the penod totalled 12 9m 2010 - 2 5m, 2009 — 214m)

7 Property, plant and equipment
Accounting policies

Property, plant and equipment

Property, plant and equipment 1s stated at cost less depreciation and provision for impaiment where appropnate Freehold land 1s not deprecated
Freehold buldings are depreciated on a straight-ine basis over Iives ranging between 20 and 50 years Leasehold land and buldings are
depreciated on a straight-ine basis over the shorter of their estimated useful economic lives and the terms of the leases

Plant and equipment 1s depreciated over iives ranging between three and 20 years by equal annual instalments to wite down the assets to their
estimated residual value at the end of their worlang lives Assets In course of construchon are not depreciated until they are brought into use

The useful Ives and residual values of all property, plant and equipment are reviewed each finanaal year-end, and where adjustments are
required, these are made prospectvely

Finance costs relating to the purchase or construction of property, plant and equipment and infangible assets that take longer than one year to
complete are capitalised based on the Group weighted average bomowing costs All other finance costs are expensed as incurred

Impaiment of assets

The carrying values of property, plant and equipment are reviewed for impairment when evenis or changes In arcumstances indicate the camying
value may be mpaired If any such indication exists, the recoverable amount of the asset 1s estimated n order to determine the extent of
impairment loss Where 1t1s not possible to esimate the recoverable amount of an indmdual asset, the Group estimates the recoverable amount of
the cash-generating urut to which it belongs

An asset's recoverable amount 1s the higher of an assef’s or cash-generating unit's farr value less costs to sell and s value-in-use In assessing
value-n-use, its estimated future cash flow 1s discounted to its present value using a pre-tax discount rate that reflects the current market
assessments of the tme value of money and the nsks specific to the asset
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Notes to the Group accounts continued

Land and buildings Plant and equipment oourst: :;

Freehold Leasehold Instruments Other construction Total

$ milhon $ mithon $ milkon $ mithon $ milhon $ milhon
Cost
At 1 January 2010 129 52 889 784 27 1.881
Exchange adjustment ) - 9 - - 7
Addions 1 1 145 48 55 250
Disposals (8} - 181} (43) (3) (135)
Transfers 1 - 2 13) 12) 2)
At 31 December 2010 131 53 964 786 67 2,001
Exchange adjusiment - {n {13} | - 2N
Addihons 4 2 144 32 47 229
Disposals 2} {2 {861 - - (90)
Transfers - - - 72 72) -
Transferred to assets held for sale - - - (5 — {5)
Ai 31 December 2011 133 52 1,009 878 42 2,114
Depreciation and impairment
At 1 January 2010 29 22 575 502 - 1,128
Exchange adjustment 1} - 7 2) - 4
Charge for the year 4 4 130 65 - 203
Disposals (5} m {74} a1 - 21)
Transfers 14 - - {14) - -
At 31 December 2010 41 25 638 510 - 1,214
Exchange adjustment - - 9 (6 - (15)
Charge for the year 4 3 139 71 - 217
Disposals (2} {1 {801 - - (83)
Transferred to assets held for sale - - - (2) - 12)
At 31 December 2011 43 27 688 573 - 1,331
Net book amounts
At 31 December 2011 90 25 3 305 42 783
At 31 December 2010 90 28 326 276 67 787

Land and buildings includes land with a cost of $14m {2010 — $10m} that 1s not subject to depreciation Assets held under finance leases with a net
book amount of $12m (2010 - $14m) are included within tand and buldings and $8m (2010 - $10m) are included within plant and equipment

Group capital expendriture relating to property, plant and equipment contracted but not provided for amounted to $9m (2010 - $15m)

8 Goodwll

Accounting policy

Goodwil 1s not amorhsed but 1s reviewed for impatrment annually Goodwill 1s allocated to the cash-generating unit (‘CGU™ that 1s expected to
benefit frormn the acquistion The recoverable amount of CGUs to which goodwll has been allocated 1s tested for impaiment annually For purposes
of imparment testing, goodwil is allocated to the related CGUs monitored by management, being the business segment level, Orthopaedics,
Endoscopy and Advanced Wound Management

In carrying out impairment reviews of goodwill a number of significant assumptions have to be made when prepanng cash flow projections These
include the future rate of market growth, discount rates, the market demand for the products acquired, the future profitability of acquired
businesses or products, levels of reambursement and success in obtaining regulatory approvals If actual results should differ, or changes in
expectahons anse, impairment charges may be required which would adversely impact operating results [f the recoverable amount of the
cash-generating unit is less than 1is camying amount then an impaiment loss 1s determined to have ooctrred Any impairment losses that anse are
reoognie:r immediately in the iIncome statement and are allocated first o reduce the camyng amount of goodwill and then to the camying amounts
of the other assels
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201 2010
Notes $ milbon $milion
Cost
Al 1 January 1,108 1,100
Exchange adjstment 12) 12
Acquisitions 22 44 -
Transferred to assets hetd for sale 22 (44) -
Adjustment fo contingent consideration - (4
At 31 December 1,096 1,108
Impairment
At January 7 7 =
Transferred to assets held for sale 22 7 - |2
At 31 December - 7 |&
Net book amounts 1,096 1,10
Each of the Group's business segments represent a CGU and include goodwilt as follows
0N 2010
$ milhon $ milhion
Orthopaedics 549 582
Endoscopy 323 280
Advanced Wound Management 224 239

1,096 1,101

In September 2011 and 2010 impairment reviews were performed by companng the recoverable amount of each CGU wath its carrying amount,
including goodwill These are updated durning December, laking inte account significant events that occurred between September and December

For each CGU, the recoverable amounts are based on value-in-use wiich 1s caloulated from pre-tax cash flow projections for five years using data
from the Group's budget and strategic planning process, the results of which are reviewed and approved by the Board These projections exclude
any estimated future cash inflows or outflows expecied to anse from future restructunngs The five-year penod 1s 1n ine with the Group's strategic

planming process
The calculation of value-in-use for the three identified CGUs 18 most sensitive to discount and growth rates as set out below-

The discount rate reflects management's assessment of nsks speaific to the assets of each CGU The pre-tax discount rate used in the
Orthopaedics business 1s 10% {2010 - 11%), for the Endoscopy businesses 115 11% (2010 — 15%) and for the Advanced Wound Management
business it1s 9% (2010 — 10%)

in delermining the growth rate used in the calculation of the value-in-use, the Group considered the annual sales growth and trading profit
margins Projections are based on antiaipated volume and value growth in the markets served by the Group and assumptions as to market share
movements Each year the projections for the previous year are compared to actual results and vanances are factored into the assumptions used
n the current year Growth rates for the five year peniod for the Orthepaedics business vary up to 6% (2010 - 9%}, for the Endoscopy business up
to 13% (2010 — 10%) and for the Advanced Wound Management business up to 8% (2010 - 8%)

Spedfic considerations and strategies taken info account in determining the sales growth and trading profit margin for each CGU arer

~ Orthopaedics - n the Orthopaedic CGU management infends to deliver growth through continuing to focus on the customer, lugh quality
customer service and innovative product development, and through confinuing to mprove efficiencies

— Endoscopy — It 1s management's intent to maintain and grow this CGU as the leading provider of endascopic technicques and technologres for
joint and bgament repair This 1s driven partly through the growing acceptance of Endoscopy as a preferred surgical choice amongst physicians
and patients, product innovation, high quabty customer service, and supporting surgeon educational programmes

— Advanced Wound Management — Management infends to develop this CGU by focusing on the higher added value sectors of exudate and
infechion management through improved wound bed preparation, moist and active healing and negative pressure wound therapy, and by
continuing to improve efficency

Along-term growth rate of 4% (2010 - 4%} n pre-tax cash flows 1s assumed after five years in calculating a terminal value for the Group's CGUs
Management considers this to be an appropnate estmate based on the growth rates of the markets in which the Group operates

Caprtal expenditure represents the Group's expected annual nvestment in property, plant and equipment and other intangible assets Thisis
approximately 8% {2010 — 8%} of annual revenue
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Notes to the Group accounts continued

Management has considered the following sensitviies

~ Growth of market and market share — Management has considered the iImpact of a vaniance in market growth and market share The
value-in-use calcuiation shows that if the assumed long-term growth rate was reduced to nil, the recoverable amount of all of the CGUs
independently would shll be greater than therr carrying values

— Discount rate - Management has considered the impact of an ncrease in the disoount rate applied to the calculation The value-in-use
calautation shows that for the recoverable amount of the CGU to be less than its canrying value, the discount rate would have to be increased
to 31% {2010 - 31%) for the Orthopaedics business 43% (2010 - 43%) for the Endoscopy business and 51% {2010 - 53%) for the Advanced
Wound Management business

9 Intangible assets
Accounting policies

Intangible assets

Infangible assets acquired separatety from a business combination indluding purchased patents, know-how, trademarks, kcences and distnbution
nghts} are inhally measured at cost The cost of intangible assets acquired n a matenal business combination (referred to as acquiston
intangibles) 1s the fair value as at the date of acquisiion Following inihal recognition, intangible assets are camed at cost less any accumulated
amorhsation and any accumulated imparment losses All intangible assets are amortised on a straight Ine basis over their eshmated useful
economic lives The estimated usefut economic ife of an Intangible asset ranges between three and 20 years depending on its nature Intemally
generated iniangible assets are expensed in the Income statement as incurred

Purchased computer software and certain costs of information technology projects are capitalised as intangible assets Software that 1s integral to
computer hardware 1s capialised as plant and equipment

Impairment of assets

The camrying values of infangible assets are reviewed for impaimment when events or changes in arcumstances indicate the carrying value may be
impaired Ifany such indicahon exsts, the recoverable amount of the asset 1s estimated 1n order to detenmine the extent of impairment loss Where
1115 not possible to estimate the recoverable amount of an indwcdual asset, the Group estmates the recoverable amount of the cash-generating
urit to which it belongs

An asset's recoverable amount 1s the higher of an asset's or cash-generating unit's fair value less costs to sell and its value-in-use In assessing
value-In-use, iis estimated future cash flow 1 discounted to its present value using a pre-tax discount rate that reflects the current market
assessments of the tme value of money and the nsks speaific to the asset.

In carrying out mpaiment reviews of intangible assets a number of significant assumptions have to be made when prepanng cash flow
proections These include the future rate of market growth, discount rates, the market demand for the products acquired, the future profitability of
acquredbusinesses or products, levels of reimbursement and success in obtaiming regulatory approvals If actual results should chfer, or changes
In expectations anse, impaiment charges may be requared which would adversely impact operating results
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Patents &
Acqursthon Distribution  Intellectual
intangibles Software Rights Property Total
$ mithon $ mithon $ mithon $ mitbon $ millon

Cost
At 1 January 2010 2317 m 67 N 686
Exchange adjustment 23 1 - - 24
Additons - 32 n 22 65
Disposals - n (25) - {26}
Transfers - 2 - - 2
At 31 December 2010 440 145 53 113 751
Exchange adjustment 14 1 - - 3} o
Addtions - 32 7 53 92 | &
Disposals - {5) - m o 12
Transferred to assets held for sale - {3 - 22} [25)
At 31 December 2011 436 170 60 143 809
Amorhsation and imparment
Al January 2010 159 29 a5 51 274
Exchange adjustment 7 1 - - 8
Charge for the year 34 17 14 3 68 =
Disposals - - (25) - {25)
At 31 December 2010 200 47 24 54 325
Exchange adjustment 2 - - - 2 b
Charge for the year 36 22 10 ¢ 78 ez
Disposals - (3} - i w |&
Transfermed to assets held for sale - n - 10 {1 g
At 31 December 2011 234 65 34 53 386 B
Net bock amounts 4
At 31 December 2011 202 105 26 90 a23 | &
At 31 December 2010 240 98 29 59 426 §
Commitments °

The Group 1s contractually comntted to four milestone payments, which total $60m (2010 — $60m, related to the US approval and
commerciabsation of DURQLANE which may become payable under the terms of the agreement with Q-MED AB signed in June 2006 This
committment will transfer to the Group's new assocate as detatled in Note 22

10 Investments

Accounting policy

Investments, other than those related to associates, are imhally recorded at farr value plus transachon costs on the trade date The Group has

an investment in an entity that holds malnly unquoted equity securities, which by theidr very nature have no fixed maturity date or coupon rate The
nvestment is dlassed as “avallable-for-sale” and camed at farr value The farr value of the mvestment 1s based on the undertying far value of the
equily secunties marketable secunties are valued by reference to closing pnces in the market, non-marketable secunties are eshmated
oconsidenng factors including the purchase pnce, prices of recent significant private placements of secunties of the same 1ssuer and estmates of
Iquidation value The Group assesses whether there is objective evidence that the investment 15 impaired Any objective evdence would indude a
significant or prolonged decline in the farr value of the Investment below its cost Changes in fair value are recognised in other comprehensive
incorme: except where management considers that there is objective evdence of an impairment of the undertying equity secunties, whereupon an
impairment Is recognised as an expense inmediately

Caorporale Govemancel I

20N 2010
% million $ milkon
At 1 January 6 7
imparment (2} (1)
At 3) Decemnber 4 6
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Notes to the Group accounts continued

n Investments 1n associates

Acoounting policy

Investments 1n associates, being those enfities over which the Group has a significant influence and which is neither a subsidiary or a oint venture,
are aocounted for using the equity method, with the Group recording its share of the assoaate s net income and equity The Group's share in the
results of its associates i1s Included in one separate income statement ine and 15 calaulated after deduction of thetr respective taxes

The Group holds 49% of the Austnan entities Plus Orthopedics GmbH and Intraplant GmbH and 20% of the German entrty Intercus GmbH
The following table summanses the finanaal position of the Group's investment in these associates

201 2010
$ milhon 3 million
Share of resuits of associates
Revenue 1 1
Operating costs and taxation {1 fin
Profit after taxation recognised in the iIncome statement - -
Dmdends pad - {1
Net {lossl/profit atinbutable to the Group - n
Investments 1n associates at 1 January 13 13
Exchange adjustment - 1
Irvestments in associates at 31 Decernber 13 13
Investments in associates 1s represented by
Assets 10 1
Liabilibes {1 (2}
Net assets 9 9
Goodwil 4 4
13 13

12 Inventones

Accounting policy

Firushed goods and work-in-progress are valued at factory cost, induding appropnate overheads, on a firstin first-out basis Raw matenals and
bought-in firished goods are valued at purchase pnce All inventones are reduced to net realisable value where lower than cost Inventory acquired
as part of a business acquisiton Is valued at seling price less costs of disposal and a profit allowance for selling efforts

Orthopaedic instruments are generally not sold but provided to customers and distnbutors for use in surgery They are recorded as inventory untl
they are deployed at which painit they are transferred to plant and equipment and depreaated over their useful economic ives of between three
and five years

A feature of the orthopaedic business 1s the high tevel of product inventory required, some of which s located at customer premises and is
available for customers’ immediate use [referred fo as consignment inventory) Complete sets of product, including large and small sizes, have to be
made avallable in this way These outer sizes are used less frequently than standard sizes and towards the end of the product ife cyde are
nevitably in excess of requrements Adustrments to carrying value are therefore required to be made to orthopaedic inventory to anhapate this
situahion These adjustments are calculated in accordance with a formula based on levels of inventory compared with histoncal or forecast usage
This formula 1s applied on an indwvidual product bine basis and 1s first appbed when a product group has been on the market for two years This
method of calculahon 1s considered appropnate based on experience but it rwolves management judgements on effectveness of Inventory
deployment, length of product ives, phase-out of old products and effiaency of manufactunng planning systems

201 2010 2009

$ mithon $ millon $ milbon

Raw matenals and consumables 140 159 157
Work-n-progress 24 23 28
Fimshed goods and goods for resale 695 74 748
859 923 933

Reserves for excess and obsolete mventones were $322m (2010 - $322m, 2009 — $303m) Dunng 2011, $65m was recognised as an expense
withun cost of goods sold resulting frem the wnte down of excess and obsolete nventory (2010 — $66m, 2009 - $92m) The cast of Inventories
recognised as an expense and included 1n cost of goods sold amounted to $991m (2610 - $909m, 2009 - $866m}

No inventory 1s camed at fair value less costs to sell in any year
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13  Trade and other recevables

Accounting policy

Loans and recesvables are camed at amortised cost, less any allowances for uncollectible amounts They are iIncluded in current assets, except for
matunties greater than 12 months after the balance sheet date These are dassified as non-curent assets Loans and other recevables are
classified as ‘Trade and other recevables in the balanoe sheet

The Group manages credit nsk through credit trmits which require authonsahion commensurate with the size of the: irmit and which are regularty
reviewed Crecht lrmit decisions are made based on avattable finanaal information and the business case Significant recevables are regularty
reviewed and monitored at Group level. The Group has no significant concentrahon of credit sk, with exposure spread over a large number of
customers Furthermore the Group's principal customers are backed by government and pubtic or private medical insurance funding, which
histoncally represent a lower nsk of default The maximum exposure to credit nsk at the reporting date 1s the fair value of each class of recevable
The Group does not hold any collateral as secunty

2011 2010 2009
$ mulhion $ million $ milbon
Trade recenvables 936 952 843
Less provision for bad and doubtiul debts i36) (49 (47}
Trade recevables — net (loans and recewvables} 900 %03 796
Denvaives — forward foreign exchange contracts 21 23 13
Other recevables 50 55 71
Amounts owed by associates - - 2
Prepayments and accrued income 66 65 64
1,037 1,046 946
Less non-current portion Trade recenvables - 22) -
Current portion 1,037 1,024 946

All non-current recevables are due within five years from the balance sheet date
Management considers that the carrying amount of trade and other recervables approximates to the farr value

The provision for bad and doubtful debis 1s based on specific assessments of nsk and reference to past default expenence The bad debt
expense (excluding the macrotextured claim} for the year was $42m {2010 - $30m, 2009 - $33m) Amounts due from insurers in respect of the
macrotextured claim of $136m (2010 — $133m, 2009 — $128m are included within olher recenvables and have been prowvided in full

The amount of trade recevables that were past due but not imparred were as follows

201 2010 2009

% million $ mulion % milion

Past due not more than three months 198 168 202
Past due more than three months and not more than six months 51 52 56
Past due more than six months and not more than one year 59 57 46
Past due more than one year 94 59 80
402 336 384

Neither past due nor imparred 534 5616 459
Prowsion for bad and doubtfut debts (36) (49| a7
Trade recevables - net {loans and recevables} 900 903 756

Movements in the provision for bad and doubtful debts were as follows.

Al January 49 a7 40

Exchange adjustment m - 1
Recevables provided for dunng the year 42 30 33
Utibsahon of provision (34) {28 27}
Prowision transferred to assets held for sale {20} - -
At 31 December 35 49 47

in 2011, no trade recewvables from third parties are held under factonng agreements with recourse (2010 - $11m, 2009 ~ $20m} The amounts
disclosed In prior years did not qualify for de-recogniion as the Group retains part of the credit nsk The assocated bability amounted to $4mn
2010 and $12m 1n 2009 and were accounted for as a part of current payables

103

Smith & Nephew Annual Report 2011

Overview

[Slrategy.KPls& Risk management l I

Business Review

Corporate Govemance I

Accounts and other information I



Accounts and other informahon

Notes to the Group accounts continued

Trade recenvables include amounts denominated in the following major curencies

20m 2010 2009
$ mulbion $ milbon $ millon
US Dollar 238 282 281
Sterling 75 72 55
Euro 317 283 280
Other 270 266 180
Trade recevables - net (loans and recewvables) 900 903 796
14 Payables
201 2010
$ milbion $ millon
Trade and other payables due within one year
Trade and other payables 549 584
Dervatives — forward forexgn exchange contracts 12 33
Agquisiion consideration 3 -
564 617
Other payables due after one year
Aoquisition consideration 8 -
The acquisihon consideration due after more than one year 1s expected to be payable as follows $8m in 2014 {2010 - $mil}
15 Cash and borrowings
151 Net debt
Net debt compnses borrowangs and credit balances on currency swaps less cash and bank
201 2010
$ mithon $ millon
Bank overdrafts and loans due within one year 306 57
Long-term bormowings 16 642
Bormowings 322 499
Cash and bank (184) {207)
Net debt 138 492
Borrowings are repayable as follows
Within one Between Between Between Between
year or on one and two and three and four and After
demand twoyears threeyears four years five years five years Total
$ milhon $ mithon $ mibon $ milbon $ mithon $ milton $ mihon
At 31 December 2011
Bank loans 280 1 - - - - 281
Bank overdrafts 23 - - - - - 23
Finance lease babilihes 3 1 2 2 2 8 18
306 2 2 2 2 8 322
At 31 December 2010
Bank loans 41 498 - 126 - - 665
Bank overdrafts 12 - - - - - 12
finance lease habilihes 4 2 2 2 2 10 22
57 500 2 128 2 10 699
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152 Assels pledged as secunty
Assets are pledged as secunty under normal market conditions  Secured borrowings and pledged assets are as follows

20m 2010

$ milhon $ mithon

Finance lease labilihes — due within one year 3 4

Finance lease labilies — due after one year 15 18

Total amount of secured bormowings 18 22
Total net book value of assets pledged as secunty

Property, plant and equipment 20 22

20 22

153 Currency swap analysis

All currency swaps are slated at far value Gross US Dollar equivalenis of $112m (2010 — $61m} recevable and $112m {2010~ $61m] payable have
been netted Currency swaps compnse foreign exchange swaps and were used 1n 2011 and 2010 to hedge ntragroup loans and other menetary
iterms

Currency swaps mature as follows

Overwewl

Amount Amount
recevable payable (—
Currency | &
At 31 December 2011 $ milkon milbon
Within one year
Euro 1 EURT |E
Japanese Yen 20 PY1500 |2
Canachan Dollar a3 CAD 34 %
54
E
Amount Amount | %
recewvable paysble |3
Currency g
At 31 December 2011 million Smibon | g
Within one year: -
Swiss Franc CHF 18 19
Swedish Krona SEK 20 3
Australian Dollar AUD 36 36
s8 [g
o
Amount Amount §
recewvable payable |3
[
Currency | 2
At 31 December 2010 $ million milion | S
Within one year
Japanese Yen 18 JPY 1,500 |
Canadian Dollar 25 CAD24
43 g
K=l
Amount Amount é
recetvable payable ,2
Curmrency o
At 31 December 2010 mithon $ mibon §
Within one year g
New Zealand Dollar NZD 5 4
Australian Collar AUD14 14
18
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Notes to the Group accounts continued

154 Lgudity nsk exposures
The Board has established a set of policies to manage funding

and currency nsks The Group uses denvative financial instruments only to manage
the financal nsks associated with undertying business actviies and their financing

Liquidity nsk 1s the nsk that the Group 1s not able to settle or meet 1ts obligations on time or at a reasonable price The Group's policy 1s 1o ensure
that there 1s sufficient funding and faaliies in place to meet foreseeable borrowing requirements  The Group manages and monrtors bquidity nsk
through regular reporting of curment cash and borrowing balances and penodic preparation and review of short and medium term cash forecasts
having regard to the matunties of investments and borrowing faciliies

Bank loans and ovendrafts represent drawings under total commutted fadhties of $1,259m {2010 — $1,511mj and total uncommutied faciities of $375m
{2010 - $332m) The Group has undrawn committed faclihes of $1,003m (2010 —$884m) Of the undrawn committed facilities, $1,000m expires
after two but within five years (2010 — $7m expired within ane year and $877m after fwo but within five years] The interest payable on borrowings

under commutted facles 15 at floating rate and 15 typically based on the LIBOR interest rate relevant to the term and currency concemed

Borrowings are shown at book value which approximates to farr value

In December 2010, the Company reviewed and replaced its pnnapal bankang facilites ahead of their matunty in May 2012 The Company reduced
1ts $1 bilbon 5-year term loan to $245m as at 31 December 2011 The interest rate for this multi-currency faalbty, at 20 basis points over UBOR, 15
unchanged Smith & Nephew also has an undrawn 5 year $1 bilhon muth-currency revolving facility with an inihal interest rate of 70 basis points
over LIBOR The commitrnent fee on the undrawn amount of the revoling facility 1s 24 5 basis points The Company 1s subject 1o restnciive
covenants under the faalty agreement requinng the Group's ratio of net debt to EBITDA to not exceed 3 0 to 1 and the rato of EBITA to net interest

to not be less than 3 0 to 1, with net debt, EBITDA, EBITA and net interest all being calculated as defined in the agreement These finanaal

covenanis are lested at the end of each half year for the 12 months ending on the last day of the testing period As of 31 December 2011, the

Company was in comphance with these covenants The facility 1s also subject to customary events of default, none of which are currently

anhapated to occur

155 Year-end financial babibhes by contractual matunty
The table below analyses the Group's year-end finanaal babilihes by contractual matunity date, including interest payments and excluding the

wmipact of netting arangerments
within one Between Between
year or on one and two and After

demand two years five years five years Total

$ milbon $ milbon % milbon $ mithon $ miltion
At 31 December 2011
Non-denvative financial habilihes.
Bank overdrafts and loans 305 - - - 305
Trade and other payables 549 - - - 549
Finance lease babilihes 4 3 9 9 25
Derwvative financial babithes
Currency swaps/forward foreign exchange contracts — outflow 1,053 - - - 1,053
Currency swaps/forward foreign exchange contracts — inflow {1,052) - - - (1,052}

859 3 9 9 880
At 31 December 2010
Non-derivative financal habithes:
Bank overdrafts and loans 59 500 130 - 689
Trade and other payables 584 - - - 584
Finance lease babilties 5 4 9 12 30
Denvative financial habilihes:
Currency swaps/forward foreign exchange contracts — outflow 1,008 - - - 1.008
Currency swaps/forward foreign exchange contracts — inflow (1,000} - - - (1,000}
Interest rate basis swaps — gross outflow 2 - - - 2
Interest rate basis swaps — gross inflow (2 - - - {2}
656 504 139 12 1,311

The amounts in the tables above are undiscounted cash flows, which differ from the amounts included in the balance sheet where the undertying

cash flows have been discounted
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156 Finance leases

Accounting policy
Leases are dassified as finance leases when the terms of the lease transfer substantially all the nsks and rewards of ownership to the Group All
cother leases are classified as operating leases

Assets held under finance leases are capitabised as property, plant or equipment and depreciated accordingly The capital element of future lease
paymenis Is nciuded In bormowmngs and terest 1s charged to profit before taxation on a reducing balance basis over the term of the lease

Future minimurm lease payments under finance leases together with the present value of the mintmum lease payments are as follows

OVEMewl

20m 2010

$ milion $ milion
Within one vear 4 5
After one and within two years 3 4
After two and within three years 3 3
After three and wathin four years 3 3
After four and within five years 3 3
Afier five years 9 12
Total rminimum lease payments 25 30
Discounted by imputed interest 7 (8
Present value of mimmum lease payments 18 22
Present value of minimum lease payments can be splt out s $3m (2010 - $4m) due within one year, $7m {2010 - $8m) due between one to five
years and $8m (2010 - $10m) due after five years
16  Financal Instruments and nsk management
Accounting policy
Denvative Finanaial Instruments
Denvative financal instruments are nimially recogrused at fair value on the date a denvative contractis entered into and are subsequently
remeasured at thewr far value at subsequent balance sheet dates The farr value of forward fareign exchange confracts 15 calculated by reference to
current forward exchange rates for contracts with similar maturity profiles The fair value of interest rate swap contracts 1s determined by reference
to market values for smilar instruments and includes counterparty credit nsk.
Changes n the farr value of denvative finanaal instruments that are designated and effective as cash flow hedges of forecast third party and
Intercomparty transachons are recegrused in other comprehensive income until the assocated asset or Lability 1s recogrused  Amounts taken ta

other comprehensive income are transferred to the incorme statement when the hedged transaction affects profit and loss Where the hedged item
is the cost of a non-finanaial asseat, the amounts taken to other comprehensive income are transferred to the inthal camying value of the asset

Currency swaps to match foreign cumency net assets with foreign cumency babiiihes are fair vaiued at year-end Changes in the fair values of
mmﬁm swaps that are designated and effectve as net wivestment hedges are matched n other comprehensive income against changes invalue
of the related net assets

Interest rate swaps transacted to fix interest rates on floating rate bomowings are acoounted for as cash flow hedges and changes in the fair values
resutting from changes in market interesi rates are recognised in other comprehensive Income Amounits taken to other comprehensive iIncome are
transferred to the income statement when the hedged transachon affects profit and loss

Any ineffectiveness on hedging instruments and changes in the fair value of denvative financal Instruments that do not qualify for hedge
acoounhing are recogmsed in the Income statement withun other finance income/icasts} as they anse

Hedge acoounting is discontinued when the hedging instrument expires or is sold, terminated or exerased, or no longer qualifies for hedge
accounting At that point In time, any cumulative gain or loss on the hedging instrument recogrused 1n other comprehensive income: 1s retained
there untl the forecast fransaction occurs i a hedged fransaction is no longer expected to occur, the net cumulatve gain or loss recognised in
other comprehensive Income 1s transferred to the income statement for the penod

161 Foreign exchange exposures

The Group operates in over 90 countnes and as a consequence has transactional and transtational foreign exchange expasure. The Group's pobicy
1S to imit the impact of foreign exchange movements on equity by holding babilihes where practical in the same currenaes as the Group's non

US Dollar assets These biabilihes take the form of either bomowings or currency swaps The Group designates a portion of foresgn cumency
borowings in non-operating units as net invesiment hedges As at 31 December 2011, CHF32m {2010 - CHA125m) of Group bomowings were
designated as net investrment hedges, the movement in the farr value of these hedges attributable to changes in exchange rates s recognised
directly in reserves The farr value of these hedges at 31 December 2011 was $34m (2010 - $134m) It1s Group policy for operating umits not to
hold matenal unhedged monetary assets or babilihes other than in their functional cumencies
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Notes to the Group accounts confinued

Foresign exchange vanations affect trading results in two ways Firstly on transtahion of overseas sales and profits into US Dollars and secondly,
transachonal exposures ansing where some or all of the costs of sale are ncured in a different currency from the sale The pnnaipal transachonal
exposures anse as the proportion of costs in US Dallars, Sterling and Swiss Francs exoeed the proportion of sales in each of these currencies and
comespondingly the proportion of sales in Euros exceeds the proportion of costs in Furos

The impact of currency mevements on the cost of purchases 1s partly mitigated by the use of forward foreign exchange contracts The Group uses
forward foreign exchange contracts, designated as cash flow hedges, to hedge forecast third party and intercompany trading cash flows for
forecast foreign currency inventory purchases for up to one year When a commitment i1s entered 1nto, forward foreign exchange contracts are
nomally used to increase the hedge to 100% of the exposure Cash flows relating to cash flow hedges are expected to occur within twelve months
of Inception and profits and lasses on hedges are expected to enter into the determination of profit within cost of goods sold) within a further
twelve month penod The pnincipal currencies hedged by forward forergn exchange contracts are US Dollars, Euros and Sterling At 31 December
201, the Group had coniracted to exchange within one year the equivalent of $940m {2010 — $944m}

Based on the Group’'s bomowings as at 31 December 2011, if the US Dollar were fo weaken agamnst all currencies by 10%, the Group's net
borrowings would increase by $17m (2010 — $24m) In respect of borrowings held in a different currency to the relevant reporting entity, if the

US Dollar were to weaken by 10% aganst all other cumrenaies, the Group's bomowings would increase by $16m {2010 - $35m) Excluding
bomrowings designated as net nvestment hedges, the increase would be $13m {2010 - $21my, this increase would be fully offset by corresponding
movements in group loan values

If the US Dollar were to weaken by 10% against all other currencies, then the fair value of the forward foreign exchange contracts as at 31 December
2011 would have been $17m lower (2010 - $20m), which would be recogrised through the hedging reserve: Similarty, if the Euro were to weaken
by 10% agamnst all other curenaes, then the fair value of the forward foreign exchange contracts as at 31 December 2011 would have been
$24m higher {2010 — $19m)

A10% strengthening of the US Dollar or Euro against all other currencies at 31 December 201 would have had the equal but oppasite effect to the
amounts shown above, on the basis that all ather vanables remain constant

Since 1t 15 the Group's pelicy to hedge all actual foreign exchange exposures and the Group's forward foreign exchange confracts are designated
as cash flow hedges, the netimpact of transaction related foreign exchange on the income statement from a movement in exchange rates on the
value of forward foreign exchange contracts ts not sigrficant

162 Interest rate exposures

The Group 1s exposed to interest rate nsk on cash, bormrowings and currency swaps which are all at floating rates  The Group uses floating to fixed
nterest swaps ta meet ts abjective of protecting borrowing costs within parameters set by the Board Interest rate swaps are acoounted for as cash
flow hedges and, as such, changes In far value resulting from changes in market interest rates are recognised in ather comprehensive Income,
with the far value of the Interest rate swaps recorded in the balance sheet The cash flows resulting from interest rate swaps match cash flows on
the undertying borrowings so that there 1s no net cash flow from movements in market interest rates on the hedged items At 31 December 2011
the Group had no interest rate swaps at 31 December 2010 interest rates had been fixed on borrowings totatling $98m for a penod of six months
and $112m for a penod of one year

Based on the Group's gross bormowings as at 31 December 2011, f Interest rates were to increase by 100 basis points in all currencies then the
annual net interest charge would increase by $4m (2010 - $5m) Excluding the impact of the Group's Interest rate hedges the iIncrease In the
nterest charge would be $4m {2010 - $7m) A decrease in interest rates by 100 basis points 1n all currencies would have an equal but oppostte
effect to the amounts shown above

163 Credit nsk exposures

The Group limits exposure to credd nisk on counterparties used for financial instruments through a syster of internal credit bimits which, with certan
minor excephions due 10 local market conditions, requare counterparties to have a minimum “A” rating from one of the major ratings agencies The
finanaal exposure of a counterparty 1s determined as the total of cash and deposits, plus the risk on denvative Instruments, assessed as the farr
value of the instrument plus a sk element based on the nominal value and the hstonc volanlity of the market value of the nstrument The Group
does not antiapate non-performance of counterparties and believes it1s not subject to matenal concentraton of credit nsk as the Group operates
within a policy of counterparty tmits designed to reduce exposure to any single counterparty

The maximum credit nsk exposure on denvatives at 31 December 2011 was $21m (2010 — $23m), baing the total debit farr values on forward
foreign exchange contracts, interest rate swaps and currency swaps The maximum credit sk exposure on cash and bank at 31 December 2011
was $184m (2010 - $207m) The Group's exposure to credi nsk 1s not matenal as the amounts are held n awide number of banks in a number of
different counines

Credit nsk on trade receivables 1s detalled in Note 13
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164 Cumency and inferest rate profile of inferest beanng habilities and assets
Short-term debtors and credrtors are excluded from the following disclosures

Currency and Interest Rate Profile of Interest Beanng Liabilties

Ovemewl

Fixed rate habilihes
Weighted Weighted
Floating Fixed average average time
Gross Currency Total rate rate interest for which
borrowings swaps  habithes  bhabithes  habiliies rate  rateisfixed
$ million $ milkon $ milbon $ mithon $ mullion % Years
At 31 December 2011
US Dollar 85 58 143 126 17 71 5
Swiss Franc 35 - 35 35 - 30 2
Euro 126 1 127 126 1 50 2
Other 76 53 129 129 - - -
Total interest beanng habilthes 322 112 434 416 18
Al 31 December 2010
US Dollar 294 18 312 244 68 25 2
Swiss Franc 137 - 137 80 57 06 1
Euro 167 - 167 100 67 10 1
Other 101 43 144 104 40 09 1
Total interest beanng habibhes 699 61 760 528 232

Al 31 December 2011, $18m (2010 — $22m of fixed rate babihes relate to finance leases and $nil (2010 — $210m) relate to hedged borrowings under
the $245m term faality In 2011, the Group also had lizbilihes due for deferred acquisition consideration (denomnated 1n US Dollars, Euro and Yen)
totaling $11m (2010 - $nil, 2009 - $46m) on which no interest was payable (see Note 14) There are no other significant interest bearing finanaal
liabilhes

Fleating rates on labilhes are typically based on the one or three-month LIBOR interest rate relevant to the currency concemed The weighted

‘Sl‘rategy,KPE&Mskmanagenmt '

average inferest rate on floating rate borrowings as at 31 December 2011 was 2% (2010 - 1%)
Currency and Interest Rate Profile of Inferest Beanng Assets
Cash Currency Floating
and bank swaps Totalassets rateassets

$ muthon $ mullion $ mullion 3% mullion

At 31 December 2011

US Dollars 56 56 112 12
Other 128 56 184 184
Totalinterest beanng assets 184 112 296 296
At 31 Decemnber 2010

US Dollars 46 43 89 89
Cther 161 18 179 179
Totalinterest bearing assels 207 61 268 268

Floating rates on assets are typically based on the short-term deposit rates relevant to the cumrency concemed There were no fixed rate assets at
31 December 2011 or 31 December 2010

16 5 Farr value of financtal assets and labilities
For cash and cash equivalents, short-term loans and recevables, overdrafts and other short-term llabilihes which have a matunty of less than three
months the book values approximate the fair values because of their short-term nature

Forward foreign exchange contracts are recorded at farr value These are regarded as Level 2 financal nstruments measured at farr value Level 2
finanaal investments are defined as Valuaton techriques for which all observable Inputs have a significant effect on the recorded fair values,
erther directly or indirectly The Group only has tevel 2 financial instruments measured at far value

The Group enters Into denvative financal Instruments with finanaal institutions with investment grade credit ratings  Denvatives valued using
valuation techmiques with market ohservable inputs are mainly interest rate swaps and forward foreign exchange contracts The most frequently
applied valuahon technigues indude forward pnang and swap models, using present value calcutations The models incorporate vanous Inputs
including the crecht quality of counterparties, foreign exchange spot and forward rates, interest rate curves and forward rate curves
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Notes fo the Group accounts continued

As at 31 December 2011 and 31 December 2010, the mark-to-market value of a denvatve asset posiionis net of a credit valuation adjustment
attributable to denvative counterparty default nsk. The changes in counterparty credit nsk had no matenal effect on the hedge effectiveness for
dervatives designated in hedge relationships and other financial instruments recogrised at farr value

Long-term borrowings are measured In the balance sheet at amortised cost As the Group's long-term bormowangs are not quoted publidy and as
market prces are not available therr fair values are eshmated by discounting future contractual cash flows to net present values at the cument
miarket interest rates avallable to the Group for smilar financal instruments as at the year-end At 31 December 2011 and 31 December 2010, the
fair value of the Group's long-term borrowing was not matenally different from amortised cost

17 Deferred taxaton

Accounting policy
Deferred taxation i1s accounted for using the balance sheet bability method in respect of temporary differences ansing between the camying
amount of assets and babibhes in the accounts and the comesponding tax bases used in computation of taxable proft

Deferred tax babilihes are recogmsed for all taxable temporary differences except in respect of investments in subsidianes where the Group1s able
o control the: ining of the reversal of the temporary difference and 1 1s probable that fris will not reverse n the foreseeable future; on the mihal
recognition of non-deductible goodwill, and on the initial recognition of an asset or liability n a transachon that is not a business combination and
that, at the tme of the transachon, does not affect the accounting or taxabtle profit.

Deferred tax assets are recognised fo the extent that it 1s probable that future taxable profit will be available against which the temporary difference
czn be uthsed Therr camying amount 1s reviewed at each balance sheet date on the same basis

Deferred tax is measured on an undiscounted basis, and at the 1ax rates that have been enacted or substantively enacted by the balance sheet
date that are expected to apply in the penods in which the asset or lability 1s settled it 1s recogrused in the income statement except when it relates
to items credited or charged directly fo other comprehensive income or equity, In which case the defermed tax 1s also dealt with 1n other
comprehensive Income or equity respectively

Deferred tax assets and babilities are offset when they relate to income taxes levied by the same taxahion authonty, when the Group intends to
settle its current tax assets and babilihes on a net basis and that authonty permits the Group to make a single net payment

m 2010
$ mithon $ millon
Deferred tax assets 223 224
Deferred tax babilities 166) {69)
Net position at 31 December 157 155
The movement in the year in the Group's net deferred tax position was as follows
201 2010
Notes %S milbon $ million
A1 January 155 71
Exchange adjustment {1} 8
Movement 1n Income statement - current year {15} (4}
Movement In income statement — pnor years 3 {4}
Moverment in other comprehensive income 24 7
Moverment in shareholders’ equity {2) -
Transfers 7 -
At 31 December 157 155
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Movements in the main components of deferred tax assets and babiihes were as follows

Retirement Macro-
benefit textured
obhgation claim Other Total
$ million $ milkon $ mllion $ milbon
Deferred tax assets
At January 2010 54 52 96 202
Exchange adjustment - - 1 1
Movement Inincome staternent — current year (51 - 18 13
Movernent i income stalement — prior years - - {1l (m
Movement in other comprehensive iIncome & - - 6
Transfers ) - 4 3 s
At 31 December 2010 54 52 118 7224 |%
Exchange adjustment - - 2 2 |3
Movement i income statement ~ current year (7 - (1 (18]
Movement in income statement — prior years - - 2 2)
Movement in other comprehensive Income k] - - 31
Charge to equity - - {1 1l
Transfers 1 - (10) (%)
At 31 December 2011 79 52 92 223 —=
The Group has unused tax losses of $29m (2010 — $21m) available for offset against future profits A deferred ax asset has been recogrised in Ea
respect of $Im (2010~ $1m) of such losses No deferred lax asset has been recognised on the remaining unused tax losses as these are not 8
expected to be realised in the foreseeable future Z
Accelerated tax Intangible g
depreciation assefts Other Total 2
$ milbon $ mullon $ milhon $ milon g
Deferred tax habihties =
A1 January 2010 35} (34) 38 6y | &
Exchange adjustment 2 (1 3l 2 | &
Movement in income statement —current year 2 4 {23) nz 1§
Moverment in income slatement - prior years 1 1 {5) 3l | g
Mavement in other comprehensive income - - 13 13 |™
Transfers 5 3 (3 13)
At 31 Decernber 2010 (25) 33) i {69
Exchange adjustment 1 - - 1
Movement in income staternent — current year 3 5 {5) 3 [a
Movement 1n income staterment — pnor years 2 - 7 5 E
Movement in other comprehensive income - - 7 7 1
Charge fo equity - - m (1 %
Transfers 15) 1 6 2 'g
At 31 Decernber 201 (28) [27) 1A] 66l 135
g
€
K=3
=
2
3
2
&
2
=
I
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Notes to the Group accounts continued

18 Prowisions and contingencies

Accounhing policy

In the normal course of business the Group 15 volved in numerous legal disputes Provision is made for loss contingencies when itis deemed
probable that an adverse outcome will oceur and the amount of the: loss can be reascnably estimated Where the Group 1s the plaintffin pursuing
clams aganst third parties legal and assoaiated expenses are charged to the income statement as incurred Contingent assets are not recogrised
in the accounts unless they are virtually certain of being reahsed

The recogniiion of provisions for legal disputes 1s subject to a significant degree of estimaticn in making its estimates management takes into
account the advice of Internal and external legal counsel. Provisions are reviewed regularly and amounts updated where necessary to reflect
developments in the disputes The ulimate hability may differ from the amount provided depending on the: outcome of court proceedings and
sefflement negohations or as new facts emerge

A provision for onerous contracts 1s recognised when the expected benefits fo be denved by the Group from a contract are lower than the
unavoidable cost of meeting its obbigations under the contract For the: purposes of calculating any onerous lease provision, the Group has taken
the discounted future: lease payments, net of expected rental income Before a prowision 1s established, the Group recognises any mpairment loss
on the assets assocated with that contract

181 Provisions
Rationalisation Legal and
provisions other provision Total
$ milkon $ mithon $ milhon
At 1 lanuary 2011 14 96 110
Charge to income statement 22 44 66
Utllisatiorv/Released {10} (43) {53}
Al 31 December 2011 26 97 123
Prenisions — due within one year 26 52 78
Provisions — due after one year - 45 45
At 31 December 2011 26 97 123
Provisions — due within one year 14 23 37
Provisions — due after one year — 73 73
At 31 December 2010 14 96 110

The prnaipal prowisions within ratonalisation provisions retate to the rahonalisation of operational sites {mainly severance and legal costs)
ansing from the legacy eamings improvement programme and people costs asscciated with the structural and process changes announced
1 August 2011

Included within the legal and other provision 1s

— $17m (2010 - $20m) relahng fo the declination of Insurance coverage for macrotextured knee revisions [see Note 168 2)

— $23m {2010 ~ $nll in connection with the previously disclosed investigation by the US Securties and Exchange Commission (*SEC™) and
Department of Justice {*DOJ™) nto potental wolations of the US Forergn Corrupt Practices Act in the medical devices ndustry  On 6 February
2612, Srrith & Nephew announced that ¢ had reached setflement with the SEC and 001 1n connection with this matter  Srith & Nephew has
committed to pay approximately $23m in fines and profit disgorgement, maintain an enhanced complance programme, and appaoint an
independent monitor for at least 18 months to review and report on its compliance prograrmme

— The rematning balance largely represents provisions for vanous lingation and patent disputes
All provisions are expected to be substantatly uhlised within three vears of 31 December 2011 and none are treated as financial instruments

182 Contingencies

The Company and its subsidianies are parbies lo vanous legal proceedings, some of which include daims for substantial damages The outcome of
these proceedings cannot readily be foreseen, but management bebieves nene of them will result in a matenal adverse effect on the finanaial
posifion of the Group The Group provides for outocomes that are deemed to be probable and can be reliably eshmated There is no assurance that
losses will not exceed provisions or will not have a sigmificant impact on the Group's results of operahons in the penod 1n which they are realised

In August 2003, the Group withdrew voluntanly from all markets the macrotextured versions of its OXINIUM femoral knee components A number
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of related daims have been filed, most of which have been settled The aggregate cost at 31 December 2011 related to this matter 15 approximately
$214m The Group has sought recovery from its primary and excess insurers for ¢osts of resolving the daims The pnmary insurance camer has
paid $60m n full settlement of its policy bability However, the excess camers have denied coverage, ciing defences relating to the wording of the
Insurance poticies and other matters In December 2004, the Group brought suit against them in the US District Court for the Westem District of
Tennessee, and tnal 1s expected to commence in 2013 An additional $22m was receved from a successiul setilement wath a third party

A charge of $154m was recorded 10 2004 for anticipated expenses in connechon with macrotexture claims  Most of that amount has since been
apphed to settiements of such claims Management betieves that the $17m provision remaining 1s adequate to cover remaning claims Given the
unceriainty inherent in such matters, there can be no assurance on this point

The Group I1s engaged, as both plaintiff and defendant, in bihigation with various competitors and others over claims of patent iInfingement and, in
some cases, breach of bicence agreement These disputes are being heard in courts in the United Slates and other junsdictions and also before
agenaes that examine patents Outcomes are rarely certain with costs and settlements often significant

19 Retrement benefit obligations

Accounting policy

The Group's major pension plans are of the defined benefit type For these plans, the employer’s portion of past and curent service cost 1s
charged to operating profit, with the interest cost net of expected return on assets in the plans reported within other finance Income/(costs)
Actuanal gains or losses are recognised in full directly in other comprehensive Income such that the balance sheet reflects the plan's surpluses or
defiats as at the balance sheet date

The defined benefit obligation 1s caleulated annually by external actuanes using the projected unit credit method The present value of the
defined benefit obligation 1s determined by discounting the estmated future cash fiows using interest rates that reference high-quality corporate
bonds that are denominated in the currency in which the benefits will be paid and have terms to malurity approximating to the terms of the
related pension bability

A number of key assumptions have to be made in calculating the farr value of the Group's defined benefit pension plans These assumptions
impact the balance sheet assets and liabilhes, operating profit and finance income/{costs) The most cntical assumphons are the discount rate, the
rate of inflation and morality assumpticns to be applied to future pension plan labilties The most Important assumption for the plan assets 1s the
future expected retumn In determining these assumphions management takes into acoount the advice of professional external actuanes and
benchmarks its assumptions against extemal data

Where defined contribution plans operate, the contnbutions to these plans are charged to operating profit as they become payable.

191 Retirement benefit obligations
The Group's retirement benefit obligahons compnse-

201 2010
$ milkon $ rmilion
funded Pians.

UK Plan 24 59
US Plan 168 110
Other Plans fi) 33 36
225 205

Unfunded Plans
Other Plans () 24 22
Retrement Healthcare 38 35
287 262

fi The analysis n this note for “Other Plans™ comibines both the funded and unfunded retwerment benefit obbgations

The Group sponsors pension plans for iis employees in most of the countnes n which it has major aperating companies Pension plans are
eslablished under the laws of the relevant country Funded plans are funded by the payment of contnbutions to, and the assets held by, separate
trust funds or iInsurance companies In those countnes where there I1s no compary-sponsored pension plan, state benefits are considered
adequate Employees’ retirement benefits are the subject of regular management review The Group's major defined benefit pension plans in the
UK and US were dosed to new employees in 2003 and replaced by defined contnbution plans

Defined benefit plans provide employees with an entilement to retirement benefits varying between 1 3% and 66 7% of final salary on attainment
of retirement age The level of entiffernent is dependent on the years of senvice of the employee

The present value of the defined benefit obligation and the related current senvace cost are measured using the projected unit method Under the
projected unit methed, the current service cost wall increase as the members of the defined benefit plans approach refirement The prnaipal
actuanal assumptions used by the Independent qualified actuanes in vahang the major plans 1n the United Kingdom {"UK Ptan}, the United States
["US Plan™ and all other plans ("Other Plans™} and a breakdown of the pension costs charged to Income are as follows
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Notes to the Group accounts continued

192  Ponapal actuanal assumptions

20n 2010 2009
% per annum

UK Plan
Drscount rate 49 55 57
Expecled retum on plan asses (i 51 59 64
Expected rate of salary increases 51 55 56
Future pension increases 31 35 36
Inflation RP1) 31 35 36
inflahon (CPY) 21 30 N/A
tife expectancy of malke aged 60 (in years) 286 282 281
Life expeciancy of male aged 60 1n 20 years’ tme (in years) 310 315 313
USPlan
Discount rate 46 56 60
Expected retum on plan assets (i} 71 75 75
Expected rate of salary ncreases 45 47 47
Future pension increases - - -
Inflation 25 27 27
Ufe expectancy of male aged 60 {in years) 228 228 230
Life expectancy of male aged 60 n 20 years' tme (in years) 245 247 258
Other Plans
Dhscount rate {ii) 39 42 46
Expected return on plan assets (i} (1) 45 51 50
Expected rate of salary increases (i) 33 30 a3
Future pension increases (i) 22 23 19
tnflahon fi} 19 21 10

it The assumption for the expected refum an plan assets has been detemmined using a combinanon of past expenence mnd market expectaiions
{it Cther Plans actuanal assumpstions are presented on a werghted average basis and indude all funded and unfunded plans

193  Pension costs (Including retirement healthcare)

2om 2010 2009

$ million $ millon 3 milhon

Current service cost —employer's portion 28 26 26

Other finance cost 66 64 61
Expected retum on assets in the plan {59} {55) {48}
Net defined benefit pension costs 35 35 39
Net defined contnbution pension costs 29 25 25
Total pension costs charged to profit before taxation 64 60 64

Of the $64m {2010 — $60m, 2009 - $64m) net cost for the year, $57m (2010 — $51m, 2009 — $51m} was charged to operating profit The mnterest
cost and expected retum on plan assets are reported as other finance costs

The total cost charged to Income n respect of the Group's defined contributian plans represents contributions payable to these plans by the Group
at rates specified in the rules of the plans As at 31 December 2011, there were $ril outstanding payments due fo be pard over to the plans (2010
- $nil, 2009 - $nil)
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194  Actuanal {lossesl/gains recognised in Group Statement of Comprehensive Income

201 2010 2009

$ million $ milkion $ miltion

Expenence gains in pension scheme assets 9 34 A
Expenence gains on scheme habilhes - 21 17
Losses due to changes In assumptions undertying scheme abibties 79 {29) (47)
7o) 26 41

The actuanal losses of $70m (2010~ gain of $26m, 2009 - gain of $41m) were reported I the statement of other comprehensive income making
the cumudative charge to date $298m (2010 — $228m, 2009 — $254m}

The contnbutiens made 1n the year n respect of defined benefit plans wene: UK Plan $37m (2010 - $37m, 2009 — $19mj, US Plan $30m (2010 — $20m,

2009 - $14m), and Other Plans $9m {2010 - $8m, 2009 - $8mi The agreed contributans for 2012 1 respect of the Group's defined benefitplansare. [ 2
$37m for the UK Plan (indluding $29m of supplementary payments), $27m for the US Plan and $7m for other defined benefit plans z
195  Scheme assels S
The amount included i the balance sheet ansing from the Group's obligatans n respect of its defined benefit retirement plans and the expected
rates of refurn on investments were:
UK Plan US Plan Other Plans
Rate of Value Rate of Value Rate of Value ——
Retum % $ rilbon Retum % $ milhion Retumn % $ mithon
31 December 2011
Equities 72 248 88 196 82 6 £
Bonds 32 353 30 93 33 a2 | &
Other 67 55 23 9 45 61 g
Market value of assets 656 298 109
Present value of defined benefit obligations ({680} 466} 1166) g
L7
Defiet non-current bability recognised in |
the balance sheet (24) (168} (570 | &
31 December 2010 <
equihes 74 324 84 192 a3 33 %
Bonds 40 262 42 70 45 33 a
Property - - - - 58 5
Other 41 g 28 10 41 29
Market velue of assels 395 272 100
Present value of defined benefit obligatons 654) 1382} 158) ==
Defiat non-current liability recogrused n g
the balance sheet 59} {110} i58) | &
3
The following tables set out the pension plan asset allocations in the funded UK, US and Other Plans as at 31 December for the last two years §
UK Plan US Plan Other Plans 3
% 2011 2010 2011 2010 201 2010
Asset Category: c
Equity secunties 38 55 66 71 6 33 |3
Debt securties 54 44 3 26 38 33 |5
Property - - - - - 5 |E
Other 8 1 3 3 56 29 |5
Total 100 100 100 100 100 100 | B
3
=]
I
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Notes to the Group accounts continued

A reconabation of the farr value of plan assets 1s shown in the following tables

Other  Retwement
UK Plan us Plan Plans  Healthcare Total
$ rmilhon % rthon $ mithon % mullion $ mallion
Farr vaiue of plan assets at 1 January 2010 534 234 87 - 855
Expected retum on plan assets 33 17 5 - 55
Seftiernents to members - - 2} - i2)
Expenence: gains/llosses) on plan assets 26 1 (3) - 34
Plan partiapant contnbutions 2 - 6 - 8
Company contnbutions 37 20 8 - 65
Benefits paid 2n 104 5 - (36}
Exchange adjustment {16) - 4 - 12)
Farr value of plan assets at 31 December 2010 595 272 100 - 967
Expected retum on plan assets 35 19 5 - 59
Expenence gains/llosses) on plan assels 20 112} 1 - g
Plan paricipant contnbutions 1 - 3 - 4
Company contrbutions 37 30 9 - 76
Benefits pad {23 11k (6 - (40}
Exchange adjustment i9) - 13} - 12
Farr value of plan assets at 31 Decernber 2011 656 298 109 — 1,063
196  Present value of defined beneft obligations
Areconabanon of the present value of defined benefit obhgations 1s shownin the following 1ables
Other  Rehrement
UK Plan US Plan Plans  Heslthcare Total
$ milhon $ million $ rmihon $ million $ milbon
Present value of defined benefit obligations at 1 January 2010 668 343 137 29 1177
Current service cost g 8 9 - 26
Settlements to members ~ - (2 - {2}
Other finance cost 36 20 6 2 64
Expenence (gains)/losses on plan labilies 21 2 2) - 21
Lesses on change of assumptions 1 9 4 5 29
Plan parhcipant contributions 2 - 6 - 8
Benefits pad 121 {10) 5] n 137}
Exchange adjustment {20 - 5 - {15
Present value of defined benefit cbligations
at 31 December 2010 654 382 158 35 1.229
Current senvice oost 10 9 9 - 28
Other finznoe cost 36 21 7 2 b6
Expenence losses/(gains) on plan iabilites 6 m (3 2) -
Losses on change of assumptions 6 66 2 5 79
Plan partiopant contnbuhons i ~ 3 - 4
Benefits paid (23 m i6) - (40}
Benefits pard directly by employer {1 - - {2] 3
Exchange adjustrent (9} - (4) - (13)
Present value of defined benefit obligations
at 31 December 2011 680 466 166 38 1,350
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197 History of experience adjustments
The tistory of expenence adjustments is as follows

Experience (losses)/gamns Expenence gans/llosses)

Present value on plan babilies on plan assets
of Defined Percenta; Percenta
beneft  Fairvalue of Defictin  Amount- of p{agﬁ Amount - of plgﬁ
obhgations  plan assets plan gamn/loss) habibities gaml(!ossl assets
$ milbon $ milbon $ milbon % million % $ milbon %
Al 31 December 2011
UK Plan (680} 656 (24) (e 1 20 3
US Plan [466) 298 {168) 1 - {12) 4
Cther Plans 166} 109 157) 3 2 1 1
At 31 December 2010
UK Plan [654) 595 (59) 21 3 26 4
USPlan [382) 272 (110 2} - n 4
Other Plans (158) 100 {58} 2 1 {3} 3
Al 31 December 2009
UK Plan {668) 534 {134) 10 2 36 7
USPlan {343) 234 {109) - - 34 15
Cther Plans 137 87 {50) 7 5 1 1
Al 31 December 2008
UK Pan [516) 416 100} 1 - (126} 30
USPan {337} 180 {157} (5} 1 {100} 56
Cther Plans 1141} 76 65} 5 4 10} 13
At 31 December 2007
UK Plan 753) 673 {(80) - - 8 1
US Plan 283} 256 (27} 1 - (51 2
Other Plans (145} 98 147) {1} 1 12 12

The Group recharges the UK pension plan with the costs of administration and independent advisers The amount recharged in the year was $2m
{2010 ~$2m, 2009 - $2m} The amount recemvable at 31 December 2011 was $nil (2010 — $nil, 2009 — $nill

198 Retrement healthcare

The cost of providing healthcare benefits after retirement 1s determined by iIndependent actuanes The principal actuanal assumptions in
determining the cost of providing healthcare benefits are those in the UK and the US and are as follows

20n 2010 2009
% per annum UK us UK us UK us
Discount rate 49 44 55 56 57 60
Medical cost inflation 70 80 70 80 70 80

A one percentage point change Int the rate of medical cost inflahon would not affect the accumulated retirement benefit obligations, or the aggregate of
the current service and interest costs, of the UK or US plans in 2011 by more than $2m (2010 — more than $2m, 2009— more than $2m)

For the US the retirement healthcare cost trend for 2012 1s expected to be 3 4% above the discount rate Thereafter the healthcare cost trend rate 1s
assumed to decrease by 0 5% per year to an uitimate rate of 5% For the UK it will remain flat at 7%
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Notes to the Group accounts continued

20  Equity
201 Share capital
Ordinary Shares Deferred Shares
(200 (£100) Total

Thousand $ milbon Thousand $ million $ milhon
Authonsed
A1 31 December 2009 1,223,591 245 50 - 245
At 31 December 2010 1,223,591 245 50 - 245
Al 31 December 2011 1,223,591 245 50 - 245
Allotted, issued and fully paid
At 1 January 2009 949 890 150 50 - 190
Share ophons 1,131 — - - -
A 31 Decernber 2009 951,021 190 50 - 190
Share options 1816 1 — — 1
Al 31 December 2010 952,837 191 50 - i
Share gptions 1,991 — — - -
At 31 December 2011 954 828 191 50 - 191

The deferred shares were 1ssued in 2006 1n order to comply with English Company law They are not bsted on any stock exchange and have
extrernely brited nghts and effectively have no value These nghts are summansed as follows

— The holder shall not be entiled to participate in the profits of the Company;

- The holder shall not have any nght to partiapate m any distnbution of the Company’s assets on a winding up or other distnbution except that
after the return of the norminal amount paid up on each share I the capital of the Company of any class other than the Deferred Shares and the
distnbution of a further $1,000 in respect of each such share there shall be distributed to a holder of 2 Deferred Share lfor each Deferred Share
held by timj} an amount equal to the nominal value of the Deferred Share,

— The holder shall not be enfitied to receive notice, attend, speak or vote at any general meefing of the Company; and

- The Company may create, allot and issue further shares or reduce or repay the whole or any part of its share capital or other capital reserves
without obtaining the consent of the holders of the Deferred Shares

The Group's objectwes when managing capiial are to ensure the Group has adequate funds to continue as a going concem and sufficient flexbibty
within the capital structure to fund the on-going growth of the business and to take advantage of business development cpportunihes induding
acquisitions

The Group determines the amount of capital taking nto account changes n business nsks and future cash requirements The Group reviews its
caprtal sfructure on an on-going basis and uses share buy-backs, dvdends and the issue of new shares to adjust the retained capital

The Group considers the capifal that it manages to be as follows

20Mm 2010 2009

$ milbon $ millron $ mitlion

Share capital 191 191 190
Share premium 413 396 382

Treasury shares {766) 778} 794)
Retamed earmings and ather reserves 3,349 2,964 2,401
3,187 2773 2,179
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202 Treasury shares

Treasury shares represents the holding of the Company’s own shares in respect of the Smith & Nephew Employee’s Share Trust and shares
bought back as part of the share buy-back programme, which was suspended in 2008

The Smith & Nephew 2004 Employees’ Share Trus! [ Trust™) was established to hold shares relahing to the long-term incentive: plans referred toin
the “Directors’ Remuneration Report™ The Trust 1s administered by an independent professional trust company resident in Jersey and 1s funded by
a loan from the Company The cost of the Trust is charged to the income statement as it accrues A partial dvidend warver 1s in place in respect of
those shares held under the long-term incentive plans The trust only accepts dividends in respect of nil-cost options and defermed bonus plan
shares The waver represents less than 1% of the total dwdends paid

The movements in Treasury shares and the Employees’ Share Trust are as follows

Employees’
Treasury Share Trust Total
$ milbon % milhon $ milhon ]
Al | January 2010 793 1 794 §
Shares purchased - 5 5
Shares transferred from treasury {19 19 -
Shares transferred to group beneficaries 15) é) 21}
At 31 December 2010 769 9 778
Shares purchased - 6 6
Shares transferred from treasury (4 14 - —
Shares transfermed to group beneficaries {51 h3) na |g
At 31 December 2011 750 16 766 §7
No of shares No of shares Noofshares [|Z
milhon milfion milion g
At 1 January 2010 647 a1 648
Shares purchased - 06 06 g
Shares transferred from treasury {16 16 - B
Shares transferred to group beneficanes {0 4) {15 (1%} §
Al31 December 2010 627 08 635 [&
Shares purchased - 06 06 |&
Shares transferred from treasury {11) 11 - 15
Shares transferred to group beneficanes 04 nmn {15
A} 31 December 2011 612 14 626
203 Dwvdends —-—§
2011 2010 009 |E
$ milbon $ million $ milbon §
The following dnvidends were dedared and paid in the year- 8
Ordinary final of 9 82¢ for 2010 (2009 — 8 93¢, 2008 — 8 124} g
paid 19 May 2011 88 79 72
Ordinary intenm of 6 6¢ for 2011 (2010 - 6 00¢, 2009 - 5 46¢)
pad 1 November 2011 58 53 48
146 132 120 |§
A final dwdend for 2011 of 10 80 US cents per Ordinary Share was proposed by the Board on 1 February 2012 and will be paid, subject to é
shareholder approval, on 9 May 2012 to shareholders on the Register of Members on 20 Apnl 2012. The estmated amount of this dvdend on 2
22 February 2012 was $96m. '§
o
£
]
8
<
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Notes to the Group accounts continued

21 Cash Flow Statement
Accounting policy

In the Group Cash Flow Staternent, cash and cash equivalents indudes cash in hand, deposits held with banks, other short-term biquid investrments
with onginal matuniies of three months or less and bank overdrafts In the Group Balance Sheet, bank overdrafts are shown wathin bank overdrafts

and loans under current babibihes

Analysis of net debt
Borrowmgs
due wathin due after Net currency
Cash Overdrafts one year one year swaps Total
$ milllon $ mihon $ mullion $ mithon $ milhion $ milhon
At 1 January 2009 145 (23} {92 (1,358} {4) {1,332}
Net cash flow 38 6 66 288 12 410
Exchange adjustment 9 m (1] (20) {8) 21
At 31 December 2009 192 {18} {27) {1,090) - 943}
Net cash flow 9 [ {17) 437 3 438
Exchange adjustment 6 - n 1 {3) 13
At 31 December 2010 207 (12} 145) (642) - {492}
Net cash flow 21 112) 252 140 1 360
Other non-cash changes - - 517) 517 - -
Exchange adjustment (2) 1 27 131) m (6}
At 31 December 2011 184 (23} (283) {16 - (138]
Reconciliation of net cash flow to movement in net debt
2011 2010 2009
$ milion $ milion $ milbon
Change 1n cash net of overdrafts in the year (33) 15 44
Settlement of currency swaps 1 3 12
Net change in borrowings 392 420 354
Change In net debt from net cash flow 360 438 410
Exchange adjustment {6) 13 {21
Change in net debt in the year 354 451 389
Opening net debt (492) (943} (1,332)
Closing net debt (138) 492 1943}
Cash and cash equivalents
For the purposes of the Group Cash Flow Statement cash and cash equivalents at 31 December compnse cash at bank and in hand net of bank
overdrafis
20M 2010 2009
$ milbon $ million $ milbon
Cash at bank and » hand 184 207 192
Bank overdrafts (23) 02 {18)
Cash and cash equivalents 161 195 174

22 Acquisittons and assets held for sale
Accounting polcy

On acquisthen, identifiable assets and labilives induding contingent batlibes) of subsidanes and associates are measwred at thetr far vatues at
the date of acquisiion using the acquisihon method The farr value of assets includes the taxation benefits resulting from amortisation for ncome
taxation purposes from which a third party separately acquinng the assets would reasonably be expected to benefit Goodwill, representing the

excess of purchase consideration over the Group's share of the fair value of net assets acquired, 1s capitabised

No “acquiston retated cosls” were Incurred n 2011 or 2010 in 2009, $26m of acquisiion costs retated 1o the mtegration of the Plus business
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221 Acquistions

Year ended 31 December 2011

On 23 June 2011, Smith & Nephew acquired 100% of the voling nghts of Tenet Meccal Engineenng, Inc for an iitial payment of $35m, a further
payment of $2 5m, deferred for 18 months, and up to $14 5m based on the achieverment of future revenue milestones The costis assessedas
$46m, being the farr value of the probable consideration

Pre-acquisition

canying Farr value Fair value

amounts adustments to Group

$ milhon $ milhon % milbon
Trade and other receivables 2 - 2
inveniones 1 - 1
Trade and other payables {3l - {3)
Cash 2 - 2
Net assels 2 - 2
Goodwill on acquisiion 44
Cost of acquisiion 46
Discharged by
Cash 35
Deferred consideration 3
Contingent consideration 8
Total consideration 46

As the Group was the only matenal customer of Tenet Medical Engineenng Inc , no coninbution to reverue was achieved in 2011 The post-
acquisiion contribution to attnbutable profit for 2011 was immatenal

Year ended 31 December 2010
In the year ended 31 December 2010 there were no acquisitions

Year ended 31 December 2009

Plus Orthopedics Holdings AG

In January 2009, the Group reached an agreement with the vendors of Plus to reduce the total onginal purchase pnee by CHF159m As part of the
agreement the Group dropped all its claims and released the vendors from substantally all of the remaining warranhes under the onginal purchase
agreement as well as resoving the contractual pnce adjustments

Nucryst Pharmaceuticals, Corp

On 22 December 2009, the Group acquired substantially alt of the assets and tabiibes of Nucryst Pharmaceuticals, Corp, which manufactures and
licences exclusively to the Group our range of ACTICOAT products, using its nanocrystalline siver technology, SILCRYST

Under the agreement the Group acquired the manufactunng assets from Nucryst's operations in Canada and intellectual property nghts relating to
the nanocrystalline siver technology used in the manufacture of ACTICOAT product range MNucryst has manufactured ACTICOAT products for
Smith & Nephew since the Group's ascquisttion of the product nght in 2001

Far value

Pre-acquisttion to Group

camrying Far value reported

amounts adjustments in 2009

$ milbon $ rilion $ milhon

Property, plant and equipment 10 4 &
intangible assels — acquistion Intangibles - 12 12
Inveniones 4 _ 4

Trade and other payables m - {1}
Deferred taxahon - i 1
Net assets 13 9 22
Goodwill on accunsiion 3
Cost of acquisition 25

Discharged by

Cash 25
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Notes to the Group accounts continued

Management believes that goodwill represents the value of the workforce and synergies that are expected to anse from the combined group
As the Group was the only matenal custormer of Nucryst Pharmaceuticals, Corp . no contnbution to revenue was achieved 11 2009 The post-

acquisition contnbution to atinbutable profit for 2009 was iImmateral

222 Assets held for sale
The Group has classified following assets as held for sale

20m 2010

$ milkon $ milbon

Goodwill 37 -
Infengible assets 14 -
Property, plant and equipment 3 -
Deferred fax assets 7 _
Inventory 15 -
Trade and other recevables 49 -
125 -

Liabiihies directly associated with assets held for sale 19 —

The Group has announced its intention to dispose of the Climical Therapies business to an entity in which Smith & Nephew will retain an investment
as anassocate The assets and babiihies of the Clinical Therapies business have been classified as held for sale, therr net reabisable value 1s
estimated to be greater than their net book value In 2011, this business contnbuted $237m to revenue and $48m to tracing profit The transaction
15 expected to complete dunng the first half of 2072 On completion of this transaction, the Group expects to recognise a proht before laxation 1n

excess of $250m
As part of this disposal the Group commiment of $60m detailed in Note 9 will be transferred 1o the associate

23 Operating leases
Accounting policy

Leases are dassified as finance leases when the terms of the lease transfer substantially all the nsks and rewards of ownership to the Group All

other leases are classified as operating leases

Rentals payable under operating leases are expensed in the Income statement on a straight line basis over the term of the relevant lease

Future mimmum lease payments under non-cancellable operating leases fall due as follows

201 2010
$ million $ millon

Land and bulldings
Within one year AN 30
After one and within two years 22 25
After two and within three years 18 19
After three and within four years 15 18
After four and withun five years 1" 14
After five years 13 21
110 127

Other assels

Within one year 19 23
After one and within two years 12 10
After two and within three years 6 5
After three and wathin four years 2 i
39 39
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24  Other Notes to the accounts
241  Share based payments

Accounting policy
The Group operates a number of equity-settied executive and employee share plans For all grants of share options and awards, the farr value at
the grant date 1s calculated using appropnate option priang models and the comesponding expense 1s recogrised over the vesting penod

Employee plans

The Smith & Nephew Sharesave Plan (2002} (adopted by shareholders on 3 Apnl 2002) ithe Save As You Eam ("SAYE™) plan) 1s available to all
employees in the UK employed by partiopating Group comparues, subject 1o three months service The scheme provides for employees to save
up to £250 per month and gives them an option to acquire shares based on the committed amount to be saved The option prce 1s not less than
80% of the average of muddle market quotations of the Crdinary Shares on the three dealing days preceding the date of invitation The Smith &
Nephew International Sharesave Plan (2002 1s offered to employees in Austrabia, Ausina, Belgium, Canada, Denmark, Finland, Germany,

Hong Kong, Japan, South Korea Mexico New Zealand, Norway, Poland, Portugal, Puerto Rico Singapore South Afnca, Spain, Sweden,
Switzerland and the United Arab Emirates Employees in aly, the Netherlands and France are able to participate respectively in the Smith &
Nephew ltalian Sharesave Plan {2002, the Smith & Nephew Dutch Sharesave Plan {2002) and the Smith & Nephew france Sharesave Plan {2002)
Partiapants in ireland are able to participate in the Smith & Nephew Insh Employee Share Option Scheme These plans operate on a substantally
similar basis to the Smith & Nephew Sharesave Plan (2002) Together all of the plans referred to above are termed the “Employee Plans” These
plans have now reached the end of therr ten year lrfe and resoluhons wall be put to sharehclders at the Annual General Meeting on 12 Apnl 2012 to
renew these plans

Employees in the US are able to pariapate in the Employee Stock Purchase Plan, which gives them the opportunity to acquire shares, in the form of
ADSs, at a discount of 15% lor more If the shares appreciate in value dunng the plan's quarterly purchase penod) to the market price, through a

regutar savings plan

Executive plans

The Smith & Nephew 2001 UK Approved Share Option Plan the Smuth & Nephew 2001 UK Unapproved Share Opton Plan, the Smith & Nephew
2001 US Share Plan (adopted by shareholders on 4 Apnl 2001), the Smith & Nephew 2004 Executive Share Option Plan {adopted by shareholders
on 6 May 2004) and the Smith & Nephew Global Share Plan 2010 (adopted by shareholders on 6 May 2010 are together termed the “Executve
Plans®

Under the terms of the Executive Plans, the Remuneration Committee consisting of Non-Executive Directors, may at their discretion approve the
grant of ophons to employees of the Group to acquire Ordinary Shares in the Company Options granted under the Smith & Nephew 2001 US
Share Plan (the “US Plan") and the Smith & Nephew 2004 Executive Share Ophion Plan are o acquire ADSs or Ordinary Shares For Executive Plans
adopted n 2001 and 2004, the market value 1s the average quoted price of an Ordinary Share for the three business days preceding the date of
grant or the average quoted price of an ADS or Ordinary Share, for the three business days preceding the date of grant or the quoted price onthe
date of grant:if higher For the Global Share Plan adopted 1n 2010 the market value 15 the closing price of an Ordinary Share or ADS on the last
trading day prior to the grant date With the exception of options granted under the 2001 US Plan and the Global Share Plan 2010, the veshng of
ophons granted from 2001 are subject to achievement of a performance condition Options granted under the 2001 US Plan and the Global Share
Plan 2010 are not subgect to any performance conditions Prior 1o 2008, the 2001 US Plan options became cumulatvely exeraisable as to 10% after
one year, 30% after two years, 60% after three years and the remaining balance after four years With effect from 2008, ophons granted under the
2001 US Plan became cumulatively exerasable as to 33 3% after one year, 66 7% after two years and the remaining balance after the third year
The 2001 UK Unapproved Share Option Plan was open to certain employees outside the US and the US Plan 15 open to certan employees in the
US, Canada, Mexico and Puerto Rico The Global Share Plan 20101s open to employees globally The 2004 Plan 1s open to Executive Directors only

The mzvamum term of options granted under all plans, is 10 years from the date of grant All share option plans are settled in shares
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Notes to the Group accounts continued

At 31 Decermnber 2011 27 316,000 {2010 - 25,753'(-)00_ 2009 — 23,383,000) options were outstanding under share option plans as folows

Number of Range of option Wenghted average
shares exercise pnces exercise prce
Thousand Pence Pence

Employee Plans
Outstanding at 1 January 2009 3.533 3210-6400 4274
Granted 1,563 3800-5190 3816
Forfeted {680) 3210-6400 436 1
Exerased 1.029) 3210-5070 3627
Expired {4 3210-6005 4279
Outstanding at 31 December 2009 3,383 34806400 4227
Granted 986 4590-5560 4622
Forferted {364) 3480-6090 4398
Exerased (625} 3480-5765 4352
Exprred {22} 3480- 6400 4317
Outstanding at 31 December 2010 3,358 3480-6400 4301
Granted 1,090 45205850 4548
Forfeited 1122} 3480-6090 4276
Exerased 1602} 3480-5765 4547
Expired 144} 3800-6090 4507
Outstanding at 31 December 2011 3,580 3480-6400 4328
Options exeraisable at 31 December 2011 122 3480-6400 4708
Opthons exerasable at 31 December 2010 87 4250-5765 466 5
Ophons exerasable at 31 December 2009 109 3480-4980 3624

Executve Plans
OQutstanding at 1 January 2009 18,148 1835-6805 3925
Granted 5,849 4480 -5950 4770
Forferted 11,348) 409 5-6805 5659
Exerased 1,754 1835-6378 4283
Expired {895) 1858-5745 4928
Outstanding at 31 December 2009 20,000 2650-6375 5471
Granted 6,249 42406750 5209
Forferted 977) 4790-6805 5813
Exerased [2,386) 2650-6375 4792
Expired {451} 4180-6378 5756
Outstanding at 31 December 2010 22,395 409 56805 5449
Granted 5,706 5800-7030 5994
Forfetted 763) 4790-6378 5655
Exerased {2,369) 44506805 5366
Expired {1,233} 4450-6378 5497
Outstanding at 31 December 2011 23,736 409 5-7030 5612
Options exerasable at 31 December 2011 7979 409 56805 5956
Options exgrasable at 31 December 2010 5153 409 5-6270 5483
Ophons exercisable at 31 December 2009 6,668 2650-6375 3320

The weighted average remaining contractual bife of options outstanding at 31 December 2011 was 6 6 {2010 6 1 years, 2009 - 59 years) years for
Executive Plans and 2.6 (2010 - 2 7 years, 2009 — 2 7 years) years for Employee Plans

onm 2010 2009
pence pence pence
Weighted average share price 6399 6193 5040

124

Smith & Nephew Annual Report 2011




Accounis and other information

Optons granted dunng the year were as follows.

Weighted Weighted

average far average Weighted
value per share average Weighted
Options ophion at pnce at exercise average
granted grant date grant date pnce opton bfe
Thousand Pence Pence Pence Years
Employee Plans 1,090 1892 5910 4548 39
Executive Plans 5,706 1761 609 0 5994 100

The werghted average far value of options granted under employee plans dunng 2010 was 170 2p (2009 - 212 Op) and those under executive
plans dunng 2010 was 173 7p (2009 - 1479p)

Options granted under the executive plans are valued using a binomial model. Opticns granted under employee plans are valued using the
Black-Scholes option mode! as management consider that aptions granted under these plans are exercised within a short penod of time after the
vesting date Options granted under each plans are valued separately and a weighted average farr value calculated

The binomial model 1s used for executive plans so that proper allowance is made for the possibiity of early exercise At the 2011 grant management
expected 90% of the optons granted urder the Global Share Plan 2010 to vest {2010 — 90%, 2009 — n/a), 90% of the 2004 Executive Scheme to
vest (2010 - 90%, 2009 - 60%) Each year an assessment 1s made of the current veshng estimates and they are updated to reflect revised
expectatons of the number of grants that will vest

For all plans the inputs to the option pncing models are reassessed for each grant The following assumptions were used in calculating the farr
value of options granted

Employee plans Executive plans
201 2010 2009 2011 2010 2009
Dvidend yield (%) 15 15 15 15 15 15
Expected volatity (%} i} 300 300 300 30 300 300
Risk free interest rate (%) fi} 20 25 33 20 25 33
Expected life in years (i} 39 39 39 100 98 68

f) Volatiity s assessed on a histonc basis pimarfly based on past share price movements over the expected bfz of the options:

(i) The risk free interest rate reflects the yields avaiable on zero coupon gavermment bords over the option term and cumency

(nd Anassessment of an Executve Plan s option bife 1 based on an exercise modet This is based on a modure of ustonc expenence and generally acoepted behavioural fraits 5% (2010 - 5% 2009 — 5%) of Executive
Plan cphon holders are assumed to leave and exercise therr ophons lor forfert them if under water] each vear afler vesting In adidibon 50% (2010 - 50% 2009 — 50%) of Executive Plan ophon holders are assumed
to exarcise by chowe per annum providing the gain avalable 1s at least 50% for the ophons grantad o executives and 25% for other reaprents under the Global Share Plan 2010 {2010 -~ 50% for the 2004 Flan and
50% for the ophons granied to executives and 25% for other reopsents under the Global Share Plan 2010 2009 — 50% for the 2004 Plan and 25% for the 2001 Aans)

Summansed information about options outstanding under the share ophon plans at 31 December 2011 1s as follows

Weighted average
remaming
Number outstanding contract bfe
Thousand Years

Employee Plans
348 0p o 635%™ 3,577 26
6399p* to 640 0p 3 03
3,580 26

Executive Plans
409 5p to 6399p" 23,628 66
6399p"to 703 Op 108 30

23,736 66

* The split has been determined based on the weighted average share price of 6399p

Asat 31 Decernber 2011 mil {2010 — nil, 2009 - 77,669 options remain outstanding under the: 1999 and 2000 Stock Appreciation Rights Plan The fair
value tability related to these schemes was $nil in 2011, 2010 and 2009 This was matenally the same as ininnsic value
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Notes to the Group accounts continued

Share based payments — long-term incentive plans
In 2004, a share based incentive plan was infroduced for Executive Directors, executive officers and the next level of senior exacutives, which
replaced the Long-term Incentive Plan {LTIP) The planincludes a Performance Share Plan (*PSP") and a Bonus Co-Investment Plan {*CIP"}

Vesting of the PSP award shares i1s dependent upon performance relative to the FTSE 100 and an index based on major international companies in
the medical devices industry

Under the CIP, parhopants could elect o use up to @ maxamum of one-half of ther annuat 'bonus to purchase shares 1 the shares are held for
three years and the Group's EPSA growth targets are achieved partiapants recerve an award of matching shares for each share purchased

From 2009, the CIP was replaced by the Deferred Bonus Plan This plan 1s designed to encourage executives to build up and maintain a significant
shareholding i the Compary Under the plan, up to one third of any bonus eamed at target level or above by an ebigible employee will be
compulsorly deferred into shares which vest, subject to continued employment, in equal annual tranches over three years (e one third each year)
No further performance condiions will apply to the deferred shares

From 2010, Performance Share awards are granted under the Global Share Plan 2010 for all executives other than Executive Directors Awards
granted under both plans are combined to provide the figures below Vesting of the share awards 1s dependent upon performance relative to the
FTSE 100 and an index based on major infernational companies in the medical devices industry

The fair values of awards granted under long-term iIncentive plans are calculated using a binomal model The exercise pce for all awards granted
under the long term incentive plans 1s $nil Performance Share awards under both the PSP and Global Share Plan 2010 contatn vesting conditions
based on TSR versus a comparator group which represent market-based performance conditions for valuation purposes and an assessment of
vesting probability 1s therefore factored into the award date calculahions The assumptions include the volahbties for the comparator groups Given
the wide range of companies within the FTSE 100 a corretation of 40% (2010 — 35% 2009 — 30%) has been assumed with the consttuents of the
group A correlahion of 40% (2010 — 35%, 2009 — 30%) has also been assumed for the companies in the medical devices sector as they are
impacted by simitar factors The Performance Target for the Global Share Plan 2010 1s a combination of EPSA growth and the Group's Total
Shareholder Return {"TSR") performance over the three year performance penod

The other assumphions used are consistent with the executive scheme assumptons disclosed in Note 24 1 {a}
At 31 December 2011 the masarmum number of shares that could be awarded under the Group's long-term incentive plans was

Deferred
Other Awards psp CIP  Bonus Plan Total
Number of shares in thousands

Outstanding at 1 January 2009 - 3,817 750 - 4,567
Awarded - 2,372 - 305 2,677
Vested - [334) (99) 7 (440}
Forferted - {975) {206) {6} {1,187)
Outstanding at 31 December 2009 - 4,880 445 292 5,617
Awarded - 2,386 - 338 2,724
Vested - (501) nél (101 (718)
Forferted - (753 (132) i7) {892
OQutstanding at 31 December 2010 - 6,012 197 522 6,731
Awarded 838 2,282 - 35 3471
Vested (44) 13664 - (375) {785)
Forferted = 1,660) {197) [6) [1,863]
Outstanding at 31 December 2011 794 6,268 - 492 7,554

Other Awards mainty comprises of condiional share awards granted under the Global Share Plan 2010

The werghted average remaining contractual bfe of awards outstanding at 31 December 2011 was 12 years (2010 - 18 years, 2009 — 1 8 years) for
the PSP, 17 years (2010 - 19 years, 2009 - 2 2 years] for the Deferred Bonus Plan and 1 5 years for the other awards There were no awards
outstanding under the QIR the remaining contractual tife of awards under the GIP was 0 2 years for 2010 and 0 7 years for 2009

Share based payments — charge to Income statement
The expense charged to the income statement for share based payments 1s as follows

2011 2010 2009

$ million $ millon $ milkon

Granted in current year 9 5 2
Granted in pnor years 21 16 16
Total share based payments expense for the year 30 21 18

126

Srnith & Nephew Annual Report 2011




Accounts and other nfermation

Under the Executive Plans, PSP and CIP the number of Ordinary Shares over which opitions and share awards may be granted 1s imned so that the
number of Ordinary Shares 1ssued or that may be 1ssued dunng the ten years preceding the date of grant shall not exceed 5% of the Ordinary
Share capital at the date of grant The total number of Ordinary Shares which may be issuable in any ten-year penod under all share plans operated
by the Company may not exceed 10% of the Ordinary Share capital at the date of grant

242 Related party transachons

Trading transactions

In the course of normal operations, the Group traded with its associates detailed in Nole 11 The aggregated fransachons, winch have not been
disclosed elsewhere 1n the financial statements, are summansed below

20M 2010 2009

$ mithon $ milion $ milkon

Sales to the associates 8 8 7
Purchases from the assocates 4 4 4

All sale and purchase transactions occur on an arm's length basis

Ovennew I

Key management personnel
The remuneration of executve officers including Non-Executive Directors} dunng the year 1s summansed below:
20m 2010 2009
$ million $ milion % mithon
Short-term employee benefits 19 13 14
Share-based payments expense 9 3 -]
Pension and post-employment benefit entittements 1 1 1
Termination benehts 1 - -
30 17 21
243  Ppnapal subsidiary undertakings
The information provided below 1s given for prncipal trading and manufactunng subsidiary undertakings, all of which are 100% owned, In
accordance with Section 410 of the Companies Act 2006 A full st will be appended to Smith & Nephew's next annual return to Companies House
Country of operation and
Company Name Actrty incorporahion
Urnited Kingdom
Smith & Nephew Healthcare Limited Medical Devices England & Wales
Smith & Nephew Medical Umited Medical Devices England & Wales
T J Smith & Nephew, Limited Medical Devices England & Wales
Continental Europe
Smith & Nephew GmbH Medical Devices Austna
Smith & Nephew SA-NV Medical Devices Belgium
Smith & Nephew A/S Medical Devices Denmark
Smith & Nephew Oy Medical Devices Finland
Smith & Nephew SAS Medical Devices France
Sruth & Nephew Orthopedrcs GmbH Medhcal Devices Germarny
Smith & Nephew GmbH Medical Devices Germany
Smith & Nephew Crihopedics Hellas SA Medical Demces Greece
Smith & Nephew Limited Medhical Devices Ireland
Smith & Nephew Sil Medical Devices Italy
Smith & Nephew Nederland CV Medical Devices Netherlands
Smith & Nephew A/S Medical Devices Norway
Smith & Nephew Sp Zoo Medical Devices Poland
Smith & Nephew Lda Medical Devices Portugal
Smith & Nephew SAU Medical Devices Spain
Smith & Nephew AB Medical Devices Sweden
Smith & Nephew Orthopaedics AG Medical Devices Switzerland
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Notes fo the Group accounts continued

Country of operation and
Company Name Actwity Incorporation
USA
Smith & Nephew Inc Medical Devices United States
Afnca, Asia, Australasia and Other Amenca
Smith & Nephew Pty Limited Medical Devices Australba
Smith & Nephew Inc Medical Devices Canada
Srmith & Nephew [Alberta} inc Medical Devices Canada
Tenet Medical Engineering Inc Medical Devices Canada
Smith & Nephew Medicat (Shangharl Linted Medlical Devices China
Smith & Nephew Medical Suzhou} Limited Medical Devices China
Smith & Nephew Orthopaedics [Beipng) Limited Medical Devices Chine:
Smith & Nephew Lirited Medical Devices Hong Kong
Smith & Nephew Healthcare Private Lmited Medical Devices India
Srith & Nephew KK Medical Devices Japan
Smith & Nephew Limited Medical Devices Korea
Smith & Nephew Healthcare Sdn Berhad Medical Devices Malaysia
Smith & Nephew SA de CV Medical Devices Mexaoo
Smith & Nephew Limied Medical Devices New Zealand
Smith & Nephew Inc Medical Devices Puerto Rico
Srith & Nephew Pie Limited Medicat Cevices Singapore
Srmith & Nephew (Ptyl Limited Medical Devices South Afnca
Smith & Nephew Limited Medical Devices Thailand

Smith & Nephew FZE

Medical Devices

United Arab Emirates
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Independent auditor's report for the Company

Independent Audrtor’s Report to the members of Smith & Nephew plc

We have audited the parent company accourits of Smith & Nephew plc for the year ended 31 December 2011 which compnse the Parent company
balanoe sheet and the related notes 1 to 10 The financial reporting framework that has been applied in their preparation 1s apphicable law and
United Kingdom Accounting Standards {United Kingdom Generally Accepted Accounting Prachce)

This report 15 made solely to the Company's members, as a body, in accordance with Chapter 3 of Part 16 of the Companies Act 2006 Our audit
work has been undertaken so that we might state to the company’s members those matters we are required to siate to them in an auditor’s report
and for no other purpose To the fullest extent permitted by law, we do not accept or assume responsibility to anyone other than the company and
the company's members as a body, for our audit work, for this report, or for the opinions we have formed

Respectve responsibilies of directors and audrtor

As explained more fully in the Direclors’ Respongibility Staternent set out on page 79, the directors are responsible for the preparation of the parent
company acoounis and for being sansfied that they give a true and fair view Our responsibility 1s to audit and express an opinion on the parent
company acoounts in accordance with applicable law and International Standards on Audrting (UK and lreland) Those standards require us to
comply with the Auditing Practices Board's (APB's) Ethical Standards for Auditors

Scope of the audrt of the accounts

An audit involves obtarming evidence about the amounts and disclosures in the acoounts sufficent to give reasonable assurance that the accounts
are free from matenal misstatement, whether caused by fraud or error This indludes an assessment of whether the accounting policies are
appropnate to the parent company's circumstances and have been consistentty apptied and adequately disclosed, the reasonableness of
significant accounting estmates made by the directors, and the overall presentation of the accounts

Opinion on accounts
in our opinion the parent company accounts

— gwe a tfrue and farr view of the state of the company’s affarrs as at 31 December 2011,
— have been properly prepared in accordance with United Kingdom Generally Accepted Accounting Practice; and
— have been prepared 1 accordance with the requirernents of the Comparies Act 2006

Opinion on other matters prescnbed by the Companies Act 2006

In cur opnion

— the part of the Direciors’ Remuneration Report to be audited has been property prepared in accordance with the Companies Act 2006, and

— theinformation given 1n the Directors’ Report for the financial year for which the accounts are prepared is consistent with the parent company
accounts

Matters on which we are required to report by exception

We have nothing to report in respect of the following matters where the Companies Act 2006 requires us to report to younif, In our opinion

- adequate acoounting records have not been kept by the parent compar, or retums adequate for our audi have not been receved from
branches not visited by us, or

— the parent company accounts and the part of the Directors’ Remuneration Report to be audited are not in agreement with the accounting records
and retums, or

- certain disdosures of directors’ remuneration speafied by law are not made; or
- we have not receved all the information and explanahons we require for our audtt

Other matter
We have reported separately on the Group accounts of Smith & Nephew plc for the year ended 31 December 2011

e T Yo coe
Les Clifford {m audror)
for and on behalf of Emst & Young LLP, Stafutory Audtor

London
22 February 2012
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Company Balance Sheet
At 31 December 2011 At 31 December 2010
Notes $ milhon $ milon
Fixed assets:
Investments 3 3,598 3,598
Current assets:
Debtors 4 2,145 2,523
Cash and bank 7 25 21
2,170 2,544
Credhitors: amounts taling due within one year:
Borrowings 7 {245) m
Other creditors 5 {1,607} 1,675
Provisions due In less than one year 6 (5} =
{1.857) 1,676}
Net current assets 313 868
Total assets less cumrent habilities 3,911 4,466
Credrtors. amounts falling due after one year
Borrowings 7 - {623)
Total assets less total habilities 3911 3,843
Capital and reserves
Equity shareholders’ funds
Called up equity share capital 8 191 191
Share premium account 8 413 396
Capilal reserve 8 2,266 2,266
Treasury shares 8 [766) (778}
Exchange reserve 8 {52) 152)
Profit and loss account 8 1,859 1,820
Shareholders’ funds 3,911 3,843

The accounts were approved by the Board and authonsed for 1ssue on 22 February 2012 and signed on tts behalf by

Sir John Buchanan Olvier Bohuon
Chairman Chief Executive Officer

e
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Notes to the Company accounts

1 Basis of preparation

The separate accounts of the Company are presented as required by the Companies Act 2006 The accounts have been prepared under the
historical cost convention, modified to indude revatuaiion to farr vatue of certan finanaal instniments as desenbed below, and n accordance with
applcable UK acoounting standards As consolidated financat information has been disdesed under IFRS 7, Financial Instruments Disclosures,
the Company 1s exempt from FRS 29, Finanaal instruments Disclosures The Group accounts have been prepared n accordance with Intemational
Financial Reporting Standards as adopted by the European Union and are presented on pages 84 io 128

The Company has taken advantage of the exermphion in FRS 8, Related Party Disclosures not to present its related party disclosures as the Group
accounts contain these disdosures In addition, the Cormpany has taken advantage of the exemption in FRS 1, Cash Flow Statements not to present
its own cash flow statement as the Group accounts contain a consolidated cash flow

In applying these policies management 1s required to make estimates and assumpticns that affect the reported amounts of assets and habilies
and disclosure of contingent assets and labilifies at the date of the accounts and the reported amounts of revenues and expenses durng the
reporting penod Although these estimates are based on management’s best knowledge of current events and actions, actual results uttimately
may ciffer from those estimates

Foreign curencies

Transactons in foreign cumencies are inally recorded at the exchange rate rubing at the date of the transachon Monetary assets and labiliies
denominated in foreign currencies are retransiated at the rate of exchange ruling at the balance sheet date All exchange differences are dealt with
narmving at profit before taxation

Deferred taxation
Deferred taxation 1s recognised in respect of all tming differences that have onginated but not reversed at the balance sheet date where

Overv:e;|

fransactions or events have occurmed at that date that wall result in an obligation to pay more, or a nght fo pay less or to receve more, fax

Deferred tax 1s measured on an undiscounted basis at the 1ax rates thal are expecled 1o apply in the penods in which tming differences are
expected to reverse These are based on tax rates and laws substantively enacted at the balance sheet date

2 Results for the year
As permitted by section 408!4) of the Companies Act 2006, the Company has not presented 1ts own profit and loss account Profit for the year was
$166m (2010 $157m)

3 Investments

Accounting policy
Investments in subsidianes are stated at cost less provision for impairment

$ mithon
At 1 January 2011 and 31 December 2011 3,598

Business Review | |Strategy, KPts & Risk management

Investments represent holdings 1n subsidiary undertakings

The information provided below 15 given for the pnnaipal direct subsidiary undertakings, all of which are 100% owned and, 1n accordance with
Secton 410 of the Companies Act 2006, a full st will be appended to Srith & Nephew's next annual retum to Comparnies House

Country of operation
Company Name Achvity and incorporation
Struth & Nephew UK Urmited Holding Compary England & Wales
Srith & Nephew (Overseas) Lirmited Holding Company England & Wales

Refer to Note 24 3 of the Notes to the Group accounts for the prnapal trading and manufactunng subsidiary undertalangs of the Group

Corporate Governance

4 Debtors
201 2010
$ mitkon $ milion
Amounts faling due within one year
Amounts owed by subsichary undertakangs 2,113 2514
Prepayments and accrued income 5 6
Current asset denvatves — forward foreign exchange contracts 25 3
Current taxation 2 -
2,145 2,523
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Notes to the Company accounts continued

5 QOther creditors

20m 2010
$ milkon $ milion

Amounts falling due within one year
Amounts owed to subsidiary undertakings 1,574 1,646
Other creditors 8 14
Cument taxation - 12
Current bability dervatives — forward foreign exchange contracts 25 3
1,607 1,675

6 Provistons due 1n less than one year

Duning quarter four of 2011, a provision of $5m was established by Smith & Nephew plc in connection with the previously disclosed
investigation by the U S Securities and Exchange Commmission {*SEC™) into potential violations of the U S Foreign Corrupt Practices Act

In the medical devices industry On 6 February 2012, Smith & Nephew announced that it had reached settlement with the SEC 1n
connection with this matter Smith & Nephew has committed to pay slightly less than $23m in fines and profit disgorgement, maintan

an enhanced comphance programme, and appoint an independent monitor for al least 18 monihs to review and report on 1ts comphance
programme Of this total amount of slightly less than $23m, $5 4m speafically relates to profit disgorgement imposed by the SEC on
Smuth & Nephew plc

7 Cashand borrowings
Accounting policy

Financial instruments

Currency swaps are used lo maich foresgn currency net assets with foreign curmency liabibities They are inally recorded at fair value and then for
reporting purposes remeasured to farr value at exchange rates and interest rates at subsequent balance sheet dates

Changes in the fair value of denvative finanaal instruments are recognised n the profit and loss account as they anse

2011 2010

$ milhon $ million

Bank loans and overdrafts due within one year or on demand 245 1
Bank loans due after one year - 623
Borrowings 245 624
Cash and bank 25) {21)
Net debt 220 603

All currency swaps are stated at far value Gross US Dollar equivalents of $112m (2010 - $61m) recevable and $112m (2010 - $61m) payable have
beennetted Currency swaps compnse foreign exchange swaps and were used in 2011 and 2010 to hedge intragroup loans

8 Equity and reserves

2om 2010
Total Total
Profit and share- share-
Share Share Capital Treasury Exchange loss  holders’ holders’
Caprtal Premmum  reserves Shares reserves  account funds funds
$rmibon  Smulbon  S$Smilion Smlbon  $mulbon  $mihon  Smibon  $millon
At 1 January 191 396 2,266 778} (52) 1.820 3,843 3,779
Altnbutable profit for the year - - - - - 166 166 157
Equity dwidends pard 1n the year - - - - - {148) {146) 1132}
Share-based payments recogmised - - - - - 30 30 21
Cost of shares fransferred to _ _ _“ 18 _ a1 7 8
beneficianes
New shares issued on exerase of
share options - 17 - - - - 17 15
Treasury shares purchased - - - (6} = - {6) (5)
At 31 December 191 413 2,266 766} {52) 1,859 3,911 3,843

132

Smith & Nephew Annwual Report 2011




accounts and other information

Further information on the share capital of the Company can be found in Note 20 of the Netes to the Group Acoounts

The total distnbutable reserves of the Company are $1041m (2010 — $990m) In accordance with the exemption perrmitted by Section 408 of the
Companies Act 2006, the Company has not presented its own profit and loss account The attnbutable profit for the year dealt with 1n the accounts
of the Company 15 $166m (2010 — $157m)

Fees paid to Emst & Young LLP for audit and non-audit senaces to the Company tself are not disclosed in the indimdual accounts because group
financal statements are prepared which are required to disclose such fees on a consobidated basis The fees for the consolidated Group are
disclosed In Note 3 of the Notes to the Group Accounts

9 Share based payments

The Company operates a number of equity-settied executive and employee share plans For all grants of share options and awards, the farr value
as at the date of grant1s calculated using an appropnate ophion prang model and the comesponding expense Is recogmised over the vesting
period Subsidiary companies are recharged for the farr value of share options that relate to their employees

The disclosure relating to the Compary 1s detailed 1n Note 24 of the Notes to the Group accounts

10 Contingenaes

mer\@]

om 2010

$ milhon $ milbon

Guarantees In respect of subsidiary undertakings 42 33
The Company has given guarantees to banks to support habiliies under foreign exchange and other contracts and cross guarantees to i
support overdrafts Such guarantees are not considered to be babilihes as all subsidiary undertakings are trading as gong concerns :
The Company operated defined benefit pension plans in 2004 but at the end of 2005 its pension plan obligaticns were transferred to [
Smith & Nephew UK limited The Company has provided guarantees to the Trustees of the pension plans to support future amounts z
due from parhicipating employers {see Note 19 of the Notes to the Group Accounts) ‘g
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Business overview and Group history

Srmith & Nephew's operations are orgamised into three primary business units that operate globally Orthopaedics, Endoscopy and Advanced

Wound Management

The Group has a history dating back over 150 years to the family enterpnse of Thomas James Smith who opened a small pharmacy in Hull, UK

11 1856 On his death In 1896, his 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 across the gicbe, including
vanous medical devices, personal care products and tradihonal and advanced woundcare treatments In 1998, Srmith & Nephew announced a
major restructunng to focus management attenhon and investment on three global business units — advanced wound management, endoscopy

and orthopaedics — which offered high growth and margin opportunies

Smith & Nephew was incorporated and sted on the London Stock Exchange in 1937 and in 1999 the Group was also listed on the New York Stock
Exchange In 2001, Smuth & Nephew became a constituent member of the FTSE-100 index in the UK This means that Smith & Nephew is included

inthe top 100 comparies traded on the London Stock Exchange measured in terms of market capitalisation

Today, Smith & Nephew 1s a public bmited company incorporated and headquartered in the UK and cames out business around the world §
Property, plant and equipment s
The table below summanses the main properties which the Group uses and their approximate areas

Approximate area

{Square feet 000's)
Group head office in London, UK 15
Group research facility in York, UK 84 —
Orthopaedics headquarters and manufactunng faciliies in Memphis, Tennessee, US 971 %
Orthopaedics distnbution faciity n Memphis, Tennessee, US 210
Orthopaedics manufacturing facibty In Aarau, Switzeriand 121 |¢&
Orthopaedics manufacturing facility :n Bepng, China {Linhe) 23 | &
Orthopaedics manufactunng facility in Beyng, China 192 |
Orthopaedics manufactunng and warehouse facility In Warwick, UK 90 §
Orthopaedics manufactunng and warehouse facility In Tuttlingen, Germany 64 g
Orthopaedics and Endoscopy distribution facility and Orthopaedics European headquarters 1n Baar, Switzerland 73 15
Orthopaedics — Biologics/ Global Operations headquarters in Durham, North Caroling, US 27 | 3
Endoscopy headquarters in Andover, Massachusetts, US 144 | 5
Endoscopy manufactunng facility i Mansfield, Massachusetts, US 9% |y
Endoscopy manufactunng and distnbution facility in Oklahoma City, Oklahoma, US 155 §
Advanced Wound Management headquarters and manufactunng facility in Hul, UK 439 13
Advanced Wound Management manufactuning facility in Gilberdyke, UK 51
Advanced Wound Management manufacturng facility n Suzhou, China 144
Advanced Wound Management manufactunng facility m Alberta, Canada 76
Advanced Wound Management US headquarters in St Petersburg, Flonda, US a4
The Group Globat Operations strategy indudes on-going assessment of the optimal facility foctpnnt The Orthopaedics headquarters and £
manufactunng facilibes in Memphis, Tennessee are largely freehold, a portion of Tuttingen and the Advanced Wound Management facilihes in Hull g
and Gilberdyke are freehold white other pincipal locations are leasehold The Group has freehold and leasehiold interests in real estate in other ®
countnes throughout the world, but no other 1s ndmdually significant to the Group Where required, the appropnate governmental authonties have g
approved the faalihes ;_%
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Group information continued

Contractual obligations
Contractual obligations at 31 December 2011 were as follows

Payments due by penod
Less than More than
Total 1 year 1-3 years 3-5 years 5 years
$ milbon $ milbon $ miltion $ mithon $ million
Debt obligations 304 303 1 - -
Finance lease obligations 18 3 3 4 8
Operafing legse cbligations 149 50 58 28 13
Refirement benefit obligation 7 [A - ~ -
Purchase obligations - - - - -
Capttal expendtture 9 9 - - -
Other 23 15 8 - -
574 451 70 32 21

Other contractual obligations represent $12m of foreign exchange contracts and $11m of acquisition consideration Provisions that do not relate to
contractuat obbigations are not included in the above table

The agreed confnbutions for 2012 in respect of the Group's defined benefits plans are $37m for the UK tnduding $29m of supplementary
paymenis), $27m for the US plan and $7m for other funded defined benefit plans The table above does not indude amounts payabie 1n respect of
2013 and beyond as these are subject to future agreement and amounts cannct be reasonably estmated

There are a number of agreements that take effect, alter or terminate upon a change in contrel of the Company ar 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 therr potential impact on the
business of the Group as a whole In addition, there are service contracts between the Company and its Executive Directors which provide for the
autornatic payment of a bonus following loss of office or employment occumng because of a successful takeover bid Further details are set out on
page 72

The Company does not have contracts or other arrangements which indmwidually are essenhal to the business

Off balance sheet arrangements

Management believes that the Group does not have any off-balance sheet arangements, as defined by the SEC 1n lemn 5E of Form 20-F, that have
or are reasonably hkely to have a curent or future effect on the Group's finanaal condiion, changes in finanaal condition, revenues or expenses,
results of operations, hquidity, capital expenditures or capiat resources that 1s matenal 1o investors

Related party transactions
Except for fransachons with assooates (see Note 24 of Notes 1o the Group Accounts), no other related party had matenal transachons or loans with
Smith & Nephew over the last three financial years
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* A graph showing total shareholder retum can be found in the Directors’ Remuneration Report on page 76
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The report and finanaal statements, share and ADR price nformation, company presentations, the financial calendar, Corporate Governance
Staterment contact details and other investor information on the Group are available 1n the ‘Investor Centre’ sechion of the Company’s website at

www smith-nephew com
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Shareholder return

Dmdends

Drmdend history

Smith & Nephew has paid dividends on its Ordinary Shares in every year since 1937 Following the capital restructunng and dwdend reduction in
2000 the Group adopted a policy of Increasing its dvidend cover (the ratio of EPSA, as set out In the “Selected financial data”, to ordinary dvdends
declared for the year) This was intended to increase the financng capability of the Group for acquasttions and other investments From 2000 fo
2004 the diwdend increased in bne with inflation and, in 2004, dwdend cover stood at 4 1 imes Having admeved this level of dvdend cover the
Board changed its policy, from that of iIncreasing dividends in tine wath inflabon, to that of Increasing diwdends for 2005 and after by 10% Following
the redenomination of the Company’s share capital into US Dollars the Board re-affirmed its policy of increasing the dwidend by 10% a year n US
Dollar termns

Anintenm dividend in respect of each fiscal year 1s normally declared in August and pard in November A final dvidend will be recommended by
the Board of Directors and pad subject to approval by shareholders at the Company's Annual General Meeting

Future dmdends of Smith & Nephew will be dependent upon future eamings, the future finanaial condihion of the Group; the Board's dmvidend
pobcy; and the additonal factors that might affect the business of the Group set out in “Speaal note regarding forward-looking siatements™ and
“Risk Factors®

Dwidends per share
The table below sets out the dvidends per Ordinary share in the last five years

Years ended 31 December

201 2010 2009 2008 2007
Pence per share
Intenm 4 639 4233 3650 3194 2450
final/Second intenm (i} 7 5850} 6639 6494 6194 4059
Total 12224 10872 10144 9388 6 509
US cents per share
Interim 7 333 6 667 6067 5511 501
Final/Second intenm (i) 12 000 10911 9922 9022 8200
Total 19 333 17 578 15989 14 533 13211

[ Transiated at the Bank of Engiand rate on 21 Febnuary 2012
1) 2006 07009 Secondnterim 2010 Final

Dividends above include the associated UK tax credit of 10%, but exclude the deduchon of withholding taxes All dmdends, up to the second
intenm dvidend for 2005, were declared 1n pence per Ordinary Share and translated into US cents per Ordinary Share at the Noon Buying Rate on
the payment date Since the second interim dmvidend for 2005 all dwdends have been dedared in US cents per Ordinary Share

The 2011 final dwdend will be payable on 9 May 2012, subject to shareholder approval

Inrespect of the final dividend for the year ended 31 December 2011 of 10 80 US cents per Ordinary Share, the record date will be 20 Apnl 2012
and the payment date will be 9 May 2012 The Sterfing equivalent per Ordinary Share will be set following the record date Shareholders may elect
to recerve their dvidend in elther Sterling or US Dollars and the last day for election will be 20 Apnil 2012 The Ordinary Shares will trade ex-
drdend on both the London and New York Stock Exchanges from 18 April 2012
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Share pnces

The: lable below sets out, for the penods indicated, the highest and lowest middle market quotabons for the Company’s Ordinary Shares (as
derved from the Daily Official List of the UK uisting Authonty) and the highest and lowest sales pnices of its ADSs {as reported on the New York

Stock Exchange composite tape)

Ordinary Shares ADSs

High Low High Low

£ £ Uss uss

Year ended 31 December
2007 650 533 6784 5154
2008 691 413 6887 3039
2009 642 420 5138 057
2010 697 538 5394 47 29 §
2011 742 521 6019 4217 g
Quarters n the year ended 31 December.
2010
1st Quarter 697 625 5323 48 98
2nd Quarter 695 605 5394 4326
3nd Quarter 616 538 4745 1129
4th Quarter 586 543 5252 4309
2011 —
ist Quarter 742 6 50 6019 5083
2nd Quarter 715 635 5818 5111
3rd Quarter 687 521 5530 4217 g
4th Quarter 626 541 48 15 42 68 o
2012 g
1st Quarter llo 21 February 2012) 643 595 5113 4557 g
Last Sx Months., | &
August 201 630 521 5164 4217 %
September 201 627 5N 50 31 4368 |2
October 2011 587 557 46 89 42 68 §
November 2011 593 54 46 89 4276 g
December 2011 626 575 4815 44 21 =
January 2012 626 595 48 89 45 57
February 2012 (to 21 February 2012} _ 643 613 5113 48 47
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Information for shareholders

Financial Calendar

Annual General Mesting

Quarter One resulis

Payment of 2011 final dvidend

Half year results announced

Quarter Three resulis announced
Payment of 2012 first intenm dnadend
Ful year resuits announced

Annual Report available

Annual General Meeting
) Dwdend dectaration dates

Ordinary shareholders

Registrar

All general enquines conceming shareholdings, dwvidends, changes to
shareholders’ personal detalls and the AGM should be addressed to
Equintt, Aspect House, Spencer Road, Lanang, West Sussex BN99 6DA
Tel 0871 384 2081 nside the UK *

Tel +44 (0} 121 415 7072 outside the UK

Website: www shareview co uk

Calls to thws nurber are charged at 8p per minute from a BT landine cther tedephony praviders oosts
may vary

Shareholder facilities

Shareview

Equmiti’s online enquiry and portfolio management service for
shareholders To view information about your shareholdings online,
register at www shareview co uk Once registered for Shareview, you
will also be able o register your praxy inskuchions online and elect to
recenve future sharehclder communications via the Company's website
twww smith-nephew com)

E-communications

In bne with developing practice we encourage shareholders to elect to
receve communications via e-mall as this has sigrificant ervronmentat
and cost benefits Shareholders may register for this service through
Equinth, at www shareview couk Shareholders will recenve a
confirmation letter from Equinth at their registered address, containing
an Activation Code for future use

Payment of dvidends direct to your bank or bullding
society account

Shareholders who wish to avoid the nsk of thew dvidend payments
getting tost or muslaid can arrange to have therr cash dwidends paid
directly to a bank or bunlding socety account. This facibty is available to
UK resident shareholders who receive sterling dividends I you do not
live 1n the UK you may be able to register for the overseas payment
service Further Informahon s available ai www.shareview co Uk or by
contacting Equiniti (UK and overseas helpline numbers as above)
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12 Apnl 2012

3 May 2012

9 May 2012

2 August 2012 (i

1 November 2012
November 2012
February 2013 (i}
February/March 2013

April/May 2013

Dmdend re-investment plan (DRIP)

The Company offers shareholders lexoept those 1n Nerth Amencatl the
opportunity to participate in a DRIP This enables shareholders to
reinvest their cash dividends in further Ordinary shares of Smith &
Nephew plc These are purchased n the market at competitive dealing
costs For further detalls plus an apphcation form to re-invest future
dwidends, contact Equinih (as above}

Individual savings account (ISA}

Shareholders who are UK resident may hold Smith & Nephew plc
shares In an Indwvidual Savings Account {ISA), which 1s administered by
the Company's registrar For information about this service please
contact Equinth (as above}

Shareholder communications

The Company makes quarterly inancial announcerments wihich are
made avalable through Stock Exchange annouricements and on the
Group's website (www smith-nephew com) Copies of recent Annual
Reports, press releases, institutional presentations and audio webcasts
are also avallable on the website

The Compary sends paper copies of the Nohice of Annual General
Meeting and Annual Report only to those shareholders that have
elected to receve shareholder documentation by post ADS holders will
also not receve a paper copy unless they have elected todo so
Electroric copies of the Annual Report and Notice of Annual General
Meeting are available on the Group's websile at www smith-nephew
com Both Ordinary shareholders and ADS holders can request paper
copies of the Annual Report, which the Company provides free of
charge The Company will continue to send to Ordinary shareholders
by post the Form of Proxy and an accomparying letter notifying them of
the availability of the Annual Report and Notice of Annual General
Meeting on the Group's website Shareholders who elect lo receve the
Annual Report and Nohoe of Annual General Meeting electrorucally are
informed by e-mal of the documents” availability on the Group's
website ADS holders recemve the form of proxy by post but will not
recerve a paper copy of the Notice of Annual General Meeting
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Investor commumications

The Compary maintains regular dialogue with indrnadual institumenal
shareholders, together with results presentations To ensure that all
members of the Board develop an understanding of the views of major
wrvestors, the Executive Directors review sigmficart wssues raised by
investors with the Board Non-Executive Directors are sent copies of
analysts’ and brokers’ briefings There 1s an opportunity for individual
shareholders to question the Directors at the AGM and the Company
regularly responds to lefters from shareholders on a range of 1ssues

UK caprtal gains tax
For the purposes of UK capital gains lax the price of the Company's
Ordinary Shares on 31 March 1982 was 35 04p

Smith & Nephew share pnice

The Company’s Ordinary Shares are guoted on the LSE under the
symbol SN The Company’s share price 1s avallable on the Smith &
Nephew website www smith-nephewcom and at www
londonstockexchange com where 1t 1s updated at intervals throughout
the day

ShareGift

Shareholders with only a small number of shares, which would cost
more to sell than they are worth, may wish fo consider donating them to
the chanty ShareGift fregistered chanty 1052686) winch specialises In
accepting such shares as donations There may be no implications for
Capital Gains Tax purposes (no gain or loss} and it may also be possible
to abtain income tax relief The relevant stock transfer form may be
obtained from Eguinih at the above address

Further information about ShareGift 15 available at www sharegift org or
by contacting ShareGift at

ShareGift, 17 Carton House Terrace, London SW1Y 5AH
Tel (+44) 10} 20 7930 3737

Amencan Depositary Shares ("ADSs"} and Amencan
Depositary Receipts ("ADRs”)

in the US, the Company’s Ordinary Shares are traded in the form of
ADSs, evidenced by ADRs, on the NYSE under the symbol SNN Each
Amencan Depositary Share represents five Ordinary Shares The Bank
of New York Mellon 1s the authonsed depasnary bank for the
Company’s ADR programme

ADS enquines
Alt enquines regarding ADS holder accounts and payment of dwvidends
should be addressed fo

The Bank of New York Mellon, PO Box 358516, Piitsburgh, PA
15252-8516, USA,

Tel. +1-866-259-2287 instde the US (toll free)
Tel +1-201-680-6825 ntemationally
Email shrrelatons@bnymelion com

A Global BuyDIRECT plan 1s available for US residents, enabiing
nvestment directly in ADSs with reduced brokerage commissiens and
service costs For further information on Global BuyDIRECT contact The
Bank of New York Mellon (as above) or visit www briymedion com/
shareowner

The Company provides The Bank of New York Mellon, as depositary.
with copies of Annual Reports containing Consolidated Financial
Statements and the optnion expressed thereon by its Independent
audtors Such financial statements are prepared under IFRS The Bank
of New York Mellon will send these reports to recorded ADS holders
who have elected to receve paper copies The Company also provdes
to The Bank of New York Mellon all notices of shareholders’ meetings
and other reports and communications that are made generally
avallable to shareholders of the Compary The Bank of New Yark
Mellon makes such notices, reports and communications available for
inspecton by recorded holders of ADSs and sends forms of praxy by
post to all recorded holders of ADSs

Smith & Nephew ADS price

The Company’s ADS pnice can be obtained from the official New York
Stock Exchange website at www nyse com, the Smith-Nephew website
www smith-nephew com and 1s quoted datly in the Wall Street Joumnal.

ADS payment information

The Company hereby discloses ADS payment information for the year
ended 31 December 2011 in accordance with the Secunties and
Exchange Commission rules 12D 3 and 12 D 4 relating to Form 20-F
filngs by foreign private issuers

The depositary collects its fees for delivery and surrender of ADSs
directly from mvestors depositing shares or surrendenng ADSs for the
purpase of withdrawal or from intermedianes acting for themn The
deposiiary collects fees for making distnbutions to nvestors, induding
payment of dvidends by the Company by deducting those fees from
the amounts distnbuted or by selling a portion of distnbutable property
1o pay the fees The depositary may collect its annual fee for depository
services by deduchons from cash distnbutions or by directly billing
nvestors or by charging the book-entry system accounts of participants
acting for them The depositary may generally refuse to provde fee-
attracting services unil its fee for those serices are pad
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Information for shareholders continued

Persons deposiing or withdrawing shares must pay-

For

$5 00 for less) per 100 ADSs (or portion of 100 ADSs}

$002 (or less) per ADS

Issuance of ADSs, including 1ssuances resutting from a distnbution of
shares or nghts or other property

Cancellation of ADSs for the purpose of withdrawal, including if the:
deposit agreement terminates

Anty cash distnbution to ADS registered holders, induding payment of
dmdend

A fee equivalent to The fee that would be payable if secunties
distnbuted to holders had been shares and the shares had been
deposited for Issuance of ADSs

Distnbubon of secunties distnbuted to holders of deposited secuntes
which are disinbuted by the depositary to ADS registered holders

$0 02 lor less) per ADS per calendar year
Registration or transfer fees

Depositary services
Transfer and registration of shares on our share register to or from the

narne of the depasitary or its agent when shares are deposited or
withdrawn

Taxes and other governmental charges the depositary or the custodian As necessary
have to pay on any ADS or share undertying an ADS, for example,

stock transfer taxes, stamp duty or withholding taxes

Any charges incurred by the depositary or its agents for serviang the As necessary

deposited secunies

A fee of 2 US cents per ADS was paid on the 2010 final dvdend and a fee of 1 US cent per ADS was deducted from the 2011 first intenm dvidend
paid in November In the penod 1 January 2011 to 21 February 2012 the total reimbursed by The Bank of New York Mellon was $148,885
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Share capital

The pnncipal trading market for the Ordinary Shares 1s the London
Stock Exchange The Ordinary Shares were listed on the New York
Stock Exchange on 16 November 1999, trading in the form of ADSs
evidenced by ADRs Each ADS represents five Orddinary Shares The
ADS facility 1s sponsored by The Bank of New York Mellon acting as
deposiiary

All the Ordinary Shares, induding those held by Directors and Executive
Officers, rank pan passit with each other On 23 January 2006 the
Ordinary Shares of 12 2/9 pence were redenominated as Ordinary
Shares of US 20 cents {following approval by shareholders at the
extraordinary general meeting in December 2005} The new US Dollar
Ordinary Shares camry the same nghts as the previous Ordinary Shares
The share price continues to be quoted in Sterting and the ADSs

Shareholdings

As at 21 February 2012, 7,864,895 ADSs equivalent to 39.324.475
Orchnary Shares or approximately 4 1% of the: total Ordinary Shares in
1ssue were outstanding and were held by 93 registered holders

As at 21 February 2012, o the knowledge of the Group, there were
19830 registered holders of Ordinary Shares, of whom 82 had
registered addresses in the US and held a total of 72,735 Ordinary
Shares ftess than 0 1% of the total iIssued] Because certain Ordinary
Shares are in the names of nominees, the number of
shareholders with registered addresses in the US 1s not representative of
the number of benefiaal owners of Ordinary Shares resident in the US

continue to represent five Ordinary Shares In 2006 the Com —
1ssued Eso,% of shares in Stemr;lwg in order to comply with g’:gri?'sh ew Major shareholders E
These were 1ssued as Delerred Shares, which are not listed on any As far as s known to Smith & Nephew, the Group 1s not directly or 5
stock exchange. They have extremely mited nghts and therefore ndirectly owned or controlled by anather corparation or by any ©
effectively have no value Thesa shares were allatted to the Chuef government and the Group has not entered into arrangements, the
Executive Officer, although the Board reserves the nght fo transfer them  Operation of which may al a subsequent date resultin a change in
to another member of the Board should 1t sowish control of the Group
As at 21 February 2012, no persons are known to Smith & Nephew to
have any interest las defined in the Disdosure and Transparency Rules
of the FSA} in 3% or more of the Orcinary Shares other thanas shown L0
below The following tables show changes over the last three years in =
the percentage and numbers of the issued share capital awned by %
shareholders holding 3% or more of Ordinary Shares, as noffied to the
Company under the Disclosure and Transparency Rules.
As at 31 December ?;
21 February 2012 20m 2010 2009 g
% % % % |8
invesco 50 50 - - _‘%__
BlackRock, Inc 50 50 50 - =
Newton Investment Management Lrmited 50 50 50 51 %
Legal and General Group plc a0 40 50 40 |y
Capital Group of Comparies Inc - 07 51 51 |2
FMR LLC - - - 39 |a
Thomburg Investment Management Inc - - 41 48
As at 31 Decernber
21 February 2012 20m 2010 2009 °=
‘000 ‘000 '000 ‘000 e
Irvesco 44,901 44,901 - - |s
BlackRock, inc 44811 44,811 44322 - 18
Newton Investment Management Urmited 44,337 44337 44,735 45,129 —g
Legal and Generat Group plc 35,676 35,676 44 704 35329 g
Capilal Group of Compariies Inc. - 6,138 44,594 44594 |S
FMR ULC - - - 34701
Thomburg Investment Management Inc - - 36,164 44,852
[=
k=]
In addition to the above the Company is aware that Walter Scott & Partners Limited held appraximately 38m Ordtnary Shares (4 2%) at ®
21 February 2012 g
The Company is not aware of any person who has a significant direct or indirect holding of secuntes in the Company, and 1s not aware of any a
persons holding secunties which may control the Company There are no secunties in 1ssue which have speaial nghts as to the control of 5
the Company 5
§
g

Smith & Nephew Annual Report 2011



Accounts and other information

Share capital continued

Purchase of Ordinary Shares on behalf of the
Company

The share buy-back programme was susperided in November 2008, In
bight of conditions in the financial markets The programme 1s kept under
review and, although there 15 no curmrent intention to re-instate the
programme, the Company will seek a renewal of its perrmission from
shareholders to purchase up to 10% of its own shares at the AGM on
12 Apnl 2012 As at 31 Decernber 2011 68 240,200 (2010 — 68,240,200}
ordinary shares had been purchased under the share buy-back
programme that commenced 1 February 2007 No shares were
purchased in 2011, 2010 or 2009
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Exchange controls and other imitations affecting

secunty holders

There are no UK govermmental laws, decrees or regulations that restnct
the export or iImport of capital or that affect the payment of dwidends,
interest or other payments to non-resident holders of Srmth &
Nephew's secunties, except for certain restnctions impased from time
to ime by Her Majesty’s Treasury of the United Kingdom pursuant to
legislation, such as the United Nations Act 1946 and the Emergency
Laws Act 1964, against the govemment or residents of certain countnes

There are no bmiations, either under the iaws of the UK or under the
artides of association of Smith & Nephew, restncting the nght of
non-UK residents o hold or to exerase voting nghts in respect of
Ordinary Shares, except that where any overseas shareholder has not
provided to the Company a UK address for the service of notices, the
Compary 1s under no obligation to send any notice or other document
o an overseas address It 1s, however, the current practice of the
Company to send every notice or other document to all shareholders
regardless of the country recorded tn the register of members with the
excephon of details of the Company's dvidend re-investment plan,
which are not sent to shareholders with recorded addresses n the US
and Canada
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Selected financial data
2m 2010 2009 2008 2007

$ milkion $ milion $milkon $ milion $ milbon
Income statement
Revenue 4,270 3,962 3772 3,801 3,369
Cost of goods sold {1.140) {1,031} {1,030} 11.077) {994)
Gross Profit 3,130 2,93t 2,742 2,724 2,375
Selling, general and administrative expenses {2.101) (1,860 (1,864 1,942 {1,740}
Research and development expenses {167) (151} {155) (152) 142}
Operating profit 862 920 723 630 493
Net interest payable 8) (15} {40} 66} (30)
Cther finance {costsiincome 6} (10} (15} n 6 =
Share of results of assocates - - 2 1 - %
Profit before taxation 848 895 670 564 a9 |©
Taxation (266) {280} (198) (187} {153}
Attnbutable profit for the year 582 615 472 377 316
Earmings per Ordinary Share
Basic 653¢ 69 3¢ 534¢ 42 6¢ 342¢ |
Diluted 650¢ 692¢ S313¢ 42 4¢ M =
Adjusted attributable profit %
Atinbutable profit for the year 582 615 472 377 316
Acqusthon related costs - - 26 61 m |3
Restructuring and rationalisation expenses 40 15 42 34 42 g
Legal settlement 23 - - - 30 3
Amorhsaton of acquisiion Mangibles and impaiments 36 34 66 5 30 E’
Taxation on excluded tems 17 (10) {26) {30) 49) LB
Adjusted atinbutable profit 664 654 580 493 480 g
Adjusted basic earmings per Ordinary Share (“EPSA’) (i) 74 5¢ 73 6¢ 656¢ 556¢ 520¢ =
Adjusted diluted earnings per Ordinary Share i} 742¢ 73 6¢ 65 5¢ 554¢ 5t7¢ 2

E
m

i Adusted basic earnings per Ordnary Share 1s caiadated by dviding adiusied atinbxtable profit by the average number of shares
[ Adpstec diuted earangs per Ordinary Share is cakculated by dviding adyusied attnbutable profit by the dituted rumber of shares.
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Selected financial data continued

20n 2010 2009 2008 2007 {ivl
$ mithon $ milkion $ milion $ rmilion % rilbon

Group balance sheet
Non-current assets 2,542 2,579 2480 2,523 2,542
Current assets 2,080 2,154 2,071 1,985 1,919
Assets held for sale 125 - 14 - -
Total assets 4,747 4,733 4,565 4,508 4,461
Share capital 19 191 190 190 190
Share prernium 413 396 382 375 356
Treasury shares (766} {778} (794) {823} {637)
Retained eamings and other reserves 3,349 2,964 2,401 1,957 1,907
Total equty 3,187 2,773 2179 1,699 1,816
Non-current labiihes 422 1,046 1,523 184 357
Current labiibes 1,119 914 863 968 2,288
Liabikhes directly associated with assets held for sale 19 - - - -
Total babihhes 1,560 1,960 2,386 2,809 2,645
Total equity and kabilihes 4,747 4,733 4,565 4,508 4,461
Group cash flow statement
Cash generated from operations 1,135 1,111 1,030 815 693
Net nterest pard (8} (17 {41 63 (30}
income taxes paid {285) {235) 1270} (186) (225}
Net cash inflow from operafing actvites 842 859 719 566 438
Capttal expenditure incluching trade rvestments and net of
disposals of property, plant and equipment) (321 {307) 1318) (289) {194)
Acquisitions and disposals (33) - (25) 16} {781}
Cash receved from Plus setlement - - 137 - -
New finance leases - - - - {7
Faclity fee paid - - - 2 6
Borrowings and finance leases acquired - - - - nsan
Proceeds from own shares 7 8 10 4 -
Equity dwdends paid (148) {(132) {120 109 (109
Issue of ordinary capital and treasury shares purchased 11 10 7 74 (612

360 438 410 (16} (1,448)
Exchange adjustments {6 13 21) 16) 72
Opening inet debil/net cash 1492} 1943) {1.332) {1,310) 210
Closing net debt {138) 1492) {943) (1,332) 1.310)
Selected financial ratios
Gearing {closing net debt as a percentage of total equity) 4% 18% 43% 78% 72%
Owidends per Ordinary Share (m) 17 40¢ 1582¢ 14 39¢ 13 08¢ 11 8%¢
Research and development costs to Revenue 39% 38% 41% 40% 472%
Capital expenditure including intangibles bit excluding
goodwill o revenue 8 0% 80% 84% 7 7% 59%

i) The Board has propased a finat dmidend of 10 80 US cents per share wivch logether with ihe firs! itenm dividend ot & 40 US cents makes a iclal for 2011 of 17 40 US cenis

[v Restated due 1o Phus opering balance sheet adusimernts.
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Taxation information for shareholders

The comments below are of a general and summary nature and are
based on the Group’s understanding of certain aspects of current UK
and US federal income tax law and practice relevant to the ADSs and
Ordinary Shares not in ADS form The comments address the matenal
US and UK tax generally applicable to a person who is
the beneficial owner of ADSs or Ordinary Shares and who, for US
federal income tax purposes, Is a atizen or resident of the United
States, a corporation {or other entity taxable as a corporation) created or
organised in or under the iaws of the United States, or an estate or trust
the income of which 1s induded in gross income for US federal income
tax purposes regardless of its source leach a “US Holder™) The
comments set out below do not pumort to address all tax
conseguences of the ownership of ADSs or Ordinary Shares which
may be matenal to a particutar holder and in particular do not deal with
the posttion of shareholders who directly or indirectly own 10% or more
of the Company’s 1ssued Ordinary Shares This discussion does not
apply to §) persons whose holding of ADSs or Ordinary Shares 1s
effectively connected with or pertains to either a permanent
eslablishment in the Urated Kingdom through which a US Holder
cames on a business in the United Kingdom or a fixed base from which
a US Holder performs independent personal services in the United
Kingdom, or (i persons whose registered address Is inside the UK
This discussion does not apply to certain investors subject to speaat
rules, such as certan financal iInstitutions, tax-exempt entties,
insurance companies, broker-dealers, fraders in secunes that elect to
mark to market, partnerships or other entites treated as partnerships
for US federal income tax purposes, US Holders halding ADSs or
Ordinary Shares as part of a hedging, corversion or other integrated
transaction or whase functional curmency for US federal income tex
purposes is other than the US Dollar and investors bable for altemative
rminimum tax. in addihion, the comments below do not address US
state, local or non-US [other than UK taxes The summary deals only
with US Holders who hold ADSs or Qrdinary Shares as capital assets
The summary 1s based on cument UK and US law and practice which 1s
subject to change, possibly with refroactive effect. US Holders are
recommended to consult their own tax adwisors as to the parhicular tax
consequences to them of the ownership of ADSs or Ordinary Shares

The Comparny bebeves, and this discussion assumes, that the
Company was not a passive foreign investment company for its taxable
year ended 31 December 2011

This discussion 1s based in part on representations by the depositary
and assumes that each obligation under the deposit tand
any related agreement will be performed 1n accordance with its terms
For purposes of US federal income tax law;, US Holders of ADSs wall
generally be treated as owners of the Ordinary Shares represented by
the ADSs However, the US Treasury has expressed concems that
parties to whom deposiary shares are released before shares are
delvered to the deposttary {"pre-released”) may be taking achions that
are inconsistent with the clairming of foreign tax creciits by owners of
depaositary shares Such actions would also be inconsistent with the
claiming of the reduced rate of tax, described below, applicable to
dmdends recenved by certain non-corporate US Holders Accordingly,
the availability of the reduced tax rate for dvidends received by certain
non-corporate US Holders of ADSs could be affected by actions that
may be taken by parties to whom ADSs are pre-released

Taxation of dividends in the United Kingdom and the

United States
The UK does not currently impose a withholding tax on dvidends paid
by a UK corporation, such as the Company

Distnbuhions paid by the Comparny will be treated for US federal income
tax purposes as foreign source ordinary dvidend income to a US
Holder to the extent pand out of the Company's current or accumulated
eamings and profits as determined for US federal income tax purposes
Such dividends will not be eligible for the dvdends-received deduction
generally allowed to corporate US Holders

Owmdends paid to certatn non-corparate US Holders of Ordinary Shares
or ADSs in taxable years beginning befcre 1 January 2013 may be
subject to US federat income tax at lower rates than other types of
ordinary income if certain conditions are met Non-corporate US
Holders should consult their own tax adwisors to determine whether
they are subject to any spectal rules that it their ability to be taxed at
these favourable rates

Taxaton of capital gains

US Holders, who are not resident or ordinarlly resident for tax purposes
in the UK, will not generally be bable for UK capial gains tax on any
capital gain realised upon the sale or other dispasition of ADSs or
Ordinary Shares unless the ADSs or Ordinary Shares are held in
connection with a trade camed on in the UK through a permanent
establishment {or n the case of individuals, through a branch or
agency) Furthermore, UK resident indviduals who actuire ADSs or
Ordinary Shares before becoming temporanly non-UK residents may
remain subject to UK taxation of capital gains on gains realised while
non-resident

For US federal income tax purposes, gains or losses realised upona
taxable sale or other disposihon of ADSs or Ordinary Shares by US
Holders generally will be US source capitel gains or losses and will be
long-term capital gains or losses if the ADSs cr Ordinary Shares were
held for more than one year The amount of a US Holder’s gain or loss
will be equal to the difference between the amount realised on the sale
or other disposrion and such holder’s tax basis in the ADSs, or
Ordinary Shares, determined in US Dollars

Inhentance and estate taxes

The HM Revenue & Customs imposes inhertance tax on capitat
transfers which occur on death, and in the seven years preceding
death The HM Revenue & Customs considers that the US/UK Double
Taxation Convention on Estate and Gift Tax apples to inhentance tax
Consequently, a US atizen who 1s domaled in the United States and 1s
not a UK natienal or domiciled 1n the United Kingdom will not be subject
to UK inhentance tax in respect of ADSs and Ordinary Shares A UK
national who 1s domiciled 1n the United States will be subject to both UK
inhentance tax and US federal estate tax but will be entitled to a creiit
for US federal estate tax charged in of ADSs and Ordinary
Shares in computing the bability to UK inheniance tax. Conversely, a US
atizen who 1s domialed or deemed domidled in the United Ki
will be entitied to a credit for UK inhentanoe tax charged in respect of
ADSs and Ordinary Shares in compuning the bability for US federal
estate tax. Speaial nules apply where ADSs and Ordinary Shares are
business property of a permanent establishment of an enterpnse
situated n the United Kingdom
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Taxation information for shareholders continued

US information reporting and backup withholding
AUS Hoider may be subject to US information reporting and backup
withholding on dvidends paid on or the proceeds of sales of ADSs or
Ordinary Shares made within the US or through certain US-related
financial Intermedianes, unless the US Holder is an exempt recipient or,
in the case of backup withholding, provides a correct US taxpayer
identification number and certain other conditiens are met US backup
withholding may also apply if there has been a notification from the US
Infernat Revenue Service of a failure to report all interest or dwvdends

Any backup withholding deducted may be credited against the US
Holder’s US federal ncome tax lability, and, where the withholding tax
exceeds the actual lability, the US Holder may oblain a refund by timely
fibng the appropnate refund claim with the US intemnal Revenue Serace

For taxable years ending after Decernber 19, 2011, certain US Holders
who are iIndwiduals are required to report Information relatng to their
ownership of an interest in certain foreign financial assets, induding
stock of a non-US person, subject 1o exceptions including an exception
for stock held in custodial accounts maintained by US financial
institutions or by US branches of certain non-US finanaal institutions)
Ceriain US Holders that are entiies may be subject to simiar rules in
the future US Holders are recommended to consuit their own tax
adwvisors regarding the parhcular consequences, ff any, of these
requrements on their ownership arkd dispesition of the Ordinary
Shares or ADSs

UK stamp duty and stamp duty reserve tax

UK stamp duty 1s charged on documents and in particular instruments
for the transfer of registered ownership of Ordinary Shares Transfers of
Ordinary Shares in cerhificated form wilt generally be subject to UK
siamp duty at the rate of 2% of the consideration gven for the transfer
vath the duty rounded up to the nearest £5

UK stamp duty reserve tax ("SDRT") anses when there 1s an agreement
to transfer shares in UK companies “for consideration in money or
money's worth”, and so an agreement to transfer Ordinary Shares for
money of other consideration may give nse to a charge to SDRT at the
rate of 2% (rounded up fo the nearest The charge of SDRT will
be cancelled, and any SDRT already paid will be refunded, if within sx
years of the agreement an instrument of transfer 1s produced to HM
Revenue & Customs and the approprate stamp duty pad

Transters of Ordinary Shares into CREST [an electronk: transfer system)
are exempt from stamp duty so long as the transferee 1s a member of
CREST who will hold the: Ordinary Shares as a nominee for the
transferor and the transfer 1s 1n a form that wall ensure that the secunties
become held in uncertificated form within CREST Paperless transfers of
Ordinary Shares within CREST for consideration In money or money's
worth are bable to SDRT rather than stamp duty SDRT on relevant
transactions will be collected by CREST at 2%, and this will apply
whether or nol the transfer 1 affected 1n the United Kingdom and
whether or not the parhes to it are resident or situated in the

United Kingdom
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A charge of stamp duty or SDRT at the rates of 1 2% of the
constderation lor, in some arcumstances, the value of the shares
concermed) will anse on a transfer or 1ssue of Ordinary Shares to the
Depostitary or to certain persons providing a clearance service {or thesr
nominees or agents for the conversion into ADRs and will generally be
payable by the Depostary or person providing clearance semice In
accordance with the terms of the Deposit Agreement, any tax or duty
payable by the Depositary on deposits of Ordinary Shares will be
charged by the Depositary to the party to whom ADRs are delivered
against such deposits

No babibty for stamp duty or SDRT will anse on any transfer of, or
agreement to transfer, an ADS or benefiaal ownership of an ADS,
provided that the ADS and any instrument of transfer or wntten
agreement lo fransfer remans at all tmes outside the United Kingdom,
and provided further that any instrument of transfer or wnitten
agreement to transfer 1s not executed in the United Kingdom and the
transfer does not relate to any matter or thing done or to be done In the
United Kingdom ithe location of the custodian as a holder of Ordinary
Shares not being relevant in this context) In any other case, any transfer
of, or agreement to transfer, an ADS or beneficial ownership of an ADS
could, depending on all the arcumstances of the transfer, gvensefo a
charge to stamp duty or SDRT
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Articles of association

The following summanses certain materal nghts of holders of the
Company's Ordinary Shares under the matenal provisions of the
Company’s arhcles of assoctabon and English law This summary 1s
quatified in its entirety by reference to the Comparies Act and the
Company's arlicles of assoaahion In the following description, a
“shareholder” 15 the person registered n the Compary's register of
members as the holder of an Ordinary Share

The Company is Incorporated under the name Smith & Nephew plc
and s registered in England and Wales with registered number 324357

The Company s Ordinary Shares may be held in certificated or
uncertificated form No holder of the Company's shares will be required
to make addiional contnbutions of capiial in respect of the Company's
shares in the future In accordance with English law the Company's
Ordinary Shares rank equally

Drrectors

Under the Company’s ariicles of assocation, a Director may not vate in
respect of any contract, amangement, transaction or proposal in which
he, or any person connecied with him, has any matenal interest other
than by wirtue of his interesis 1n secunties of, or otherwise In or through,
the Comparty This is subject to certain exceptions relating to proposals
(@) ndemnifying him i respect of obligations incurred on behaff of the
Company, (bl indemnifying a thind party in respect of obligations of the
Company for which the Director has assumed responsibibity under an
indemnity or guarantee, {c relating to an offer of secures inwhich he
will be Interested as an underwnter, {d) conceming another body
corporate nwhich the Director 1s benefically interested in less than one
percent of the issued shares of any class of shares of such a body
corporate, {e) relating to an employee benefit in which the Director will
share equally with other employees and () relating to any insurance
that the Cempany 1s empowered to purchase for the benefit of
Directors of the Cempany in respect of actions undertaken as Directors
{and/or officers) of the Company

A Director shall not vole or be counted n any quorum present at a
meeting in relation to a resolubion on which he s not entitied to vote

The Drrectors are empowered to exeraise all the powers of the
Company 1o borrow money, subject fo the bmitation that the aggregate
amount of all monies borowed after deducting cash and current asset
investments by the Company and its subsidiaries shall not exceed the
sum of $6,500000,000

Any Director who has been appointed by the Directors since the
previous Annual General Meeting of shareholders, either to fill a casual
vacancy or as an additional Director holds office only until the
conclusion of the next Annual General Meeting and then shall be
eligible for re-election by the shareholders The other Directors retire
and are ehgible for re-appaintment at the third Annual General Meeting
after the meeting at which they were last re-appointed If not re-
appomted a Drrector retinng at 2 meefing shal retain office until the
meeting apponts someone 1n his place, of if it does not do so, untl the
conclusion of the meeting, The Dwrectors are subject to removal with or
without cause by the Board or the: shareholders Directors ane not
required to hold any shares of the Company by way of qualificaton

Under the Company's articles of assoaation and English law, a Director
may be indemnified out of the assets of the Company against labilties
he may sustan or ncur in the exeoution of us duties

Rights attaching to Ordinary Shares

Under Enghsh law, dividends are payable on the Company’s Ordinary
Shares only out of profits available for distribution, as determined in
accordance with accounting pnnaples generally accepted in the United
Kingdom and by the Companies Act 2006 Holders of the Company's
Ordinary Shares are enfitled to recetve final dwdends as may be
dedlared by the Directors and approved by the shareholders in general
meeting, rateable according to the amounts paid up on such shares,
provided that the dvdend cannot exceed the amount recommended
by the Directors

The Company's Board of Directors may declare such intenm dwidends
as appear o them to be jushfied by the Company’s financial position If
authonsed by an ordinary resolution of the shareholders, the Board
may also direct payment of a dwdend in whole of In part by the
distnbuhon of speafic assets land in particular of paid up shares or
debentures of the Company)

Any dvidend undaimed after 12 years from the date the dvidend was
declared, or became due for payment, will be forferled and wall revert to
the Company

There were no matenal modifications to the nghts of shareholders
under the Artictes dunng 2011

Voting nghts of Ordinary Shares

Voting at any general meetng of shareholders 15 by a show of hands
unless a poll, which 1s a wnitten vote, 1s duly demanded and held Ona
show of hands, every shareholder who 1s present in person at a
general meeting has one vote regardless of the number of shares held
©On a poll, every shareholder who 1s present in person or by praxy has
one vote for each Ordinary Share held by that shareholder A poll may
be demanded by any of the following

- the charman of the meeting,

— atleast five shareholders present or by proxy entitled to vote onthe
resolution,

— any shareholder or shareholders representing In the aggregate not
less than one-tenth of the tolal voting nghts of all shareholders
entitled to vote on the resolution, or

— any shareholder or shareholders holding shares confernng a nght to
vote on the resolution on which there have been pard-up sums in
aggregate equal to not less than one-tenth of the total sum paid up
on all the shares confermng that nght

A form of praxy will be treated as gmving the proxy the authonty to
demand a poll, or 1o join others in demanding one, as above

The necessary quorum for a general meefing 15 two shareholders

present in person or by proxy carying the nght to vote upon the
business to be irensacted

Matters are transacted at general meetings of the Company by the
processing and passing of resolutions of which there are two kinds,
ordinary or special resolutions

— Ordinary resolutions incdlude resolutions for the re-election of
Directors, the approval of finanaal statements, the declaration of
dradends (other than intenm dwvdends), the appointment and
re-appointment of auditors or the grant of authonty to allot shares An
ordinary resoluion recuuires the affirmative vote of a majponty of the
voles of those persons voting at the meetings at which thereis a
quorum
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Articles of association continued

— Speaal resolutions include resolutions amending the Company's
artides of assoaation, dis-applying statutory pre-emphon nghts or
changing the Company's name; modifying the nghts of any dass of
the Company's shares at a meeting of the holders of such dass or
relatng to certain matters conceming the Company's windingup A
specil resolution requires the affirmative vote of not less than

three-quarters of the votes of the persons voting at the meeting at
which there 1s a quorum

Annual General Meetings must be convened upon advance wntten
notice of 21 days Other general meefings must be convened upon
advance wntten notice of at least 14 dear days The days of delvery or
receipt of notice are not iInduded  The notice must specify the nature of
the business to be transacted Meetings are corvened by the Board of
Directors Members with 5% of the Ordinary Share capital of the
Comparny may requisition the Boand to convene a meeting

Vanation of nghts

If, at any ime, the Company’s share capital 1s dwded into different
classes of shares, the nghts attached to any dass may be vaned,
subject o the provisions of the Companies Act, with the consent In
writing of holders of three-quarters in nominal value of the 1ssued
shares of that dlass cr upon the adoption of a special resolution passed
al a separate meeting of the holders of the shares of that dass At every
such separate meeting, all the provisions of the articles of association
relahng to proceedings at a general meeting apply, except that the
quorum s o be the number of persons iwhich must be two or maore)
who hold or represent by proxy not less than one-third 1n nominal value
of the 1ssued shares of the class and at any such meeting a poll may be
demanded in writing by any person or their proxy who hold shares of
that class Where a person 1s present by proxy or proxies, he 1s treated
as holding only the shares in respect of which the proxies are
authonsed to exercise voting nghts

Rights n a winding-up

Except as the Company’s shareholders have agreed or may otherwise
agree, upon the Company's winding up, the balance of assats avallable
for distnbution

— after the payment of all creditors induding certain preferental
crediiors, whether statutonly preferred creditors or normal credifors,
and

— subject to any special nghts attaching to any other class of shares,

15 to be distnbuted among the holders of Ordinary Shares according to
the amounts pard-up on the shares held by them This distnbution 1s
generaly to be made InUS Dollars A biquidator may, however, upon the
adoption of any extraordinary resolution of the shareholders and any
other sanchon requined by law, dwvide among the shareholders the
whole or any part of the Company’s assets in kind
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Limitations on voting and shareholding

There are no limitatons impaosed by English law or the Company's
aricles of assoaahon on the nght of non-residents or foreign persons
to hold or vote the Company’s Ordinary shares or ADSs, other than the
limitations that would generally apply to all of the Cormpany's
shareholders

Transfers of shares

The Board may refuse to register the transfer of shares held in
cerhficated form which

- are not fully paid {provided that it shall not exercise this discretion in
such a way as o prevent stock market dealings in the shares of that
class from taking place on an open and proper basis),

- are not duly stamped or duly certified or otherwise shown to the
safisfachon of the Board to be exempt from stamp duty, lodged at the
Transfer Office or at such other place as the Board may appoint and
isave In the case of a transfer by a person lo whom no certificate was
15sued in respect of the shares in question] accompamed by the
certficate for the shares o which it relates, and such other evidence
as the Board may reasonably require to show the nght of the:
transferor to make the transfer and, if the instrument of transfer1s
executed by some other person on his behaff, the authonty of that
person so to do;

— are n respect of more than one class of shares, or

— are n favour of more than four transferees

Deferred shares

Following the redenomination of share capital on 23 January 2006 the
Crdinary Shares’ nominal value became 20 US cents each There were
no changes to the nghts or obligations of the Ordinary Shares In order
to comply with the Companies Act 2006, a new dass of Sterling shares
was created, Deferred Shares, of which £50,000 were 1ssued and
allotted in 2004 as fully paid to the Chief Executive Officer though the
Board reserves the nght to transfer them to another member of the
Board should it so wish These Deferred Shares have no voting or
dmdend nghts and on winding up only are entitled to repayment at
nominal vatue only if all ardinary shareholders have receved the
nominal value of therr shares plus an additonal $1,000 each

Amendments

The Company does not have any special rules about amendments to
its arhicles of assocation beyond those iImposed by law
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Cross Reference to Form 20-F

This table prowdes a cross reference from the information included in this Annual Report to the requirements. of Form 20-F

Page
Part |
ltem 1 Identty of Directors, Senior Management and Advisors n/a
ltem 2 Offer Stahshes and Expected Timetable n/a
tem 3 ey information
A - Selected Financial Data 145-146
B — Capitabisation and Indebtedness n/a
C —Reason for the Offer and Use of Proceeds n/a
D — Risk Factors 16-18
ltem 4 Information on the Company
A — History and Development of the Company 25135 M=
B — Business Overview 3,14, 16,18, 30-40, 89-93 g
C — Organisational Stnucture 3,30,127-128,156_ | &
D — Property, Plant and equipment 135
ltem 4A Unresoived Staff Comynents None
tem S Operating and Financial Review and Prospects
A — Operating results 19-40
B — Liqundity 2nd Capiial Resources 25, 27
C - Research and Development, patents and licenses, efc 15 b
D - Trend information 14,27, 41 k4
E — Off Balance Sheet Arrangements 136
f ~ Tabular Disclosure of Contractual Obligations 136
G - Safe Harbor 156 2
llem & Direclors, Senior Management and Employees e
A — Directors and Senior Management 48-51,55 §
B - Compensation 64-76 >
C — Board Practices 48-56, 58, 72 §
D — Employees 45 =
E — Share Ownership 45,74-75.123-127 | &
ltem 7 Major Shareholders and Related Party Transactions dﬁc
A — Major Shareholders 143 | £
— Host Country Shareholders 143 :;:,'
B — Related Party Transactions 127.136
C - Interests of experis and counsel n/a
Item 8 Financtal information
A = Consoldated Statements and Other Financial Information 77-128
— legal Proceedings 28-29 o
— Dvidends 138 |8
B — Significant Changes None {5
ftem 9 The Offer and Listing 3
A — Offer and Listng Details 139,143 | §
B — Plan and Distribution n/a g-
C— Markels 143 |©
D — Selling Sharcholders n/a
£ — Diluton n/a
F — Expenses of the Issue n/a 5
itern 10 Addional informathon =
A — Share capital n/a E
B — Memorandum and Artidles of Assoaiation 149150 |'g
C — Matenal Contracts 25 S
D ~ Exchange Confrols 194 | 3
£ - Taxation 147-148 | £
F — Cwidends and Paying Agents n/a §
G — Slaterment by Experts n/a
H — Documents on Display 156
| - Subsidhary Information 127-128
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Cross Reference to Form 20-F continued

Page
ltern 11 Quanhiative and Qualitative Disdiosure about Market Risk 16-18, 104-110
ltem 12 Description of Secunties Cther than Equity Secunties n/a
ltem 12D American Depository shares 141-142
PartH
ltem 13 Defaults, Omdend Amearages and Delinquenaes None
Itern 14 Matenal Modifications to the Rights of Secunty Holders and Use of Proceeds None
Item 15 Controls and Procedures 57,63, 83
tem 16 {Reserved) n/a
ltem 16A Audit Committee Finanaial Expert 58
ltem 168 Code of Ethics 56
Itern 16C Principal Accountant Fees and Services 57,60
Item 16D Exemphions from the Lishng Standards for Audit Commitiee n/a
ltem 16E Purchase of Equity Secunties by the Issuer and Affillated Purchase 144
ltern 16F Change in Registrant’s Cerbfying Accountant None
ltem 16G Corporate Governance 52
fterm 16H Mine Safety Disclosure n/a
Part i
ltem 17 Finanaal Statements n/a
llem 18 Financial Statements 77-128
Item 19 Exhibits
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Glossary of terms

Unless the context indicates otherwise, the following terms have the meanings shown below

Term Meaning
ACL The anterior cruaiate hgarment [ACL) 15 one of the four major bigarments in the human knee.
ADR In the US, the Company's Ordinary Shares are traded in the form of ADSs evidenced by Amencan
Depostory Recespts ("ADRs™
ADS In the US, the Company’s Ordinary Shares are traded n the form of Amencan Depositary Shares ("ADSs”)
Advanced Wound Management A product group comprising products assocated with the treatment of skan wounds, ranging from
products that provide moist wound heating using breathable films and polymers to products providing
active wound healing by biochemical or cellular action
AGM Annual General Meeting of the Company
Arthroscopy Endoscopy of the joints 15 termed “arthrascopy”, with the pnncipal applications beng the knee and g
shoulder
ASD Advanced Surgical Oevices dwisian
AWD Advanced Wound Management dwision
8asis Pomt One hundredih of one percentage point
Chromc wounds Chroric wounds are those with long or unknown healing tmes induding leg ulcers, pressure sores
and diabetic foot ulcers
Company Smith & Nephew plc or, where appropriate, the Company’s Board of Directors, unless the context F‘—
otherwise requires
Companies Act Companies Act 2006, as amended, of England and Wales
DURQLANE DUROLANE 15 a registered trademark of Q-MED AB ?,
EBITA Earnings before interest, tax and amortisation £
EBITDA Eamings before interest tax, depreaation and amorhsation g
EP Earmings Improvement Programme or “EIP”, the objectve of which 1s to enhance short and medium term L.
performance, to berate resources for Investment and to establish a culture of continuous IMproverment %
Emerging Markets Ermerging Markets indude Greater China, India, Brazil and Russia e
EPSA Adyusted Eamings Per Share 1s a trend measure which presents the long-term profitability of the Group 2
excluding the impact of speafic transactions that management considers affects the Group's short-term 3
profitabitty The Group presents this measure to assist investors in ther understanding of trends Adjusted
attnbutable profit 1s the numerator used for this measure
Endoscopy Endoscopy allows surgeons to operate through small openngs in the body, rather than large nasions
Endoscopy products A product group compnsing specialised viewing and access devices, surgical instruments and powered —
equipment used in mirimaly vasive surgical procedures Through a small Inaision surgeons are able to g
see inside the body using a monttor and identify and reparr defects =
ERP Enferpnse Resource Planming a software system which integrates intemal and extemal management g
information, facibiating the flow of information acrass an orgamsation 2
Estabhshed Markets Established Markets include United States of Amenica, Europe, Australa, New Zealand, Canada and gi
Japan O
Euro or € References to the common cumrency used 1n the majonty of the countnes of the European Union
External fixation The use of wires or pins transfixed through bone to hold a frame to the position of a fracture ?‘
FDA US Food and Drug Adrministration g
Financial statements Refers to the consobdated Group Accounts of Simith & Nephew plc. £
FTE Full Time Equivalent or "FTE™ 1s a unit that indicates the workload of an employed person in a way that g
makes workloads comparable across vanous contexts T
FTSE 100 Index of the largest 100 listed companies an the London Stock Exchange by market capialisation *g
Glenohumeral! jomt This 15 the main joint of the shoulder g
GMP Good manutactunng practice or "GMP” 1s the gurdance that outlines the aspects of production and testing
that can impact the quality of a product
Group or Soruth & Nephew Used for convenence to refer to the Company and s consobdated subsichanes, unless the contexd

otherwise requires
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Glossary of terms continued

Term Meaning

HVAC Refers to heating, venhlation and arr condiioning

IFRIC Intemational Financial Reporting Interpretations as adopted by the £U and as i1ssued by the Intemational
Accounting Standards Board

IFRS Infernational Financial Reporting Standards as adopted by the EU and as issued by the Intemational

Accounting Standards Board

Interational Markets

International Markets include Middle East, North Afnca, Southern Afnca, Latin America, ASEAN, South
Korea and Eastem Europe

LSE London Stock Exchange

Memscal repair Relates to a surgical procedure performed on the knee

Metal-on-metal hip resurfacing Aless invasive surgical approach to treating arthnhs in certain patients whereby only the surfaces of the
hip ont are replaced leaving the hip head substantally preserved

Negative Pressure Wound Therapy A technology used to freat chromic wounds such as diabetic ulcers, pressure sores and post-operative
wourvds through the application of sub-atmosphenc pressure to an open wound

NYSE New York Stock Exchange

Orlhob:olgggts products Any product that 1s pnmanly intended 1o act as a scaffold and/or actively smulates bone growth

Orthopaedic products Orthopaedic reconstruction products indiude joint replacement systems for knees, hips and shoulders
and support products such as computer assisted surgery and minimally Invasive surgery techriques
Orthopaerdic frauma devices are used i the treatment of bone fractures including rods, pins, screws,
plates and external frames  Clirucal therapies produets indude jont fiund therapy for pain reduction of the
knee and an ultrascund treatment to accelerate the healing of bone fractures

OXINIUM OXINIUM matenalis an advanced lcad beanng technclogy W1s created through a proprietary
manufactunng process that enables zrcomum to absorty oxygen and transform to a ceramic on the
surface, resulting in a matenal that incorporates the features of ceramic and metal Management believes
that OXINIUM matenal used in the production of components of knee and hip implants extebits unique
performance charactenshcs due toiits hardness, low-fnction and resistance to roughening and abrasion

Parent Company Smith & Nephew plc.

Pound Sterting, Sterting, £,
pence or p

References to UK currency 1p 1s equivalent to one hundredth of £1

Repar A product group within endascopy compnsing specialised devices, fixahon systems and bio-absorbable
matenals to repair joints and assoaated hssue

Resection Products that cut or ablate issue within endoscopy compnsing mecharnical blades, radho frequency
wands, electromechanical and hand instruments for resecting tissue

SUPARTZ SUPARTZ is a registered rademark of Setkagaku Corp

Trachng profit Trading profit 1s a frend which presents the long-term profitability of the Group excluding the impact of

specific transactions that management considers affects the Groups short-term profitability The Group
presents this measure lo assist investors in therr understanding of trends  The Group has identified the
followng items, where matenal, as those to be excluded from operating profit when anving at trading
profit acquisihon and disposal related fterns including amorhisation of acquision Intangible assets and
impatmments, significant restructunng events, and gains and losses resulling from legal disputes and
uninsured losses

Traditional woundcare

Product group compnsing medical textile products, adhesive tapes and fixafive sheels to secure wound
management products fo the body

UK United Kingdom of Great Britain and Nerthem Ireland

UK GAAP Accounhing pnnciples generally accepted in the United Kingdom

uUs Unuted States of Amenca

US Doilars, US $ or cents References lo US curency 1 cent is equivalent to one hundredth of USS$1

US GAAp Accounting pnnaples generally accepted in the United States of Amenca

Visualisation Products within endgscopy compnsing digiial cameras, light sources, monitors, scopes, image capture,
central control and mulhmecdha broadcasting systems for use in endoscopic surgery with visualisation

Wound bed An area of healthy dermal and epidermal tissue of a wound
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About Smith & Nephew

The Smith & Nephew Group ithe “Group™] s a global medical devices
business operating In the markets for orthopaedic recenstruction and
trauma endosoopy (which indudes arthroscopic procedures referred to as
sports mediane] and advanced wound management, with revenue of
approxamately $4 bilbon in 2011 Smuth & Nephew pic ithe “Company™) 1s
the parent company of the Group 1t 1s an English public Emited company
with iis shares bisted on the prermsurn bst of the UK Listing Authorty and
fraded on the London Stock Shares are also traded on the New
York Stock Exchange n the form of Amencan Depositary Shares ["ADSs")

This 1s the Annual Report of Smith & Nephew plc for the year ended

31 December 2011 It compnses 1n a single document the Annual Report
and Accounts of the compary tn accordance with UK requirements and the
Annual Report on Form 20-F in accordance with the regutations of the
Unrted States Securies and Exchange Commission ["SECT)

Smuth & Nephew operales on a worldwide basts and has distribution
channels In over 90 countnes in the more established countnies by
revenue the Group's business operations are organised by Business
segments In the majprty of the remaining markets, operations are
managed by country managers who are responsible for sales and
distnbuhon of the Group's entire product range These compnse the
Emerging Markets and International Markets

Smith & Nephew s corporate website, www smith-nephew com, gives
addihonal information on the Group, induding an electronic version of this
Annual Report. Infarmation made available on this webstte, or other
websites mentioned in this Annual Report, are not, and should not be
regarded as being, part of or incorporated into this Annual Report

For the convenience of the reader, a Glossary of lechnical and financial
terms used in this document is Included on pages 153 to 154 The product
names referred to 1n this document are dentified by use of caprtal letters
and are trademarks owned by or kcensed te members of the Group

Presentation

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

The Group Accounts of Smith & Nephew in this Annual Report are
presented in US Dollars Solely for the conveience of the reader, certain
parts of this Annual Report contain transtations of amounts in US Dollars
Into Stesling at specified rates These translations should not be constnied
as representations that the US Dollar amounts actually represent such
Sterhing amounts or could be converted into Stering at the rate indicated
Except as where stated otherwise the translation of US Dollars and cents to
Sterling and pence appeanng in this Annual Report has been made at the
Bank of England exchange rate on the date indicated On 21 February 2012,
the Bank of England rate was US51 582 per £1

The results of the Group as reported in US Dodlars, are affected by
moverments in exchange rates between US Dollars and other aurrencies
The Group applied the average exchange rates prevalling dunng the year o
translate the results of companies with functional currency other than US
Dollars The cumenaies which mest influenced these translatons in the
years covered by this report were Sterting, Swiss Franc and the Euro

The Accounts of the Group in this Annual Report are presented in millons
{“r" unless otherwise ndicated

Special note regarding forward-looking statements

The Group's reports filed with, or fumished to, the US Secunthes and
Exchange Commission ("SECT, inctuding this document and written
information refeased, or oral statements made, to the public n the future by
or on behalf of the Group, contain “forward-locking statements™ within the
meaning of the US Private Secunfies Liigation Reform Act of 1995, that may
or may not prove accurate In parhcular statements regarding expected
revenue growth and trading profit margins disaussed under “Cutlook and
Trend Information”, market trends and our product pipeline are forward-
locking statements Phrases such as “am”, "plan™, “intend”, "anhapate”
“well-placed”, “believe”, "estimate”, “expect”, "target”, "consider” and similar
expressions are generally mtended to enty forward-lookang statements.
Forward-looking statements involve known and unknown nsks,
uncertainties and other important factors that could cause actual results, to
differ matenally from what is expressed or implied by the statements.
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For Smith & Nephew, these factors include economic and financial
condions in the markets we serve, espeaally those affecting health care
providers payers and customers, price levels for established and
innovative medical devices, developments in medical technology:
regulatory approvals, reimbursement decisions or other government
achons, product defects or recalls, litgation relating fo patent or other
claims, legal complance nsks and related nvestigative, remedsal or
enforcement actions, strategic actions, including acquisitions and
disposthons and our success In Integrahng acquired businesses, and
numerous other matters that affect us or our markets, ncduding those of a
political, economic, business or competitive nature Specific nsks faced by
the Group are described under "Risk factors” on pages 16 to 18 of this
Annual Report Any forward-looking statement 1s based on informahon
available to Smith & Nephew as of the date of the statement All wntten or
oral forward-loolang statements attnbutable to Smith & Nephew are
qualified by this caubon Smith & Nephew does not tndertake any
obilgation to update or revise any forward-looking statement to reflect any
change in arcumstances or In Smith & Nephew's expectations

Segment data

Segment data and segment share estmates throughout this report are
denved from a vanety of sources including publicly available competitors’
information iInfemal management information and independent market
research reports

Documents on display

It 1s possible fo 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 Secunties and Exchange
Comrmission in the US may be read and copied at the SEC's public
reference mom located at 450 Fifth Street, NW Washington DC 20549
Please call the SEC at 1-800-SEC-0330 for further information on the public
reference rooms and ther copy charges The SEC also maintains a web stte
at www sec gov that contains reports and other informaton regarding
registrants that file electronically with the SEC This Annual Report and
some of the cther information subrmitied by the Group to the SEC may be
accessed through the SEC website
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The inks used are renewable, biodegradable and emit fewer Volatile Organic Compourxds (VOC s} than mineral-ofl Inks
They are based on high levels of renewable raw matenals such as vegetable alls and naturally occumng resin

The inks do not contain any toxic heavy metals and therefore, do not poese a problem if placed in landfill
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