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Throughout this Quarterly Report on Form 10-Q, “Prudential Financial” and the “Registrant” refer to Prudential Financial, Inc., the ultimate holding company for all of
our companies. “Prudential Insurance” refers to The Prudential Insurance Company of America, before and after its demutualization on December 18, 2001 (the “date of
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FORWARD-LOOKING STATEMENTS
  Certain of the statements included in this Quarterly Report on Form 10-Q, including but not limited to those in the Management’s Discussion and Analysis of Financial
Condition and Results of Operations, constitute forward-looking statements within the meaning of the U.S. Private Securities Litigation Reform Act of 1995. Words such as
“expects,” “believes,” “anticipates,” “includes,” “plans,” “assumes,” “estimates,” “projects,” “intends” or variations of such words are generally part of forward-looking statements.
Forward-looking statements are made based on management’s current expectations and beliefs concerning future developments and their potential effects upon Prudential Financial,
Inc. and its subsidiaries. There can be no assurance that future developments affecting Prudential Financial, Inc. and its subsidiaries will be those anticipated by management. These
forward-looking statements are not a guarantee of future performance and involve risks and uncertainties, and there are certain important factors that could cause actual results to
differ, possibly materially, from expectations or estimates reflected in such forward-looking statements, including without limitation: general economic, market and political
conditions, including the performance of financial markets, interest rate fluctuations and the continuing negative impact of the current economic environment; various domestic or
international military or terrorist activities or conflicts; volatility in the securities markets; reestimates of our reserves for future policy benefits and claims; changes in our
assumptions related to deferred policy acquisition costs; our exposure to contingent liabilities; catastrophe losses; investment losses and defaults; changes in our claims-paying or
credit ratings; competition in our product lines and for personnel; fluctuations in foreign currency exchange rates and foreign securities markets; risks to our international
operations; the impact of changing regulation or accounting practices; Prudential Financial, Inc.’s primary reliance, as a holding company,
on dividends from its subsidiaries to meet debt payment obligations and the applicable regulatory restrictions on the ability of the subsidiaries to pay such dividends; adverse
litigation results; and changes in tax law. Prudential Financial, Inc. does not intend, and is under no obligation, to update any particular forward-looking statement included in this
Quarterly Report on Form 10-Q.
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PART I—FINANCIAL INFORMATION
 ITEM 1.    Financial Statements
  PRUDENTIAL FINANCIAL, INC.
  UNAUDITED INTERIM CONSOLIDATED STATEMENTS OF FINANCIAL POSITION

MARCH 31, 2003 AND DECEMBER 31, 2002
(in millions, except share amounts)

 

 
  

March 31,
2003

    

December  31, 2002

 
ASSETS                  
Fixed maturities:                  

Available for sale, at fair value (amortized cost: 2003—$120,697; 2002—$117,869)    $ 129,645     $ 125,463 
Held to maturity, at amortized cost (fair value: 2003—$2,859; 2002—$2,673)      2,772       2,612 

Trading account assets, at fair value      3,359       3,449 
Equity securities, available for sale, at fair value (cost: 2003—$2,719; 2002—$2,849)      2,624       2,807 
Commercial loans      19,284       19,287 
Policy loans      8,550       8,827 
Securities purchased under agreements to resell      5,990       4,844 
Cash collateral for borrowed securities      4,429       4,978 
Other long-term investments      5,551       5,408 
Short-term investments      2,985       5,419 
       

Total investments      185,189       183,094 
Cash and cash equivalents      10,691       9,898 
Accrued investment income      1,919       1,790 
Broker-dealer related receivables      5,126       5,631 
Deferred policy acquisition costs      7,039       7,031 
Other assets      18,578       14,747 
Separate account assets      70,710       70,555 
       

TOTAL ASSETS    $ 299,252     $ 292,746 
       
LIABILITIES AND STOCKHOLDERS’ EQUITY                  
LIABILITIES                  
Future policy benefits    $ 91,601     $ 90,460 
Policyholders’ account balances      46,972       46,280 
Unpaid claims and claim adjustment expenses      3,513       3,428 
Policyholders’ dividends      4,050       3,675 
Securities sold under agreements to repurchase      15,348       14,902 
Cash collateral for loaned securities      9,189       10,231 
Income taxes payable      2,304       1,933 
Broker-dealer related payables      4,915       4,838 
Securities sold but not yet purchased      2,076       1,996 
Short-term debt      4,212       3,469 
Long-term debt      4,332       4,757 
Other liabilities      17,482       14,202 
Separate account liabilities      70,710       70,555 
       

Total liabilities      276,704       270,726 
       
Guaranteed beneficial interest in Trust holding solely debentures of Parent      690       690 
       
COMMITMENTS AND CONTINGENCIES (See Note 9)                  

STOCKHOLDERS’ EQUITY                  
Preferred Stock ($.01 par value; 10,000,000 shares authorized; none issued)      —         —   
Common Stock ($.01 par value; 1,500,000,000 shares authorized; 584,513,057 and 584,511,144 shares issued at March 31, 2003 and December 31, 2002, respectively)      6       6 
Class B Stock ($.01 par value; 10,000,000 shares authorized; 2,000,000 shares issued and outstanding at March 31, 2003 and December 31, 2002)      —         —   
Additional paid-in capital      19,516       19,513 
Common Stock held in treasury, at cost (32,273,726 and 24,283,271 shares at March 31, 2003 and December 31, 2002, respectively)      (990)     (743)
Deferred compensation      (17)     (21)
Accumulated other comprehensive income      3,157       2,585 
Retained earnings (deficit)      186       (10)



       
Total stockholders’ equity      21,858       21,330 

       
TOTAL LIABILITIES AND STOCKHOLDERS’ EQUITY    $ 299,252     $ 292,746 

       
  See Notes to Unaudited Interim Consolidated Financial Statements
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PRUDENTIAL FINANCIAL, INC.
  UNAUDITED INTERIM CONSOLIDATED STATEMENTS OF OPERATIONS

THREE MONTHS ENDED MARCH 31, 2003 AND 2002
(in millions, except per share amounts)

 

 
  

2003

    

2002

 
REVENUES                  
Premiums    $ 3,372     $ 3,156 
Policy charges and fee income      416       434 
Net investment income      2,190       2,129 
Realized investment losses, net      (67)      (149)
Commissions and other income      896       1,045 
       

Total revenues      6,807       6,615 
       
BENEFITS AND EXPENSES                  
Policyholders’ benefits      3,445       3,153 
Interest credited to policyholders’ account balances      452       448 
Dividends to policyholders      645       673 
General and administrative expenses      1,942       2,091 
       

Total benefits and expenses      6,484       6,365 
       
INCOME FROM CONTINUING OPERATIONS BEFORE INCOME TAXES      323       250 
       
Income tax expense      105       93 
       
INCOME FROM CONTINUING OPERATIONS      218       157 
       
Loss from discontinued operations, net of taxes      (22)      (4)
       
NET INCOME    $ 196     $ 153 
       
EARNINGS PER SHARE (See Note 6)                  
Financial Services Businesses                  

Basic and Diluted:                  
Income from continuing operations per share of Common Stock    $ 0.43     $ 0.47 
Discontinued operations      (0.04)      (0.01)

       
Net income per share of Common Stock    $ 0.39     $ 0.46 

       
Closed Block Business                  

Net loss per share of Class B Stock    $ (9.50)    $ (58.50)
       
 

See Notes to Unaudited Interim Consolidated Financial Statements
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PRUDENTIAL FINANCIAL, INC.
  UNAUDITED INTERIM CONSOLIDATED STATEMENT OF STOCKHOLDERS’ EQUITY

THREE MONTHS ENDED MARCH 31, 2003
(in millions)

 

 
  

Common Stock

   Class B
Stock

  
Additional

Paid-in
Capital

  
Retained
Earnings
(Deficit)

 

  

Common
Stock 

Held in
Treasury

 

     Deferred
Compensation

 

    

Accumulated 
Other

Comprehensive
Income

  
Total

Stockholders’
Equity

 
 

  

Shares

    

Amount

                        
Balance, December 31, 2002    560.2    $ 6   $ —     $ 19,513   $ (10)   $ (743)     $ (21)     $ 2,585   $ 21,330 

Stock-based compensation    —         —       —       3     —         —           —           —       3 
Treasury stock acquired    (8.1)     —       —       —       —         (250)       —           —       (250)
Treasury stock reissued for exercise of stock options    0.1      —       —       —       —         3        —           —       3 



Deferred compensation program    —         —       —       —       —         —           4        —       4 
Comprehensive income:                                                                           
Net income    —         —       —       —       196      —           —           —       196 
Other comprehensive income, net of taxes    —         —       —       —       —         —           —           572     572 

                                                                      
Total comprehensive income                                                                        768 

                                
Balance, March 31, 2003    552.2    $ 6   $ —     $ 19,516   $ 186    $ (990)     $ (17)     $ 3,157   $ 21,858 
                                
 
 

See Notes to Unaudited Interim Consolidated Financial Statements
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PRUDENTIAL FINANCIAL, INC.
  UNAUDITED INTERIM CONSOLIDATED STATEMENTS OF CASH FLOWS

THREE MONTHS ENDED MARCH 31, 2003 AND 2002
(in millions)

 

 
  

2003

    

2002

 
CASH FLOWS FROM OPERATING ACTIVITIES                  
Net income    $ 196     $ 153 
Adjustments to reconcile net income to net cash provided by operating activities:                  

Realized investment losses, net      67       175 
Policy charges and fee income      (153)      (117)
Interest credited to policyholders’ account balances      452       448 
Depreciation and amortization, including premiums and discounts      173       72 
Change in:                  

Deferred policy acquisition costs      (91)      (62)
Future policy benefits and other insurance liabilities      561       304 
Trading account assets      93       (1,249)
Income taxes payable      18       (7)
Broker-dealer related receivables/payables      582       (79)
Securities purchased under agreements to resell      (1,146)      (2,716)
Cash collateral for borrowed securities      548       (418)
Cash collateral for loaned securities      (1,041)      402 
Securities sold but not yet purchased      80       1,770 
Securities sold under agreements to repurchase      446       4,803 
Other, net      (351)      (836)

       
Cash flows from operating activities      434       2,643 

       
CASH FLOWS FROM INVESTING ACTIVITIES                  
Proceeds from the sale/maturity of:                  

Fixed maturities, available for sale      8,175       11,107 
Fixed maturities, held to maturity      303       16 
Equity securities, available for sale      253       688 
Commercial loans      638       580 
Other long-term investments      357       364 

Payments for the purchase of:                  
Fixed maturities, available for sale      (10,383)      (17,025)
Fixed maturities, held to maturity      (466)      (1)
Equity securities, available for sale      (224)      (1,398)
Commercial loans      (500)      (347)
Other long-term investments      (302)      (327)

Short-term investments      2,432       (41)
       

Cash flows from (used in) investing activities      283       (6,384)
       
CASH FLOWS FROM FINANCING ACTIVITIES                  
Policyholders’ account deposits      2,054       2,039 
Policyholders’ account withdrawals      (1,975)      (1,996)
Cash dividends paid on Common Stock      (38)      —   
Net increase in short-term debt      708       1,257 
Treasury stock acquired      (267)      —   
Treasury stock reissued for exercise of stock options      3       —   
Proceeds from the issuance of long-term debt      2       9 
Repayments of long-term debt      (401)      (375)
Cash payments to eligible policyholders      (10)      (2,369)
       

Cash flows from (used in) financing activities      76       (1,435)
       
NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS      793       (5,176)
CASH AND CASH EQUIVALENTS, BEGINNING OF YEAR      9,898       18,536 
       
CASH AND CASH EQUIVALENTS, END OF PERIOD    $ 10,691     $ 13,360 



       
 

See Notes to Unaudited Interim Consolidated Financial Statements
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PRUDENTIAL FINANCIAL, INC.
  Notes To Unaudited Interim Consolidated Financial Statements
 
1.   BUSINESS AND BASIS OF PRESENTATION
  Prudential Financial, Inc. (“Prudential Financial”) and its subsidiaries (collectively, “Prudential” or the “Company”) provide a wide range of insurance, investment
management, securities and other financial products and services to both retail and institutional customers throughout the United States and in many other countries. Principal
products and services provided include life insurance, property and casualty insurance, annuities, mutual funds, pension and retirement related investments and administration, asset
management and securities brokerage. The Company has organized its principal operations into the Financial Services Businesses and the Closed Block Business. The Financial
Services Businesses operate through three operating divisions: Insurance, Investment, and International Insurance and Investments. Businesses that are not sufficiently material to
warrant separate disclosure are included in Corporate and Other operations within the Financial Services Businesses. The Closed Block Business, which includes the Closed Block
(see Note 4), is managed separately from the Financial Services Businesses. The Closed Block Business was established on the date of demutualization and includes the Company’s
in force participating insurance and annuity products and assets that are used for the payment of benefits and policyholder dividends on these products, as well as other assets and
equity that support these products and related liabilities. In connection with the demutualization, the Company has ceased offering these participating products.
 

Basis of Presentation
  The consolidated financial statements include the accounts of Prudential Financial, its majority-owned subsidiaries and those partnerships and joint ventures in which the
Company has a majority financial interest, except in those instances where the Company cannot exercise control because the minority owners have substantive participating rights
in the operating and capital decisions of the entity. The unaudited interim consolidated financial statements have been prepared in accordance with accounting principles generally
accepted in the United States of America (“GAAP”). Intercompany balances and transactions have been eliminated.
 

Use of Estimates
  The preparation of financial statements in conformity with GAAP requires management to make estimates and assumptions that affect the reported amounts of assets and
liabilities, in particular deferred policy acquisition costs, investments, future policy benefits, disclosure of contingent liabilities at the date of the financial statements and the
reported amounts of revenues and expenses during the period. Actual results could differ from those estimates.
 

In the opinion of management, all adjustments necessary for a fair statement of the financial position and results of operations have been made. All such adjustments are of a
normal, recurring nature. Interim results are not necessarily indicative of the results that may be expected for the full year. These financial statements should be read in conjunction
with the Company’s audited Consolidated Financial Statements included in the Company’s Annual Report on Form 10-K for the year ended December 31, 2002.
 

Reclassifications
  Certain amounts in prior periods have been reclassified to conform to the current period presentation.
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PRUDENTIAL FINANCIAL, INC.
  Notes To Unaudited Interim Consolidated Financial Statements
 
 
2.   NEW ACCOUNTING POLICIES AND ACCOUNTING PRONOUNCEMENTS
  In April 2003, the Financial Accounting Standards Board (“FASB”) issued Statement No. 133 Implementation Issue No. B36, “Embedded Derivatives: Modified
Coinsurance Arrangements and Debt Instruments That Incorporate Credit Risk Exposures That Are Unrelated or Only Partially Related to the Creditworthiness of the Obligor Under
Those Instruments.” Implementation Issue No. B36 indicates that a modified coinsurance arrangement (“modco”), in which funds are withheld by the ceding insurer and a return on
those withheld funds is paid based on the ceding company’s return on certain of its investments, generally contains an embedded derivative feature that is not clearly and closely
related to the host contract and should be bifurcated in accordance with the provisions of Statement of Financial Accounting Standards (“SFAS”) No. 133, “Accounting for
Derivative Instruments and Hedging Activities.”
 

At any time during the fiscal quarter that the guidance in Implementation Issue No. B36 is initially applied, companies that have ceded insurance under existing modco
arrangements may reclassify securities from the held-to-maturity and available-for-sale categories into the trading category without calling into question the intent of those
companies to hold other debt securities to maturity in the future; however, those “taint-free” reclassifications are limited to the amount and type of securities related to the embedded
derivatives that are being newly accounted for as derivatives in conjunction with the initial application of that guidance to modco arrangements.
 

The effective date of Implementation Issue No. B36 is the first day of the first fiscal quarter beginning after September 15, 2003. Beginning in the fourth quarter of 2003 the
Company intends to apply the guidance prospectively for existing contracts and all future transactions. As permitted by SFAS No. 133, all contracts entered into prior to January 1,
1999, were grandfathered and are exempt from the provisions of Statement  No. 133 that relate to embedded derivatives. Based upon the Company’s current level of modco and
funds withheld reinsurance, the application of Implementation Issue No. B36 is not expected to have a material impact on the consolidated financial position or results of operations
of the Company.
 

In January 2003, the FASB issued Interpretation (“FIN”) No. 46, “Consolidation of Variable Interest Entities.” FIN No. 46 addresses whether certain types of entities,
referred to as variable interest entities (“VIEs”), should be consolidated in a company’s financial statements. A VIE is an entity that either (1) has equity investors that lack certain
essential characteristics of a controlling financial interest (including the ability to control the entity, the obligation to absorb the entity’s expected losses and the right to receive the
entity’s expected residual returns), or (2) lacks sufficient equity to finance its own activities without financial support provided by other entities, which in turn would be expected to
absorb at least some of the expected losses of the VIE. An entity should consolidate a VIE if it stands to absorb a majority of the VIE’s expected losses or to receive a majority of
the VIE’s expected residual returns. The Company adopted the Interpretation for relationships with VIEs that began on or after February 1, 2003. The Company will implement the
consolidation guidance effective July 1, 2003, for VIEs with which the Company became involved prior to February 1, 2003. The Company is in the process of determining whether
it will need to consolidate previously unconsolidated VIEs or to deconsolidate previously consolidated VIEs. Based upon its relationships with such entities, the Company believes
that the implementation of the consolidation guidance will not have a material effect on the Company’s consolidated financial position.
 



In November 2002, the FASB issued FIN No. 45, “Guarantor’s Accounting and Disclosure Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of
Others.” FIN No. 45 expands existing
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PRUDENTIAL FINANCIAL, INC.
  Notes To Unaudited Interim Consolidated Financial Statements
 
2.    NEW ACCOUNTING POLICIES AND ACCOUNTING PRONOUNCEMENTS (continued)
 
accounting guidance and disclosure requirements for certain guarantees and requires the recognition of a liability for the fair value of certain types of guarantees issued or modified
after December 31, 2002. The January 1, 2003, adoption of the Interpretation’s guidance did not have a material effect on the Company’s consolidated financial position.
 

In July 2002, the FASB issued SFAS No. 146, “Accounting for Costs Associated with Exit or Disposal Activities.” SFAS No. 146 requires that a liability for costs associated
with an exit or disposal activity be recognized and measured initially at fair value only when the liability is incurred. Prior to the adoption of SFAS No. 146, certain of such amounts
were recorded upon the Company’s commitment to a restructuring plan. SFAS No. 146 is effective for exit or disposal activities that are initiated after December 31, 2002.
Accordingly, the Company has adopted this statement for applicable transactions occurring on or after January 1, 2003.
 

See Note 7 for information pertaining to the Company’s accounting for employee stock options.
 
3.   DISCONTINUED OPERATIONS
  In the first quarter of 2003, the Company signed a definitive agreement to sell its specialty automobile insurance business, a component of its property and casualty insurance
business. The loss from discontinued operations for the three months ended March 31, 2003, includes a pre-tax charge of $31 million relating to the expected loss on the sale of this
business.
 

Results of operations of discontinued businesses, including charges upon disposition, for the three months ended March 31, 2003 and 2002 are as follows:
 

 
  

Three Months Ended
March 31,

 

 
  

2003

    

2002

 
     (in millions)  
Specialty automobile insurance operations    $ (22)    $ 3 
International securities operations      (9)      (3)
Tokyo retail brokerage activities      (1)      (1)
Web-based workplace distribution of voluntary benefits      (1)      (5)
       
Loss from discontinued operations before income taxes      (33)      (6)
Income tax benefit      (11)      (2)
       
Loss from discontinued operations, net of taxes    $ (22)    $ (4)
       
 

The Company’s Unaudited Interim Consolidated Statements of Financial Position include total assets and total liabilities related to discontinued businesses of $1,836 million
and $1,660 million, respectively, at March 31, 2003, and $1,866 million and $1,629 million, respectively, at December 31, 2002.
 
4.   CLOSED BLOCK
  On the date of demutualization, Prudential Insurance established a Closed Block for certain individual life insurance policies and annuities issued by Prudential Insurance in
the United States. The recorded assets and liabilities were allocated to the Closed Block at their historical carrying amounts. The Closed Block forms the
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PRUDENTIAL FINANCIAL, INC.
  Notes To Unaudited Interim Consolidated Financial Statements
 
4.   CLOSED BLOCK (continued)
 
principal component of the Closed Block Business. The Company established a separate closed block for participating individual life insurance policies issued by the Canadian
branch of Prudential Insurance. Because of the substantially smaller number of outstanding Canadian policies, this separate closed block is insignificant in size and is not included
in the information presented below.
 

The excess of Closed Block Liabilities over Closed Block Assets at the date of the demutualization (adjusted to eliminate the impact of related amounts in “Accumulated
other comprehensive income (loss)”) represented the estimated maximum future earnings at that date from the Closed Block expected to result from operations attributed to the
Closed Block after income taxes. As required by SOP 00-3, the Company developed an actuarial calculation of the timing of such maximum future earnings. If actual cumulative
earnings of the Closed Block from inception through the end of any given period are greater than the expected cumulative earnings, only the expected earnings will be recognized in
income. Any excess of actual cumulative earnings over expected cumulative earnings will represent undistributed accumulated earnings attributable to policyholders, which are
recorded as a policyholder dividend obligation. The policyholder dividend obligation represents amounts to be paid to Closed Block policyholders as an additional policyholder
dividend unless otherwise offset by future Closed Block performance that is less favorable than originally expected. If the actual cumulative earnings of the Closed Block from its
inception through the end of any given period are less than the expected cumulative earnings of the Closed Block, the Company will recognize only the actual earnings in income.
However, the Company may reduce policyholder dividend scales in the future, which would be intended to increase future actual earnings until the actual cumulative earnings
equaled the expected cumulative earnings. As of March 31, 2003, actual cumulative earnings have been less than the expected cumulative earnings of the Closed Block; therefore,
the Company has not recognized a policyholder dividend obligation for the excess of actual cumulative earnings over the expected cumulative earnings. However, net unrealized
investment gains that have arisen subsequent to the establishment of the Closed Block have been reflected as a policyholder dividend obligation of $1,861 million at March 31,
2003, to be paid to Closed Block policyholders unless otherwise offset by future experience, with an offsetting amount reported in “Accumulated other comprehensive income
(loss).”
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PRUDENTIAL FINANCIAL, INC.
  Notes To Unaudited Interim Consolidated Financial Statements
 
4.   CLOSED BLOCK (continued)
 
 

Closed Block Liabilities and Assets designated to the Closed Block as of March 31, 2003 and December 31, 2002, as well as maximum future earnings to be recognized
from Closed Block Liabilities and Closed Block Assets, are as follows:
 
 

  

March 31, 2003

    

December 31, 2002

 
     (in millions)  
Closed Block Liabilities                  

Future policy benefits    $ 48,358     $ 48,247 
Policyholders’ dividends payable      1,219       1,151 
Policyholder dividend obligation      1,861       1,606 
Policyholders’ account balances      5,485       5,481 
Other Closed Block liabilities      12,741       9,760 

       
Total Closed Block Liabilities      69,664       66,245 

       

Closed Block Assets                  
Fixed maturities:                  

Available for sale, at fair value      43,406       42,402 
Equity securities, available for sale, at fair value      1,586       1,521 
Commercial loans      6,513       6,457 
Policy loans      5,627       5,681 
Other long-term investments      1,010       1,008 
Short-term investments      1,181       2,374 

       
Total investments      59,323       59,443 

Cash and cash equivalents      3,414       2,526 
Accrued investment income      755       715 
Other Closed Block assets      3,147       528 

       
Total Closed Block Assets      66,639       63,212 

       
Excess of reported Closed Block Liabilities over Closed Block Assets      3,025       3,033 
Portion of above representing accumulated other comprehensive income:                  

Net unrealized investment gains      3,024       2,720 
Allocated to policyholder dividend obligation      (1,861)     (1,606)

       
Future earnings to be recognized from Closed Block Assets and Closed Block Liabilities    $ 4,188     $ 4,147 
       
 

Information regarding the policyholder dividend obligation is as follows:
 

 
    

Three Months Ended
March 31, 2003

       (in millions)
Balance, January 1, 2003      $ 1,606
Impact on income before gains allocable to policyholder dividend obligation        —  
Net investment gains        —  
Unrealized investment gains        255
      
Balance, March 31, 2003      $ 1,861
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4.    CLOSED BLOCK (continued)
 
        Closed Block revenues and benefits and expenses for the three months ended March 31, 2003 and 2002 were as follows:
 

 
  

Three Months Ended
March 31,

 

 
  

2003

    

2002

 



     (in millions)  
Revenues                  

Premiums    $ 904     $ 944 
Net investment income      831       821 
Realized investment gains (losses), net      42       (70)
Other income      16       21 

       
Total Closed Block revenues      1,793       1,716 

       

Benefits and Expenses                  
Policyholders’ benefits      1,007       1,028 
Interest credited to policyholders’ account balances      34       34 
Dividends to policyholders      612       643 
General and administrative expenses      197       215 

       
Total Closed Block benefits and expenses      1,850       1,920 

       
Closed Block revenues, net of Closed Block benefits and expenses, before income taxes      (57)      (204)
Income tax benefit      (16)      (82)
       
Closed Block revenues, net of Closed Block benefits and expenses and income taxes    $ (41)    $ (122)
       
 
5.   STOCKHOLDERS’ EQUITY
  Comprehensive Income
  The components of comprehensive income for the three months ended March 31, 2003 and 2002 are as follows:
 

 
  

Three Months Ended
March 31,

 

 
  

2003

  

2002

 
     (in millions)  
Net income    $ 196   $ 153 
Other comprehensive income, net of taxes:                

Change in foreign currency translation adjustments      19     6 
Change in net unrealized investment gains      553     (617)

       
Other comprehensive income (loss), net of taxes of $ 295 and $(309)      572     (611)

       
Comprehensive income (loss)    $ 768   $ (458)
       
 

The balance of and changes in each component of “Accumulated other comprehensive income” for the three months ended March 31, 2003, are as follows (net of taxes):
 

 
    

Accumulated Other Comprehensive Income (Loss)

 
    

Foreign Currency Translation Adjustments

      

Net Unrealized
Investment Gains

    

Pension Liability
Adjustment

      

Total Accumulated Other
Comprehensive Income

       (in millions)
Balance, December 31, 2002      $ (154)     $ 2,834     $ (95)     $ 2,585

Change in component         19         553       —           572
                     
Balance, March 31, 2003      $ (135)     $ 3,387     $ (95)     $ 3,157
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6.    EARNINGS PER SHARE
  The Company has outstanding two separate classes of common stock. The Common Stock reflects the performance of the Financial Services Businesses and the Class B
Stock reflects the performance of the Closed Block Business. Accordingly, earnings per share is calculated separately for each of these two classes of common stock.
 

Net income for the Financial Services Businesses and the Closed Block Business is determined in accordance with GAAP and includes general and administrative expenses
charged to each of the respective businesses based on the Company’s methodology for the allocation of such expenses. Cash flows between the Financial Services Businesses and
the Closed Block Business related to administrative expenses are determined by a policy servicing fee arrangement that is based upon insurance and policies in force and statutory
cash premiums. To the extent reported administrative expenses vary from these cash flow amounts, the differences are recorded, on an after-tax basis, as direct equity adjustments to
the equity balances of the businesses. The direct equity adjustments modify the earnings available to each of the classes of common stock for earnings per share purposes.
 

Common Stock
  A reconciliation of the numerators and denominators of the basic and diluted per share computations is as follows:
 
 

  

Three Months Ended March 31,

     2003    2002



 
  

Income
(in millions)

 

Weighted Average Shares

 

Per Share
Amount

  

Income
(in millions)

 

Weighted
Average Shares

 

Per Share
Amount

Basic earnings per share                                  
Income from continuing operations attributable to the Financial Services

Businesses    $ 219 
 

 
   

   $ 267 
 

 
   

Direct equity adjustment      18               7         
                           

Income from continuing operations attributable to the Financial Services
Businesses available to holders of Common Stock after direct equity
adjustment    $ 237  554,420,034  $ 0.43   $ 274  584,315,048  $ 0.47

               
Effect of dilutive securities and compensation programs                                  
Stock options          663,861               794,312     
Deferred and long-term compensation programs          1,440,661                 —       
                               

Diluted earnings per share                                  
Income from continuing operations attributable to the Financial Services

Businesses available to holders of Common Stock after direct equity
adjustment    $ 237  556,524,556  $ 0.43   $ 274  585,109,360  $ 0.47

               
 

The Company’s equity security units include, as a component, purchase contracts requiring the holders to purchase shares of Common Stock on November 15, 2004. The
purchase contracts are considered in the diluted
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6.     EARNINGS PER SHARE (continued)
 
earnings per share calculation using the treasury stock method. The purchase contracts will be dilutive to earnings per share when the average market price of the Common Stock
for a particular period is above $34.10.
 

For the three months ended March 31, 2003 and 2002, 13,897,888 and 784,120 options, respectively, weighted for the portion of the period they were outstanding, with
weighted average exercise prices of $32.46 and $27.50 per share, respectively, were excluded from the computation of diluted earnings per share because the options, based on
application of the treasury stock method, were antidilutive.
 

Class B Stock
  The net loss attributable to the Closed Block Business available to holders of Class B Stock after direct equity adjustment for the three months ended March 31, 2003 and
2002 amounted to $19 million and $117 million, respectively. For the three months ended March 31, 2003 and 2002, the direct equity adjustment resulted in an increase of $18
million and $7 million, respectively, in the net loss attributable to the Closed Block Business applicable to holders of Class B Stock for earnings per share purposes. For the three
months ended March 31, 2003 and 2002, the weighted average number of shares of Class B Stock used in the calculation of basic earnings per share amounted to 2,000,000 shares.
There are no potentially dilutive shares associated with the Class B Stock.
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7.     STOCK-BASED COMPENSATION
  Employee Stock Option Grants
  Prior to 2003, the Company accounted for employee stock options using the intrinsic value method of Accounting Principles Board Opinion No. 25, “Accounting for Stock
Issued to Employees,” and related interpretations. Under this method, the Company did not recognize any stock-based compensation expense for employee stock options as all
options granted had an exercise price equal to the market value of the underlying Common Stock on the date of grant. Effective January 1, 2003, the Company changed its
accounting for employee stock options to adopt the fair value recognition provisions of SFAS No. 123, “Accounting for Stock-Based Compensation,” as amended, prospectively for
all new awards granted to employees on or after January 1, 2003. Generally, awards under the Company’s stock option plan vest over three years. The expense related to employee
stock options included in the determination of net income for 2003 is less than that which would have been recognized if the fair value method had been applied to all awards since
the inception of the Company’s stock option plan. For the three months ended March 31, 2003, the compensation expense recognized for employee stock options was $2 million,
net of taxes. If the Company had accounted for all employee stock options under the fair value based accounting method of SFAS No. 123 for the three months ended March 31,
2003 and 2002, net income and earnings per share would have been as follows:
 

 
    

Three Months Ended March 31, 2003

      

Three Months Ended March 31, 2002

 

 

    

Financial
Services

Businesses

  

Closed Block Business

      

Financial Services Businesses

  

Closed Block Business

 
       (in millions, except per share amounts)  
Net income (loss)                                    

As reported      $ 197   $ (1)     $ 263   $ (110)



Pro forma additional compensation expense determined under fair value
method, net of taxes        11     —           5     —   

                 
Pro forma      $ 186   $ (1)     $ 258   $ (110)

                 
Basic and diluted net income (loss) per share                                    

As reported      $ 0.39   $ (9.50)     $ 0.46   $ (58.50)
Pro forma additional compensation expense determined under fair value

method, net of taxes        0.02     —           0.01     —   
                 

Pro forma      $ 0.37   $ (9.50)     $ 0.45   $ (58.50)
                 
 

The Company has made two types of grants of stock options since the implementation of its stock option plan. The grants include the Associates Grant, a one-time broad
based award made in December 2001, and general grants to executives (the “Executive Grants”). The Executive Grants replace a portion of long-term cash compensation, which
cash compensation would have been expensed. The above table reflects the pro forma effect of the fair value based accounting method considering both the Associates Grant and
the Executive Grants. The pro forma effect of the Executive Grants, without considering the Associates Grant, would have been to reduce net income by $7 million for the three
months ended March 31, 2003 with a corresponding reduction of $0.01 to net income per share of Common Stock. There were no options outstanding under the Executive Grants
during the three months ended March 31, 2002.
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8.    SEGMENT INFORMATION
  Segments
  The Company has organized its principal operations into the Financial Services Businesses and the Closed Block Business. Within the Financial Services Businesses, the
Company operates through three divisions, which together encompass nine reportable segments. Businesses that are not sufficiently material to warrant separate disclosure are
included in Corporate and Other operations. Collectively, the businesses that comprise the three operating divisions and Corporate and Other are referred to as the Financial Services
Businesses. The segments within the Financial Services Businesses as well as the Closed Block Business correspond to businesses for which discrete financial information is
available and reviewed by management.
 

Adjusted Operating Income
  In managing the Financial Services Businesses, the Company analyzes the operating performance of each segment using “adjusted operating income,” which is a non-GAAP
measure. Adjusted operating income is calculated by adjusting income from continuing operations before income taxes to exclude certain items. The items excluded are realized
investment gains, net of losses, and related charges and adjustments (as discussed further below); and the contribution to income/loss of divested businesses that were sold or exited
that did not qualify for “discontinued operations” accounting treatment under GAAP.
 

The excluded items are important to an understanding of overall results of operations. Adjusted operating income is not a substitute for net income determined in accordance
with GAAP, and the Company’s definition of adjusted operating income may differ from that used by other companies. However, the Company believes that the presentation of
adjusted operating income as measured for management purposes enhances the understanding of results of operations by highlighting the results from ongoing operations and the
underlying profitability factors of the Financial Services Businesses.
 

Adjusted operating income excludes net realized investment gains and losses. A significant element of realized losses is impairments and losses from sales of credit-impaired
securities, the timing of which depends largely on market credit cycles and can vary considerably across periods. The timing of other sales that would result in gains or losses is
largely subject to the Company’s discretion and influenced by market opportunities. Trends in the underlying profitability of the Company’s businesses can be more clearly
identified without the fluctuating effects of these transactions. Adjusted operating income also excludes the results of divested businesses, which are not relevant to the Company’s
ongoing operations.
 

The related charges offset against net realized investment gains and losses relate to policyholder dividends, amortization of deferred policy acquisition costs and reserves for
future policy benefits. A percentage of net realized investment gains on specified Gibraltar Life assets is required to be paid as dividends to Gibraltar Life policyholders. Deferred
policy acquisition costs for certain investment-type products are amortized based on estimated gross profits, which include net realized investment gains and losses on the
underlying invested assets, and the related charge for amortization of deferred policy acquisition costs represents the portion of this amortization associated with net realized
investment gains and losses. The reserves for certain policies are adjusted when cash flows related to these policies are affected by net realized investment gains and losses, and the
related charge for reserves for future policy benefits represents that adjustment.
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8.    SEGMENT INFORMATION (continued)
 
 

Gains and losses pertaining to derivatives contracts that do not qualify for hedge accounting treatment, other than derivatives used for trading purposes, are included in
“Realized investment gains (losses), net.” This includes mark-to-market adjustments of open contracts as well as periodic settlements. As discussed further below, adjusted
operating income includes a portion of realized gains and losses pertaining to certain derivative contracts.
 

Adjusted operating income of the International Insurance segment reflects the impact of an intercompany arrangement with Corporate and Other operations pursuant to
which the segment’s results for a particular year, including its interim reporting periods, are translated at fixed currency exchange rates. The fixed rates are determined in connection
with a currency hedging program designed to mitigate the risk that unfavorable rate changes will reduce the segment’s U.S. dollar equivalent earnings. Pursuant to this program, the
Company executes forward sale contracts in the hedged currency in exchange for U.S. dollars at a specified exchange rate. The maturities of these contracts correspond with the



future periods in which the non-U.S. earnings are expected to be generated. These contracts do not qualify for hedge accounting under GAAP and, as noted above, all resulting
profits or losses from such contracts are included in “Realized investment gains (losses), net.” When the contracts are terminated in the same period that the expected earnings
emerge, the resulting positive or negative cash flow effect is included in adjusted operating income (revenues of $(8) million and $21 million for the three months ended March 31,
2003 and 2002, respectively). As of March 31, 2003, the fair value of open contracts used for this purpose was a net liability of $24 million.
 

The Company utilizes interest and currency swaps to manage interest and currency exchange rate exposures arising from mismatches between assets and liabilities, including
duration mismatches. For the swap contracts that do not qualify for hedge accounting treatment, mark-to-market adjustments of open contracts as well as periodic settlements are
included in “Realized investment gains (losses), net.” However, the periodic settlements are included in adjusted operating income. Adjusted operating income includes $14 million
and $10 million in the three months ended March 31, 2003 and 2002, respectively, of periodic settlements of such contracts.
 

The Other Asset Management segment uses hedging instruments to mitigate the risk that operating results will fluctuate due to changes in estimated fair value of mortgages
held for sale, commitments to lend and loan applications received. Changes in estimated fair value of such instruments are included on a current basis in “Commissions and other
income.” Commencing in the fourth quarter of 2002, the Company applied hedge accounting treatment to the mortgage loan inventory. Consequently, changes in the fair value of
such inventory are included on a current basis in “Commissions and other income” of the Other Asset Management segment, consistent with the related hedges. Prior to the fourth
quarter of 2002, the mortgage loan inventory was recorded at the lower of aggregate cost or fair value. However, for segment reporting, changes in estimated fair value of mortgage
loans ($4 million for the three months ended March 31, 2002) were included in adjusted operating income of the Other Asset Management segment with an offsetting adjustment to
adjusted operating income of Corporate and Other operations.
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8.    SEGMENT INFORMATION (continued)
 
 

The summary below reconciles adjusted operating income, a non-GAAP measure, to income from continuing operations before income taxes for the three months ended
March 31, 2003 and 2002:
 

 
  

Three Months Ended March 31, 2003

 

 
  

 
      

Reconciling Items

     Income 
from Continuing

Operations
Before  Income

Taxes

 

 

  

Adjusted
Operating

Income

      

Realized Investment
Gains (Losses), Net,

and Related
Adjustments

      

Charges 
Related to

Realized Gains
(Losses), Net

    

Divested
Businesses

    
     (in millions)  
Individual Life and Annuities    $ 129       $ (32)     $ (2)   $ —       $ 95 
Group Insurance      34         (17)       —         —         17 
Property and Casualty Insurance      9         (7)       —         —         2 
                    

Total Insurance Division      172         (56)       (2)     —         114 
                    
Investment Management      36         2         —         —         38 
Financial Advisory      (24)       —           —         —         (24)
Retirement      53         (41)       7       —         19 
Other Asset Management      9         —           —         —         9 
                    

Total Investment Division      74         (39)       7       —         42 
                    
International Insurance      175         (29)       (4)     —         142 
International Investments      —           —           —         —         —   
                    

Total International Insurance
and Investments Division      175         (29)       (4)     —         142 

                    
Corporate and Other      28         10         —         (12)     26 
                    

Total Financial Services Businesses    $ 449       $ (114)     $ 1     $ (12)     324 
                          

Closed Block Business                                              (1)
                                            

Total                                            $ 323 
                                            
 

18

Table of Contents

PRUDENTIAL FINANCIAL, INC.
  Notes To Unaudited Interim Consolidated Financial Statements
 
8.    SEGMENT INFORMATION (continued)
 
 
     Three Months Ended March 31, 2002  



 
  

 
      

Reconciling Items

    
 

 

 

  

Adjusted
Operating

Income

      

Realized Investment
Gains (Losses), Net, and

Related Adjustments

      

Charges
Related to

Realized Gains
(Losses), Net

  

Divested
Businesses

    

Income
from Continuing

Operations
Before

Income Taxes

 
     (in millions)  
Individual Life and Annuities    $ 146       $ (19)     $ 1   $ —       $ 128 
Group Insurance      37         (3)       —       —         34 
Property and Casualty Insurance      20         1         —       —         21 
                    

Total Insurance Division      203         (21)       1     —         183 
                    
Investment Management      47         59         —       —         106 
Financial Advisory      7         (1)       —       —         6 
Retirement      34         (30)       3     —         7 
Other Asset Management      16         —           —       —         16 
                    

Total Investment Division      104         28         3     —         135 
                    
International Insurance      204         (86)       1     —         119 
International Investments      (2)       —           —       —         (2)
                    

Total International Insurance and Investments Division      202         (86)       1     —         117 
                    
Corporate and Other      20         (22)       —       (8)     (10)
                    

Total Financial Services Businesses    $ 529       $ (101)     $ 5   $ (8)     425 
                          

Closed Block Business                                            (175)
                                          

Total                                          $ 250 
                                          
 

The Individual Life and Annuities segment results reflect deferred policy acquisition costs as if the individual annuity business were a stand-alone operation. The elimination
of intersegment costs capitalized in accordance with this policy is included in consolidating adjustments within Corporate and Other operations.
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8.    SEGMENT INFORMATION (continued)
 
 

The summary below presents revenues for the Company’s reportable segments for the three months ended March 31, 2003 and 2002:
 

 
    

Three Months
Ended March 31,

 

 
    

2003

      

2002

 
       (in millions)  

Individual Life and Annuities      $ 666       $ 625 
Group Insurance        961         890 
Property and Casualty Insurance        488         462 

           
Total Insurance Division        2,115         1,977 

           
Investment Management        285         317 
Financial Advisory        525         649 
Retirement        577         564 
Other Asset Management        20         29 

           
Total Investment Division        1,407         1,559 

           
International Insurance        1,373         1,249 
International Investments        90         80 

           
Total International Insurance and Investments Division        1,463         1,329 

           
Corporate and Other        85         92 

           
Total        5,070         4,957 

           
Items excluded from adjusted operating income:                      



Realized investment losses, net, and related adjustments        (114)        (101)
Divested businesses        (16)        (18)
           

Total Financial Services Businesses        4,940         4,838 
           
Closed Block Business        1,867         1,777 
           
Total per Consolidated Financial Statements      $ 6,807       $ 6,615 
           
 

The Investment Management segment revenues include intersegment revenues of $95 million and $99 million for the three months ended March 31, 2003 and 2002,
respectively, primarily consisting of asset-based management and administration fees. In addition, the Financial Advisory segment revenues include intersegment revenues of $42
million and $51 million for the three months ended March 31, 2003 and 2002, respectively, relating to the sale of proprietary investments products. Management has determined the
intersegment revenues with reference to market rates. Intersegment revenues are eliminated in consolidation.
 
9.   CONTINGENCIES AND LITIGATION
  Contingencies
  On September 19, 2000, the Company sold Gibraltar Casualty Company (“Gibraltar Casualty”), a subsidiary engaged in the commercial property and casualty insurance
business, to Everest Re Group, Ltd. (“Everest”).
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9.    CONTINGENCIES  AND LITIGATION (continued)
 
Upon closing of the sale, the Company entered into a stop-loss reinsurance agreement with Everest whereby the Company will reinsure Everest for up to 80% of the first $200
million of any adverse loss development in excess of Gibraltar Casualty’s carried reserves as of the closing of the sale. Through March 31, 2003, Everest had recorded reserve
additions of $106 million and the Company has recorded a liability of $85 million, representing its share of such development.
 

The Company’s property and casualty operations are subject to rate and other laws and regulations covering a range of trade and claim settlement practices. State insurance
regulatory authorities have broad discretion in approving an insurer’s proposed rates. A significant portion of the Company’s automobile insurance is written in the state of New
Jersey. Under certain circumstances, New Jersey insurance laws require an insurer to provide a refund or credit to policyholders based upon the profits earned on automobile
insurance.
 

On an ongoing basis, our internal supervisory and control functions review the quality of our sales, marketing and other customer interface procedures and practices and may
recommend modifications or enhancements. In certain cases, if appropriate, we may offer customers remediation and may incur charges, including the cost of such remediation,
administrative costs and regulatory fines.
 

It is possible that the results of operations or the cash flow of the Company in a particular quarterly or annual period could be materially affected as a result of payments in
connection with the matters discussed above depending, in part, upon the results of operations or cash flow for such period. Management believes, however, that ultimate payments
in connection with these matters should not have a material adverse effect on the Company’s financial position.
 

Litigation
  The Company is subject to legal and regulatory actions in the ordinary course of its businesses. Pending legal and regulatory actions include proceedings relating to aspects
of our businesses and operations that are specific to the Company and proceedings that are typical of the businesses in which the Company operates, including in both cases
businesses that have either been divested or placed in wind-down status. Some of these proceedings have been brought on behalf of various alleged classes of complainants. In
certain of these matters, the plaintiffs are seeking large and/or indeterminate amounts, including punitive or exemplary damages.
 

The Company’s litigation is subject to many uncertainties, and given its complexity and scope, the outcomes cannot be predicted. It is possible that the results of operations
or the cash flow of the Company in a particular quarterly or annual period could be materially affected by an ultimate unfavorable resolution of pending litigation and regulatory
matters depending, in part, upon the results of operations or cash flow for such period. Management believes, however, that the ultimate outcome of all pending litigation and
regulatory matters, after consideration of applicable reserves, should not have a material adverse effect on the Company’s financial position.
 

See “Part II—Other Information—Item 1. Legal Proceedings” for a discussion of other events related to litigation involving the Company.
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10.   SUBSEQUENT EVENT
  On May 1, 2003, the Company completed the first step of its acquisition of the U.S. division of Swedish-based Skandia Insurance Company Ltd. (“American Skandia”), for
total consideration of $1.196 billion, which includes a cash purchase price $1.161 billion and assumption of a $35 million liability. The results of American Skandia will be included
in the consolidated results of the Company beginning May 1, 2003.
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PRUDENTIAL FINANCIAL, INC.
UNAUDITED INTERIM SUPPLEMENTAL COMBINING STATEMENTS OF FINANCIAL POSITION

MARCH 31, 2003 AND DECEMBER 31, 2002
(in millions)

 
 

  

March 31, 2003

 

December 31, 2002

 

  

Financial
Services

Businesses

 

Closed
Block

Business

  

Consolidated

 

Financial
Services

Businesses

 

Closed
Block

Business

  

Consolidated

ASSETS                                       
Fixed maturities:                                       

Available for sale, at fair value    $ 82,311  $ 47,334   $ 129,645  $ 79,230  $ 46,233   $ 125,463
Held to maturity, at amortized cost      2,772    —       2,772    2,612    —       2,612

Trading account assets, at fair value      3,359    —       3,359    3,449    —       3,449
Equity securities, available for sale, at fair value      1,038    1,586     2,624    1,286    1,521     2,807
Commercial loans      12,234    7,050     19,284    12,300    6,987     19,287
Policy loans      2,923    5,627     8,550    3,146    5,681     8,827
Securities purchased under agreements to resell      5,990    —       5,990    4,844    —       4,844
Cash collateral for borrowed securities      4,429    —       4,429    4,978    —       4,978
Other long-term investments      4,476    1,075     5,551    4,333    1,075     5,408
Short-term investments      1,671    1,314     2,985    2,840    2,579     5,419
                

Total investments      121,203    63,986     185,189    119,018    64,076     183,094
Cash and cash equivalents      7,339    3,352     10,691    7,470    2,428     9,898
Accrued investment income      1,095    824     1,919    1,021    769     1,790
Broker-dealer related receivables      5,126    —       5,126    5,631    —       5,631
Deferred policy acquisition costs      5,926    1,113     7,039    5,875    1,156     7,031
Other assets      15,001    3,577     18,578    13,730    1,017     14,747
Separate account assets      70,710    —       70,710    70,555    —       70,555
                

TOTAL ASSETS    $ 226,400  $ 72,852   $ 299,252  $ 223,300  $ 69,446   $ 292,746
                
LIABILITIES AND ATTRIBUTED EQUITY
LIABILITIES     
Future policy benefits    $ 43,243  $ 48,358   $ 91,601  $ 42,213  $ 48,247   $ 90,460
Policyholders’ account balances      41,487    5,485     46,972    40,799    5,481     46,280
Unpaid claims and claim adjustment expenses      3,513    —       3,513    3,428    —       3,428
Policyholders’ dividends      970    3,080     4,050    918    2,757     3,675
Securities sold under agreements to repurchase      10,907    4,441     15,348    10,250    4,652     14,902
Cash collateral for loaned securities      7,300    1,889     9,189    7,517    2,714     10,231
Income taxes payable      2,259    45     2,304    1,910    23     1,933
Broker-dealer related payables      4,915    —       4,915    4,838    —       4,838
Securities sold but not yet purchased      2,076    —       2,076    1,996    —       1,996
Short-term debt      4,212    —       4,212    3,469    —       3,469
Long-term debt      2,582    1,750     4,332    3,007    1,750     4,757
Other liabilities      10,477    7,005     17,482    11,148    3,054     14,202
Separate account liabilities      70,710    —       70,710    70,555    —       70,555
                

Total liabilities      204,651    72,053     276,704    202,048    68,678     270,726
                
Guaranteed beneficial interest in Trust holding
solely debentures of Parent      690    —       690    690    —       690

                
COMMITMENTS AND CONTINGENCIES
ATTRIBUTED EQUITY                                       
Accumulated other comprehensive income      2,463    694     3,157    1,941    644     2,585
Other attributed equity      18,596    105     18,701    18,621    124     18,745
                

Total attributed equity      21,059    799     21,858    20,562    768     21,330
                

TOTAL LIABILITIES AND
ATTRIBUTED EQUITY    $ 226,400  $ 72,852   $ 299,252  $ 223,300  $ 69,446   $ 292,746

                
See Notes to Unaudited Interim Supplemental Combining Financial Information
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PRUDENTIAL FINANCIAL, INC.
  UNAUDITED INTERIM SUPPLEMENTAL COMBINING STATEMENTS OF OPERATIONS

THREE MONTHS ENDED MARCH 31, 2003 AND 2002  (in millions)
 

 
  

2003

    

2002

 

 
  

Financial Services
Businesses

    

Closed Block
Business

    

Consolidated

    

Financial Services
Businesses

    

Closed Block
Business

    

Consolidated

 
REVENUES                                                      
Premiums    $ 2,468     $ 904     $ 3,372     $ 2,212     $ 944     $ 3,156 
Policy charges and fee income      416       —         416       434       —         434 
Net investment income      1,284       906       2,190       1,238       891       2,129 
Realized investment gains (losses), net      (108)     41       (67)     (70)     (79)     (149)
Commissions and other income      880       16       896       1,024       21       1,045 
                   

Total revenues      4,940       1,867       6,807       4,838       1,777       6,615 
                   
BENEFITS AND EXPENSES                                                      
Policyholders’ benefits      2,438       1,007       3,445       2,123       1,030       3,153 
Interest credited to policyholders’ account balances      418       34       452       414       34       448 
Dividends to policyholders      33       612       645       30       643       673 
General and administrative expenses      1,727       215       1,942       1,846       245       2,091 



                   
Total benefits and expenses      4,616       1,868       6,484       4,413       1,952       6,365 

                   
INCOME (LOSS) FROM

CONTINUING OPERATIONS BEFORE INCOME TAXES      324       (1)     323       425       (175)     250 
                   
Income tax expense (benefit)      105       —         105       158       (65)     93 
                   
INCOME (LOSS) FROM

CONTINUING OPERATIONS      219       (1)     218       267       (110)     157 
Loss from discontinued operations, net of taxes      (22)     —         (22)     (4)     —         (4)
                   
NET INCOME (LOSS)    $ 197     $ (1)   $ 196     $ 263     $ (110)   $ 153 
                   
 

See Notes to Unaudited Interim Supplemental Combining Financial Information
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PRUDENTIAL FINANCIAL, INC.
  Notes to Unaudited Interim Supplemental Combining Financial Information
 
1.   BASIS OF PRESENTATION
  The supplemental combining financial information presents the consolidated financial position and results of operations for Prudential Financial, Inc. and its subsidiaries (the
“Company”) separately reporting the Financial Services Businesses and the Closed Block Business. The Financial Services Businesses and the Closed Block Business are both fully
integrated operations of the Company and are not separate legal entities. The supplemental combining financial information presents the results of the Financial Services Businesses
and the Closed Block Business as if they were separate reporting entities and should be read in conjunction with the Unaudited Interim Consolidated Financial Statements.
 

The Company has outstanding two classes of common stock. The Common Stock reflects the performance of the Financial Services Businesses and the Class B Stock
reflects the performance of the Closed Block Business.
 

The Closed Block Business was established on the date of demutualization and includes the assets and liabilities of the Closed Block (see Note 4 to the Unaudited Interim
Consolidated Financial Statements for a description of the Closed Block). It also includes assets held outside the Closed Block necessary to meet insurance regulatory capital
requirements related to products included within the Closed Block; deferred policy acquisition costs related to the Closed Block policies; the principal amount of the IHC debt (see
Note 2 below) and related unamortized debt issuance costs and an interest rate swap related to the IHC debt; and certain other related assets and liabilities. The Financial Services
Businesses consist of the Insurance, Investment, and International Insurance and Investments divisions and Corporate and Other operations.
 
2.   ALLOCATION OF RESULTS
  This supplemental combining financial information reflects the assets, liabilities, revenues and expenses directly attributable to the Financial Services Businesses and the
Closed Block Business, as well as allocations deemed reasonable by management in order to fairly present the financial position and results of operations of each business on a
stand alone basis. While management considers the allocations utilized to be reasonable, management has the discretion to make operational and financial decisions that may affect
the allocation methods and resulting assets, liabilities, revenues and expenses of each business. In addition, management has limited discretion over accounting policies and the
appropriate allocation of earnings between the two businesses. The Company has agreements which provide that, in most instances, the Company may not change the allocation
methodology or accounting policies for the allocation of earnings between the Financial Services Businesses and Closed Block Business without the prior consent of the Class B
Stock investors or IHC debt bond insurer.
 

General corporate overhead not directly attributable to a specific business that has been incurred in connection with the generation of the businesses’ revenues is generally
allocated based on the historical general and administrative expenses of each business as a percentage of the total for the Company.
 

Prudential Holdings, LLC, a wholly owned subsidiary of Prudential Financial, Inc., has outstanding senior secured notes (the “IHC debt”), of which net proceeds of $1.66
billion were allocated to the Financial Services Businesses concurrent with Prudential Insurance’s demutualization on December 18, 2001. The IHC debt is serviced by the cash
flows of the Closed Block Business, and the results of the Closed Block Business reflect interest expense associated with the IHC debt.
 

Income taxes are allocated between the Financial Services Businesses and the Closed Block Business as if they were separate companies based on the taxable income or
losses and other tax characterizations of each
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PRUDENTIAL FINANCIAL, INC.
  Notes To Unaudited Interim Supplemental Combining Financial Information
 
2.    ALLOCATION OF RESULTS (continued)
 
business. If a business generates benefits, such as net operating losses, it is entitled to record such tax benefits to the extent they are expected to be utilized on a consolidated basis.
 

Holders of Common Stock have no interest in a legal entity representing the Financial Services Businesses and holders of the Class B Stock have no interest in a legal entity
representing the Closed Block Business and holders of each class of common stock are subject to all of the risks associated with an investment in the Company.
 

In the event of a liquidation, dissolution or winding-up of the Company, holders of Common Stock and holders of Class B Stock would be entitled to receive a proportionate
share of the net assets of the Company that remain after paying all liabilities and the liquidation preferences of any preferred stock.
 

The results of the Financial Services Businesses are subject to certain risks pertaining to the Closed Block. These include any expenses and liabilities from litigation
affecting the Closed Block policies as well as the consequences of certain potential adverse tax determinations. In connection with the sale of the Class B Stock and IHC debt, the
cost of indemnifying the investors with respect to certain matters will be borne by the Financial Services Businesses.
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Item   2.    Management’s Discussion and Analysis of Financial Condition and Results of Operations
  Management’s Discussion and Analysis of Financial Condition and Results of Operations (“MD&A”) addresses the consolidated financial condition of Prudential Financial
at March 31, 2003, compared with December 31, 2002, and its consolidated results of operations for the three months ended March 31, 2003 and March 31, 2002. You should read
the following analysis of our consolidated financial condition and results of operations in conjunction with the Company’s MD&A and audited Consolidated Financial Statements
included in the Company’s Annual Report on Form 10-K for the year ended December 31, 2002, and Unaudited Interim Consolidated Financial Statements included elsewhere in
this Quarterly Report on Form 10-Q.
 

Overview
 
Demutualization and Related Transactions
  On the date of demutualization, Prudential Insurance converted from a mutual life insurance company owned by its policyholders to a stock life insurance company and
became an indirect, wholly owned subsidiary of Prudential Financial. On that date, eligible policyholders, as defined in the Plan of Reorganization, received shares of Prudential
Financial’s Common Stock or the right to receive cash or policy credits, which are increases in policy values or increases in other policy benefits, upon the extinguishment of all
membership interests in Prudential Insurance.
 

The Company has two classes of common stock outstanding. The Common Stock reflects the performance of the Financial Services Businesses and the Class B Stock
reflects the performance of the Closed Block Business, discussed below.
 
Financial Services Businesses and Closed Block Business
  Financial Services Businesses
  We refer to the businesses in our three operating divisions and our Corporate and Other operations, collectively, as our Financial Services Businesses. The Insurance division
consists of our Individual Life and Annuities, Group Insurance and Property and Casualty Insurance segments. The Investment division consists of our Investment Management,
Financial Advisory, Retirement and Other Asset Management segments. The International Insurance and Investments division consists of our International Insurance and
International Investments segments. We also have Corporate and Other operations, which includes our real estate and relocation services business, as well as corporate items and
initiatives that are not allocated to business segments. Corporate and Other operations also include businesses that we have divested or placed in wind-down status.
 

We attribute financing costs to each segment based on the amount of financing used by each segment. The net investment income of each segment includes earnings on the
amount of equity that management believes is necessary to support the risks of that segment.
 

We seek growth internally and through acquisition, joint ventures or other forms of business combination or investment. Our principal acquisition focus is in our current
business lines, both domestic and international.
 

Closed Block Business
  In connection with the demutualization, we ceased offering domestic participating products. The liabilities for our individual in force participating products were segregated,
together with assets, in a regulatory mechanism referred to as the “Closed Block.” The Closed Block is designed generally to provide for the
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reasonable expectations for future policy dividends after demutualization of holders of policies included in the Closed Block by allocating assets that will be used exclusively for
payment of benefits, including policyholder dividends, expenses and taxes with respect to these products. See Note 4 to the Unaudited Interim Consolidated Financial Statements
for more information on the Closed Block. We selected the amount and type of Closed Block assets and Closed Block liabilities included in the Closed Block so that the Closed
Block assets initially had a lower book value than the Closed Block liabilities. We expect that the Closed Block assets will generate sufficient cash flow, together with anticipated
revenues from the Closed Block policies, over the life of the Closed Block to fund payments of all expenses, taxes and policyholder benefits to be paid to, and the reasonable
dividend expectations of, policyholders of the Closed Block policies. We also segregated for accounting purposes the assets that we need to hold outside the Closed Block to meet
capital requirements related to the policies included within the Closed Block. No policies sold after demutualization will be added to the Closed Block, and its in force business is
expected to ultimately decline as we pay policyholder benefits in full. We also expect the proportion of our business represented by the Closed Block to decline as we grow other
businesses.
 

The Closed Block Business consists principally of the Closed Block, assets held outside the Closed Block that Prudential Insurance needs to hold to meet capital
requirements related to the Closed Block policies, invested assets held outside the Closed Block that represent the difference between the Closed Block assets and Closed Block
liabilities and the interest maintenance reserve, deferred policy acquisition costs related to Closed Block policies, the principal amount of the IHC debt and related hedging activities
and certain other related assets and liabilities. The net proceeds from the issuances of the Class B Stock and IHC debt issued at the time of our demutualization, except for $72
million used to purchase a guaranteed investment contract to fund a portion of the bond insurance cost associated with that debt, were allocated to the Financial Services Businesses.
However, we expect that the IHC debt will be serviced by the net cash flows of the Closed Block Business over time, and we report results of the Closed Block Business, including
interest expenses associated with the IHC debt.
 

Recently Issued Accounting Pronouncements
 

See Note 2 to the Unaudited Interim Consolidated Financial Statements for a discussion of recently issued accounting pronouncements.
 

Consolidated Results of Operations
 

In managing our business, we analyze operating performance separately for our Financial Services Businesses and our Closed Block Business. For the Financial Services
Businesses, we analyze our operating performance using a non-GAAP measure we call “adjusted operating income.” Results of the Closed Block Business for all periods are
evaluated and presented only in accordance with generally accepted accounting principles (“GAAP”). We calculate adjusted operating income for the Financial Services Businesses
by adjusting our income from continuing operations before income taxes to exclude the following items:
 
  •   realized investment gains, net of losses, and related charges and adjustments; and
 
  •   the contribution to income/loss of divested businesses that we sold or exited that did not qualify for “discontinued operations” accounting treatment under GAAP.
 
Wind-down businesses that we have not divested remain in adjusted operating income.
 



The excluded items are important to an understanding of our overall results of operations. You should not view adjusted operating income as a substitute for net income
determined in accordance with GAAP, and you should note that our definition of adjusted operating income may differ from that used by other companies.
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However, we believe that the presentation of adjusted operating income as we measure it for management purposes enhances the understanding of our results of operations by
highlighting the results from ongoing operations and the underlying profitability of our businesses. Adjusted operating income excludes net realized investment gains and losses. A
significant element of realized losses is impairments and losses from sales of credit-impaired securities, the timing of which depends largely on market credit cycles and can vary
considerably across periods. The timing of other sales that would result in gains or losses is largely subject to our discretion and influenced by market opportunities. Trends in the
underlying profitability of our businesses can be more clearly identified without the fluctuating effects of these transactions. Adjusted operating income also excludes the results of
divested businesses, which are not relevant to our ongoing operations.
 
Net Income and Other Data
  The following table summarizes income from continuing operations, including period over period variances, for the Financial Services Businesses and the Closed Block
Business as well as other components comprising net income.
 

 
    

Three Months Ended
March 31,

      
Favorable (Unfavorable) Variance

 
 

    

2003

      

2002

      
       (in millions)  
Financial Services Businesses:                                 

Individual Life and Annuities      $ 95       $ 128       $ (33)
Group Insurance        17         34         (17)
Property and Casualty Insurance        2         21         (19)

                
Insurance Division        114         183         (69)

                
Investment Management        38         106         (68)
Financial Advisory        (24)        6         (30)
Retirement        19         7         12 
Other Asset Management        9         16         (7)

                
Investment Division        42         135         (93)

                
International Insurance        142         119         23 
International Investments        —           (2)        2 

                
International Insurance and Investments Division        142         117         25 

                
Corporate and Other        26         (10)        36 

                
Total Financial Services Businesses        324         425         (101)

                
Closed Block Business(1)        (1)        (175)        174 
                
Income from continuing operations before income taxes        323         250         73 

Income tax expense(2)        105         93         (12)
                
Income from continuing operations        218         157         61 

Loss from discontinued operations, net of taxes(3)        (22)        (4)        (18)
                
Net income      $ 196       $ 153       $ 43 
                

(1)   See “—Results of Operations for Financial Services Businesses by Division and Closed Block Business—Closed Block Business” for a discussion of the results of our Closed Block Business.
(2)   See “—Income Taxes” for a discussion of our income tax expense.
(3)   See “—Discontinued Operations” for a discussion of the results of our discontinued operations.
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The following tables summarizes total assets by division and Corporate and Other operations, for the Financial Services Businesses and the Closed Block Business as well as

our assets under management and administration and our number of distribution representatives.
 

 
  

March 31,
2003

  

December 31,
2002

     (in millions)
Assets:              

Financial Services Businesses:              

Insurance Division    $ 67,954   $ 67,132
Investment Division      99,494     97,104
International Insurance and Investments Division      44,366     43,555
Corporate and Other      14,586     15,509



       
Total Financial Services Businesses      226,400     223,300

Closed Block Business      72,852     69,446
       

Total    $ 299,252   $ 292,746
       
 

 
  

March 31,
2003

  

December 31,
2002

     (in billions)
Assets Under Management and Administration (at fair market value):              
Managed by Investment Division:              

Investment Management Segment—Investment Management & Advisory Services              
Retail customers(1)     $ 78.9   $ 79.9
Institutional customers(2)      84.2     85.2
General account(3)      123.6     122.9

       
Total Investment Management & Advisory Services      286.7     288.0

Non-proprietary wrap-fee and other assets under management(4)      32.7     33.0
       

Total managed by Investment Division      319.4     321.0
Managed by International Insurance and Investments Division(3)(5)(6)      47.6     47.9
Managed by Insurance Division      8.5     8.8
       

Total assets under management      375.5     377.7
Client assets under administration(6)      174.4     177.9
       

Total assets under management and administration    $ 549.9   $ 555.6
       

(1)   Consists of individual mutual funds, including investments in our mutual funds through wrap-fee products, and both variable annuities and variable life insurance assets in our separate accounts. Fixed annuities and the fixed rate
options of both variable annuities and variable life insurance are included in the general account.

(2)   Consists of third-party institutional assets and group insurance contracts.
(3)   Reflects the Investment division’s assumption, as of June 30, 2002, of management of $3.5 billion of assets which were previously reflected in assets managed by the International Insurance and Investments division.
(4)   Consists of wrap-fee assets gathered by the Financial Advisory segment and funds invested in the non-proprietary investment options of our investment products other than wrap-fee products.
(5)   Primarily general account assets of the International Insurance segment other than those managed by the Investment division.
(6)   Reflects inclusion in assets managed by International Insurance and Investments division of $4.3 billion at December 31, 2002, representing amounts relating to recently acquired entities and formerly classified as client asset

under administration, to conform to current presentation based on internal management criteria.
 

 
  

March 31,
2003

    

December 31,
2002

Distribution Representatives:            
Prudential Agents    4,327     4,389
Financial Advisors    4,519     4,731
International Life Planners    4,552     4,505
Gibraltar Life Advisors    4,993     5,155
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Discontinued Operations
  In the first quarter of 2003 we signed a definitive agreement with Nationwide Mutual Insurance Company to sell our specialty automobile insurance business, a component
of our property and casualty insurance business. The loss from discontinued operations in the first three months of 2003 includes an after-tax charge of $20 million relating to our
expected loss on the disposal of this business. The remainder of the loss on discontinued operations during this period relates primarily to our previously discontinued international
securities operations. The loss from discontinued operations of $4 million in the first three months of 2002 related primarily to our previously discontinued international securities
operations and our web-based business for the workplace distribution of voluntary benefits.
 
Income Taxes
  Our income tax provision amounted to $105 million in the first three months of 2003 compared to $93 million in the first three months of 2002, representing 32.5% and
37.2% of income from operations before income taxes in the first three months of 2003 and 2002, respectively. The lower effective rate in the 2003 period was primarily due to the
expected utilization of foreign net operating losses for which no tax benefit was previously recorded, an increase in the dividends received deduction and increased tax credits.
 
Income From Continuing Operations Before Income Taxes and Adjusted Operating Income
  The following table summarizes adjusted operating income, as defined above, including period over period variances, for the Financial Services Businesses and includes a
reconciliation of adjusted operating income to income from continuing operations before income taxes.
 

 
  

Three Months Ended
March 31,

      
Favorable

(Unfavorable)
Variance

 
 

  

2003

    

2002

      
     (in millions)  
Financial Services Businesses:                             

Individual Life and Annuities    $ 129     $ 146       $ (17)
Group Insurance      34       37         (3)
Property and Casualty Insurance      9       20         (11)

            
Insurance Division      172       203         (31)

            
Investment Management      36       47         (11)
Financial Advisory      (24)      7         (31)



Retirement      53       34         19 
Other Asset Management      9       16         (7)

            
Investment Division      74       104         (30)

            
International Insurance      175       204         (29)
International Investments      —         (2)        2 

            
International Insurance and Investments Division      175       202         (27)

            
Corporate and Other      28       20         8 

            
Total adjusted operating income—Financial Services Businesses(1)      449       529         (80)

            
Items excluded from adjusted operating income:                             

Realized investment gains (losses), net, and related charges and adjustments                             
Insurance Division      (58)      (20)        (38)
Investment Division      (32)      31         (63)
International Insurance and Investments Division      (33)      (85)        52 
Corporate and Other      10       (22)        32 

            
Total(2)      (113)      (96)        (17)

Divested businesses—Corporate and Other(3)      (12)      (8)        (4)
            
Total items excluded from adjusted operating income      (125)      (104)        (21)
            
Income from continuing operations before income taxes—Financial Services Businesses(1)    $ 324     $ 425       $ (101)
            

(1)   See “—Results of Operations for Financial Services Businesses by Division and Closed Block Business” for a discussion of income from continuing operations before income taxes and adjusted operating income of our
segments and our Corporate and Other operations.
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(2)   See “—Realized Investment Gains” for a discussion of realized investment gains (losses), net and charges and adjustments related to net realized investment gains for the Financial Services Businesses.
(3)   See “—Divested Businesses” for a discussion of the results of our divested businesses.
 
Realized Investment Gains
  Realized investment gains, net of losses, primarily include gains and losses resulting from sales and impairments of fixed income and equity investments, prepayment
premiums we receive on private bond issues, and gains and losses in connection with derivative contracts that do not qualify for hedge accounting treatment. We perform
impairment reviews on an ongoing basis. The level of impairments generally reflects economic conditions, and is expected to increase when economic conditions worsen and to
decrease when economic conditions improve. We may realize additional credit-related losses through sales of investments pursuant to our credit risk and portfolio management
objectives. We require most issuers of private fixed maturity securities to pay us make-whole yield maintenance payments when they prepay the securities. The prepayments are
driven by factors specific to the activities of our borrowers as much as by the interest rate environment.
 

We use derivative contracts to hedge the risk that changes in interest rates or foreign currency exchange rates will affect the market value of certain investments. We also use
derivative contracts to mitigate the risk that unfavorable changes in currency exchange rates will reduce U.S. dollar equivalent earnings generated by certain of our non-U.S.
businesses. The vast majority of these derivative contracts do not qualify for hedge accounting, and consequently we recognize the changes in fair value of such contracts from
period to period in current earnings, although we do not necessarily account for the hedged assets or liabilities the same way. Accordingly, realized investment gains and losses from
our hedging activities contribute significantly to fluctuations in net income.
 

The comparisons below discuss realized investment gains, net of losses, and related charges and adjustments. Related charges, which pertain to the Financial Services
Businesses and not to the Closed Block Business, pertain to policyholder dividends, deferred policy acquisition costs and reserves for future policy benefits. A percentage of net
realized investment gains on specified Gibraltar Life assets is required to be paid as dividends to Gibraltar Life policyholders. We amortize deferred policy acquisition costs for
interest sensitive products based on estimated gross profits, which include net realized investment gains on the underlying invested assets, and the related charge for amortization of
deferred policy acquisition costs represents the amortization related to net realized investment gains. We adjust the reserves for some of our policies when cash flows related to these
policies are affected by net realized investment gains, and the related charge for reserves for future policy benefits represents that adjustment. The changes in these related charges
from one period to another may be disproportionate to the changes in realized investment gains, net of losses, evaluated over several periods.
 

A portion of realized gains, pertaining to certain derivative results, is included in adjusted operating income. Pursuant to a currency hedging program, we execute forward
sale contracts in the hedged currencies in exchange for U.S. dollars at a specified exchange rate. The maturities of these contracts correspond with future periods in which non-U.S.
earnings are expected to be generated. These contracts do not qualify for hedge accounting under GAAP. All resulting profits or losses from such contracts, including mark-to-
market adjustments of open contracts, are included in “Realized investment gains (losses), net.” When the contracts are terminated in the same period that the expected earnings
emerge, the resulting positive or negative cash flow is included in adjusted operating income. In addition, we utilize interest and currency swaps to manage interest and currency
exchange rate exposures arising from mismatches between assets and liabilities, including duration mismatches. For the swap contracts that do not qualify for hedge accounting
treatment, mark-to-market adjustments of open contracts as well as periodic settlements are included in “Realized investment gains (losses), net.” Periodic settlements pertaining to
such contracts are included in adjusted operating income.
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The following tables set forth realized investment gains (losses), net by investment type for the Financial Services Businesses and the Closed Block Business, as well as

related charges and adjustments associated with the Financial Services Businesses for the three months ended March 31, 2003 and 2002.
 

 
  

Three Months Ended
March 31,

 

 
  

2003

    

2002

 
     (in millions)  
Realized investment gains (losses), net:                  



Financial Services Businesses    $ (108)    $ (70)
Closed Block Business      41       (79)
       
Consolidated realized investment losses, net    $ (67)    $ (149)
       
 

 
  

Three Months Ended
March 31,

 

 
  

2003

    

2002

 
     (in millions)  
Financial Services Businesses:                  
Realized investment gains (losses), net:                  

Fixed maturity securities    $ (80)    $ (108)
Equity securities      (44)      (63)
Derivative instruments      13       51 
Other      3       50 

       
Total      (108)      (70)

Related adjustments for derivative (gains) included in adjusted operating income      (6)      (31)
       

Realized investment losses excluded from adjusted operating income    $ (114)    $ (101)
       
Related charges    $ 1     $ 5 
       
 

 
  

Three Months Ended
March 31,

 

 
  

2003

    

2002

 
     (in millions)  
Closed Block Business:                  
Realized investment gains (losses), net:                  

Fixed maturity securities    $ 84     $ (88)
Equity securities      (43)      9 
Derivative instruments      2       1 
Other      (2)      (1)

       
Total    $ 41     $ (79)
       
 

2003 to 2002 Three Month Comparison.    Consolidated realized investment losses, net, decreased $82 million, from $149 million in the first three months of 2002 to $67
million in the first three months of 2003.
 

The Financial Services Businesses’ realized investment losses, net, in the first three months of 2003 were $108 million compared to $70 million in the first three months of
2002. Realized losses in the first three months of 2003 included impairments and credit related losses of $175 million compared with $141 million in the first three months of 2002.
Realized investment losses in the first three months of 2003 and 2002 were partly offset by realized gains, driven largely by sales of fixed income securities in a declining rate
environment. We realized net losses on equity securities of $44 million in the first three months of 2003, versus $63 million of net losses in the
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first three months of 2002, primarily related to our Gibraltar Life operations. Net realized investment gains associated with our derivative instruments, net of related fair value
adjustments to fixed maturities that qualify for fair value hedge accounting treatment, were $13 million in the first three months of 2003 compared to $51 million in the first three
months of 2002. These amounts include $6 million and $31 million of realized investment gains in the first three months of 2003 and 2002, respectively, that are included as part of
adjusted operating income. The derivative gains in the first three months of 2002 were primarily attributable to gains on treasury futures contracts used to manage the duration of
our fixed maturity investment portfolio. In addition, we recognized a gain of $59 million in the first three months of 2002 from the Investment Management segment’s sale of a
specialized asset management business.
 

For the Closed Block Business, net realized investment gains in the first three months of 2003 were $41 million compared to losses of $79 million in the first three months of
2002. Realized gains in the first three months of 2003 reflect net realized gains on sales of fixed income securities in a declining rate environment partially offset by impairments
and credit related losses of $133 million. Losses in the first three months of 2002 included impairments and credit related losses of $117 million, which were partially offset by net
trading gains on sales of fixed income securities in a declining rate environment. We realized net losses on equity securities of $43 million in the first three months of 2003
compared to gains of $9 million in the first three months of 2002.
 
Divested Businesses
  Our income from continuing operations before income taxes includes results from several businesses that we have divested but that did not qualify for “discontinued
operations” treatment in our income statement under GAAP. Results of divested businesses reflect losses of $12 million and $8 million for the three months ended March 31, 2003
and 2002, respectively. Our results from divested businesses for the 2003 period primarily relate to Gibraltar Casualty Company, a commercial property and casualty insurer that we
sold in September 2000 to Everest Re Group, Ltd. (“Everest”). Pursuant to the sale we entered into a stop-loss reinsurance agreement whereby if and when aggregate post-sale
claim and claim-related payments exceed Gibraltar Casualty’s reserves recorded at the time of sale, we will pay Everest for 80% of the first $200 million of such excess. Through
March 31, 2003, Everest had recorded reserve additions of $106 million. In the first quarter of 2003, we recorded an additional liability of $6 million for a total liability of $85
million at March 31, 2003. This represents our 80% share of such development, generally related to asbestos and environmental exposures. The remaining losses from divested
business for both periods relate primarily to the residual investment portfolio of Prudential Securities Incorporated divested capital markets business.
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Results of Operations for Financial Services Businesses by Division and

Closed Block Business
 
Insurance Division
  Individual Life and Annuities
  Operating Results
  The following table sets forth the Individual Life and Annuities segment’s operating results for the periods indicated.
 

 

  

Three Months
Ended

March 31,

 

 
  

2003

    

2002

 
     (in millions)  
Operating results:                  

Revenues(1)    $ 666     $ 625 
Benefits and expenses(2)      537       479 

       
Adjusted operating income      129       146 

Realized investment losses, net, and related charges and adjustments      (34)      (18)
       

Income from continuing operations before income taxes    $ 95     $ 128 
       

(1)   Revenues exclude realized investment losses, net, and related adjustments of $32 million and $19 million for the three months ended March 31, 2003 and 2002, respectively.
(2)   Benefits and expenses exclude the unfavorable (favorable) impact of net realized investment gains and losses on deferred policy acquisition cost amortization of $2 million and $(1) million for the three months ended March 31,

2003 and 2002, respectively.
 

On May 1, 2003, we completed the first step of our acquisition of Skandia U.S. Inc. (“American Skandia”). The results of American Skandia will be included in our
consolidated results commencing with the date of acquisition.
 

Income From Continuing Operations Before Income Taxes
  2003 to 2002 Three Month Comparison.    Income from continuing operations before income taxes declined $33 million, or 26%, from $128 million in the first three months
of 2002 to $95 million in the first three months of 2003. The decline reflects a decrease in adjusted operating income of $17 million, to $129 million in the first three months of
2003, as discussed below. Additionally, realized investment losses, net, and related charges and adjustments increased $16 million, to $34 million in the first three months of 2003.
For a discussion of realized investment losses, net, and related charges and adjustments see “—Consolidated Results of Operations—Realized Investment Gains.”
 

Adjusted Operating Income
  2003 to 2002 Three Month Comparison.    Adjusted operating income decreased $17 million, or 12%, from the first three months of 2002 to the first three months of 2003.
This decrease reflected an $11 million decrease from individual life insurance as well as a $6 million decrease from individual annuities.
 

The segment’s individual life insurance business reported adjusted operating income of $106 million in the first three months of 2003, compared to $117 million in the first
three months of 2002. The decrease in adjusted operating income is primarily the result of less favorable mortality experience, net of reinsurance, in the current quarter.
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The segment’s individual annuity business reported adjusted operating income of $23 million in the first three months of 2003 compared to $29 million in the first three

months of 2002. The decrease in adjusted operating income is primarily due to lower fee revenues on variable annuities due to a decline in average account values due primarily to
market valuation declines, as well as an increase in guaranteed minimum death benefits. Partially offsetting these developments was improved net interest spread on our general
account annuities due to reductions of credited interest rates effective January 1, 2003, and growth in volume of these annuities, as well as a decrease in amortization of acquisition
costs.
 

Revenues
  2003 to 2002 Three Month Comparison.    Revenues, as shown in the table above under “—Operating Results,” increased $41 million, or 7%, from the first three months of
2002 to the first three months of 2003. The increase came primarily from a $40 million increase from the segment’s individual life insurance business.
 

The segment’s individual life insurance business reported revenues of $483 million in the first three months of 2003 compared to $443 million in the first three months of
2002. Premiums increased $38 million, from $56 million in the first three months of 2002 to $94 million in the first three months of 2003, reflecting increased premiums on term
insurance we issued, under policy provisions, to customers who previously had lapsing variable life insurance policies with us, as well as increased sales and growth of our in force
block of term insurance products.
 

Revenues from our individual annuity business of $183 million in the first three months of 2003 were essentially unchanged from the first three months of 2002. Premiums
increased $10 million, from $9 million in the first three months of 2002 to $19 million in the first three months of 2003, primarily due to increased sales of our immediate income
annuity product. Net investment income increased $7 million, from $100 million in the first three months of 2002 to $107 million in the first three months of 2003, primarily due to
growth in account values invested in fixed annuities and the fixed rate options of our variable annuities. These increases were offset by a decrease in policy charges and fees and
asset management fees of $16 million, from $73 million in the first three months of 2002 to $57 million in the first three months of 2003, resulting primarily from a decline in the
average market value of variable annuity customer accounts.
 

Benefits and Expenses
  2003 to 2002 Three Month Comparison.    Benefits and expenses, as shown in the table above under “—Operating Results,” increased $58 million, or 12%, from the first
three months of 2002 to the first three months of 2003. The increase reflects increases of $51 million from individual life insurance and $7 million from individual annuities.
 

Benefits and expenses of the segment’s individual life insurance business increased $51 million, or 16%, from $326 million in the first three months of 2002 to $377 million
in the first three months of 2003. Policyholder benefits and related changes in reserves increased $44 million, from $125 million in the first three months of 2002 to $169 million in
the first three months of 2003. This increase came primarily from greater policy reserves on term insurance, corresponding to the increased premiums discussed above, and



favorable mortality experience, net of reinsurance, in the first three months of 2002 not repeating in the current quarter. Amortization of deferred acquisition costs increased $14
million, primarily due to the increased volume of fixed premium business in force, the market impact of declines in variable life insurance account values and lower persistency.
Partially offsetting these increases was a decrease in operating expenses, including distribution costs that we charge to expense, of $9 million, from $111 million in the first three
months of 2002 to $102 million in the first three months of 2003.
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The segment’s individual annuity business reported benefits and expenses of $160 million in the first three months of 2003 compared to $153 million in the first three

months of 2002, an increase of $7 million or 5%. Policyholder benefits and related changes in reserves increased $15 million, from $28 million in the first three months of 2002 to
$43 million in the first three months of 2003, including increases in reserves resulting from our greater sales of immediate annuity products as discussed above and a $7 million
increase in guaranteed minimum death benefit payments, from $6 million in the first three months of 2002 to $13 million in the first three months of 2003. As of March 31, 2003,
the death benefit coverage in force (representing the amount that we would have to pay if all annuitants had died on that date) was approximately $3.5 billion. The death benefit
coverage in force represents the excess of the guaranteed benefit amount over the account value. The guaranteed minimum death benefit feature provides annuity contract holders
with a guarantee that the benefit received at death will be no less than a prescribed minimum amount. This minimum amount is based on the net deposits paid into the contract, the
net deposits accumulated at a specified rate, the highest historical account value on a contract anniversary, or more typically, the greatest of these values, depending on features
offered in various contracts and elected by the contract holders. These contracts generally require payment of additional charges for guarantees other than those based on net
deposits paid into the contract. To the extent that the guaranteed minimum death benefit is higher than the current account value at the time of death, we incur a cost. This results in
increased annuity policy benefits in periods of declining financial markets and in periods of stable financial markets following a decline. Current accounting literature does not
prescribe advance recognition of the expected future net costs associated with these guarantees, and accordingly, we currently do not record a liability corresponding to these
projected future obligations for death benefits in excess of annuity account values. However, we consider the expected net costs associated with these guarantees in our calculations
of expected gross profits on variable annuity business, on which our periodic evaluations of unamortized deferred policy acquisition costs are based. A proposed AICPA Statement
of Position, “Accounting and Reporting by Insurance Enterprises for Certain Nontraditional Long-Duration Contracts and for Separate Accounts” (the “Proposed SOP”), would
require the recording of a liability for the expected net costs associated with these guarantees under certain circumstances, if adopted as proposed. We are currently evaluating the
impact of the Proposed SOP. Partially offsetting the increase in policyholder benefits and change in reserves are declines in amortization of deferred policy acquisition costs and
operating expenses.
 

Sales Results and Account Values
  The following table sets forth the individual life insurance business’s sales, as measured by statutory first year premiums and deposits, and changes in account value for
annuities business, for the periods indicated. Sales of the individual life insurance business do not correspond to revenues under GAAP. They are, however, a relevant measure of
business activity. In managing our individual life insurance business, we analyze statutory first year premiums and deposits as well as revenues because statutory first year
premiums and deposits measure the current sales performance of the business, while revenues primarily reflect the renewal persistency and aging of in force policies written in prior
years and net investment income, as well as current sales. For our individual annuity business, assets are reported at account value and net sales (redemptions) are gross sales minus
redemptions or surrenders and withdrawals, as applicable.
 

 
  

Three Months Ended
March 31,

 
  

2003

  

2002

     (in millions)
Sales(1):              

Excluding corporate-owned life insurance:              
Variable life    $ 25   $ 44
Universal life      26     11
Term life      23     13

       
Total excluding corporate-owned life insurance      74     68

Corporate-owned life insurance      4     10
       

Total    $ 78   $ 78
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Three Months Ended
March 31,

 

 
  

2003

    

2002

 
     (in millions)  
Sales by distribution channel(1)(2):                  

Prudential Agents    $ 53     $ 52 
Third party      21       16 

       
Total    $ 74     $ 68 

       
Variable Annuities(3):                  

Beginning total account value    $ 15,338     $ 18,689 
Sales      331       374 
Surrenders and withdrawals      (473)      (597)
Change in market value, interest credited and other activity(4)      (231)      (31)

       
Ending total account value    $ 14,965     $ 18,435 

       



Net redemptions    $ (142)    $ (223)
       
Fixed Annuities:                  

Beginning total account value    $ 3,396     $ 2,975 
Sales      110       37 
Surrenders and withdrawals      (49)      (50)
Interest credited and other activity(4)      16       (53)

       
Ending total account value    $ 3,473     $ 2,909 

       
Net sales (redemptions)    $ 61     $ (13)
       

(1)   Statutory first year premiums and deposits.
(2)   Excluding corporate-owned life insurance.
(3)   Variable annuities include only those sold as retail investment products. Investments through defined contribution plan products are included with such products.
(4)   Includes maintenance and insurance charges assessed, net bonus payments credited to contract holder accounts, annuity benefits and other adjustments, as well as decreases in policyholder account balances during the first three

months of 2002 of $45 million for variable annuities and $56 million for fixed annuities due to the distribution of policy credits, subsequently paid out in cash, as demutualization consideration in connection with the Company’s
demutualization.

 
2003 to 2002 Three Month Comparison.    Sales of new life insurance, excluding corporate-owned life insurance, as measured by statutory first year premiums and deposits,

grew by $6 million, or 9%, from the first three months of 2002 to the first three months of 2003. Sales of our universal life products, which we introduced in late 2001, and term life
products increased $15 million and $10 million, respectively. These increases were offset by declines of $19 million in variable life sales driven by adverse market conditions. In
addition, sales of corporate-owned life insurance declined by $6 million. Sales by the third party distribution channel, other than corporate-owned life insurance, increased $5
million from the first three months of 2002 to the first three months of 2003. This increase is being driven by increased universal and term life sales primarily through third party
distribution relationships.
 

Sales from Prudential Agents were essentially unchanged from the first three months of 2002 to the first three months of 2003, as the average number of agents and
productivity remained stable. For the first three months of 2003 and 2002, the average number of Prudential Agents was approximately 4,400 while Prudential Agent productivity
was $34,000 on an annualized basis. We measure Prudential Agent productivity as commissions on new sales of all products, not only life insurance, by Prudential Agents with us
for the entire period, divided by the number of those Prudential Agents.
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Total account values for fixed and variable annuities amounted to $18.4 billion as of March 31, 2003, a decrease of $296 million from December 31, 2002. This decrease is

due primarily to declines in market values of our variable annuities resulting from adverse market conditions as well as net redemptions. Net redemptions were $81 million in the
first three months of 2003 as compared to $236 million in the first three months of 2002. The decrease in net redemptions is primarily the result of decreased surrenders and
withdrawals of $125 million as a result of retention efforts, market driven depreciation of separate account balances and investor concerns regarding market uncertainty. In addition,
gross sales increased $30 million from the first three months of 2002 to the first three months of 2003 as a result of product enhancements and the expansion of third party
distribution.
 

Policy Surrender Experience
  The following table sets forth the individual life insurance business’ policy surrender experience for variable life insurance, measured by cash value of surrenders, for the
periods indicated. These amounts do not correspond to expenses under GAAP. In managing this business, we analyze the cash value of surrenders because it is a measure of the
degree to which policyholders are maintaining their in force business with us, a driver of future profitability. Our term life insurance products do not provide for cash surrender
values.
 

 

  

Three Months
Ended

March 31,

 

 
  

2003

    

2002

 
     ($ in millions)  
Cash value of surrenders    $170     $162 
       
Cash value of surrenders as a percentage of mean future policy benefit reserves, policyholders’ account balances, and separate account balances      4.2 %     3.9%
       
 

2003 to 2002 Three Month Comparison.    The total cash value of surrenders increased $8 million, or 5%, from the first three months of 2002 to the first three months of
2003. The level of surrenders as a percentage of mean future policy benefit reserves, policyholders’ account balances and separate account balances increased from 3.9% in the first
three months of 2002 to 4.2% in the first three months of 2003, reflecting an increase in lapses and declines in variable life insurance account values.
 

Group Insurance
  Operating Results
  The following table sets forth the Group Insurance segment’s operating results for the periods indicated.
 

 

  

Three Months
 Ended

March 31,

 

 
  

2003

    

2002

 
     (in millions)  
Operating results:                  

Revenues(1)    $ 961     $ 890 
Benefits and expenses      927       853 

       
Adjusted operating income      34       37 

Realized investment losses, net, and related adjustments      (17)      (3)



       
Income from continuing operations before income taxes    $ 17     $ 34 

       

(1)   Revenues exclude realized investment losses, net, and related adjustments of $17 million and $3 million for the three months ended March 31, 2003 and 2002, respectively.
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Income From Continuing Operations Before Income Taxes

  2003 to 2002 Three Month Comparison.    Income from continuing operations before income taxes decreased $17 million, from $34 million in the first three months of 2002
to $17 million in the first three months of 2003. This decrease reflects a $14 million increase in realized investment losses, net, and related adjustments to $17 million in the first
three months of 2003. For a discussion of realized investment losses, net, and related adjustments see “—Consolidated Results of Operations—Realized Investment Gains.”
Adjusted operating income decreased $3 million, to $34 million in the first three months of 2003, as discussed below.
 

Adjusted Operating Income
  2003 to 2002 Three Month Comparison.    Adjusted operating income decreased $3 million from the first three months of 2002 to the first three months of 2003 due
primarily to less favorable group disability claims experience, reflecting a lower level of claim resolutions in the current period, partially offset by increased investment income.
 

Revenues
  2003 to 2002 Three Month Comparison.    Revenues, as shown in the table above under “—Operating Results,” increased by $71 million, or 8%, from the first three months
of 2002 to the first three months of 2003. Group life insurance premiums increased by $38 million, or 7%, to $592 million primarily due to growth in business in force resulting
from new sales, as described below, and continued strong persistency, which decreased slightly from 97% in the first three months of 2002 to 96% in the first three months of 2003.
Group disability premiums, which include long-term care products, increased by $21 million, or 15%, to $161 million also reflecting the growth in business in force. Persistency for
our group disability products decreased from 95% in the first three months of 2002 to 92% in the first three months of 2003. We believe the decrease in persistency for both group
life and disability, which is primarily a result of the pricing adjustments we began to implement in 2002 as discussed below, will likely continue in this highly competitive market.
Net investment income increased $15 million, or 11%, due to a larger base of invested assets.
 

Benefits and Expenses
  The following table sets forth the Group Insurance segment’s benefits and administrative operating expense ratios for the periods indicated.
 

 

    

Three Months
Ended 

March 31,

 

 
    

2003

      

2002

 
Benefits ratio(1):                  

Group life      91.9%      91.8%
Group disability      93.9       84.6 

Administrative operating expense ratio(2):                  
Group life      9.1       10.0 
Group disability      20.5       22.7 

(1)   Ratio of policyholder benefits to earned premiums, policy charges and fee income. Group disability ratios include long-term care products.
(2)   Ratio of administrative operating expenses (excluding commissions) to gross premiums, policy charges and fee income. Group disability ratios include long-term care products.
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2003 to 2002 Three Month Comparison.    Benefits and expenses, as shown in the table above under “—Operating Results,” increased by $74 million, or 9%, from the first

three months of 2002 to the first three months of 2003. The increase resulted in large part from an increase of $66 million, or 10%, in policyholders’ benefits, including the change
in policy reserves reflecting the growth of business in force. During 2002, we began to implement pricing adjustments on our group life and disability products where appropriate.
While there can be no assurance, we expect these actions, as well as pricing discipline in writing new business, will allow us to achieve gradual improvements in our loss ratios,
although the impact has so far been limited by a highly competitive market. The implementation of these actions resulted in a modest decline in persistency and, consistent with our
expectations, some slowing of our sales.
 

The group life benefits ratio for the first three months of 2003 remained essentially unchanged from the first three months of 2002. The group disability benefits ratio
increased by 9.3 percentage points from the first three months of 2002 to the first three months of 2003 due to a decrease in the level of claim resolution during the current period
for our group long-term disability product. The group life and disability administrative operating expense ratios improved from the first three months of 2002 to the first three
months of 2003 reflecting business process improvement costs in the 2002 period.
 

Sales Results
  The following table sets forth the Group Insurance segment’s new annualized premiums for the periods indicated. In managing our group insurance business, we analyze
new annualized premiums, which do not correspond to revenues under GAAP, as well as revenues, because new annualized premiums measure the current sales performance of the
business unit, while revenues primarily reflect the renewal persistency and aging of in force policies written in prior years and net investment income in addition to current sales.
 

 

    

Three Months 
Ended

March 31,

 
    

2003

    

2002

       (in millions)
New annualized premiums:(1)                  

Group life      $ 88     $ 162
Group disability(2)        67       53



           
Total      $ 155     $ 215

           

(1)   Amounts exclude new premiums resulting from rate changes on existing policies, from additional coverage under our Servicemembers’ Group Life Insurance contract and from excess premiums on group universal life insurance
that build cash value but do not purchase face amounts.

(2)   Includes long-term care products.
 

2003 to 2002 Three Month Comparison.    Total new annualized premiums decreased $60 million, or 28%, from the first three months of 2002 to the first three months of
2003 due to decreased group life sales. The group life sales decrease reflects two large sales in the first three months of 2002 as well as the expected slowing of our sales due to the
implementation of pricing adjustments commencing in 2002. Group disability sales increased in the first three months of 2003 due primarily to sales of our single sum premium
products.
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Property and Casualty Insurance

  Operating Results
  The following table sets forth the Property and Casualty Insurance segment’s operating results for the periods indicated.
 

 

    

Three Months 
Ended

March 31,

 
    

2003

      

2002

       (in millions)
Operating results:                    

Revenues(1)      $ 488       $ 462
Benefits and expenses        479         442

           
Adjusted operating income        9         20

Realized investment gains (losses), net        (7)        1
           

Income from continuing operations before income taxes      $ 2       $ 21
           

(1)   Revenues exclude realized investment gains (losses), net, of $(7) million and $1 million for the three months ended March 31, 2003 and 2002, respectively.
 

Income From Continuing Operations Before Income Taxes
  2003 to 2002 Three Month Comparison.    Income from continuing operations before income taxes decreased $19 million, from $21 million in the first three months of 2002
to $2 million in the first three months of 2003. The decrease reflects an $11 million decline in adjusted operating income in the first three months of 2003 from the first three months
of 2002, as discussed below. Additionally, realized investment gains (losses), net, decreased $8 million, to net realized investment losses of $7 million in the first three months of
2003 from net realized investment gains of $1 million in the first three months of 2002. For a discussion of realized investment gains (losses), net, see “—Consolidated Results of
Operations—Realized Investment Gains.”
 

Adjusted Operating Income
  2003 to 2002 Three Month Comparison.    Adjusted operating income decreased $11 million, or 55%, from the first three months of 2002 to the first three months of 2003.
Results for the first three months of 2002 reflect a $20 million benefit from stop-loss reinsurance recoveries, while there is no corresponding benefit in the 2003 period. In addition,
catastrophe losses amounted to $15 million in the first three months of 2003 compared to $4 million in the first three months of 2002. The decrease in adjusted operating income
resulting from the absence of the stop loss benefit and the higher catastrophe losses was partially offset by premium increases reflecting rate increases we have implemented.
 

As previously announced, we are exploring options related to our personal lines property and casualty insurance business, including the possible sale of all or part of these
operations. During the first three months of 2003, we announced the sale of our specialty automobile insurance business, subject to regulatory approvals and other normal
conditions. The results of operations and the loss on sale of this company are excluded from the Property and Casualty Insurance segment and are included in “Loss from
discontinued operations” for all periods. Based upon current market conditions, we believe that a sale of the remainder of these operations would result in a charge to earnings that
could be material to quarterly or annual net income, although the amount of any charge will depend on the terms of any such agreement. The Individual Life and Annuities segment
is compensated for property and casualty insurance products sold through its distribution network. In the event of a sale of the property and casualty insurance operations that
resulted in continued access to non-proprietary property and casualty products by the Prudential Agents, as expected by management, the Individual Life and
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Annuities segment would expect to continue to be compensated for sales of these products, although the extent of these revenues cannot be predicted. In addition, certain expenses
incurred at the corporate level are allocated to the Property and Casualty Insurance segment. Although we would seek to reduce the level of these expenses in the event of a sale of
our property and casualty insurance business, these corporate level expenses would initially result in greater charges within adjusted operating income reported for Corporate and
Other operations.
 

Revenues
  The following table sets forth the Property and Casualty Insurance segment’s earned premiums, which are net of reinsurance ceded, for the periods indicated.
 

 

 

Three Months 
Ended

March 31,

 
 

2003

 

2002

    (in millions)



Automobile   $ 325  $ 306
Homeowners’     119    113
Other     9    8
     

Total earned premiums   $ 453  $ 427
     
 

2003 to 2002 Three Month Comparison.    Revenues, as shown in the table above under “—Operating Results,” increased $26 million, or 6%, from the first three months of
2002 to the first three months 2003, as a result of an increase in earned premiums.
 

Total earned premiums, as shown in the immediately preceding table, increased by $26 million, or 6%, from the first three months of 2002 to the first three months of 2003.
The increases in automobile and homeowners’ insurance earned premiums came primarily from rate increases. We plan to continue pursuing rate increases and expect to implement
rate increases in 2003 at a level generally similar to those of 2002.
 

Benefits and Expenses
  The following table shows our calendar year loss, expense and combined ratios, the impact on these calendar year ratios of catastrophic losses and our accident year
combined ratios based on loss experience for the periods indicated (all based on amounts determined under statutory accounting principles).
 

 

 

Three Months 
Ended

March 31,

 

 
 

2003

   

2002

 
Loss ratio(1):            

Automobile   78.7%  75.8%
Homeowners’   79.5    72.1 

Overall   79.6    74.7 
Expense ratio(2):            

Automobile   25.6    27.6 
Homeowners’   31.2    35.3 

Overall   26.9    29.4 
Combined ratio(3):            

Automobile   104.3    103.4 
Homeowners’   110.7    107.4 

Overall   106.5    104.1 
Effect of current accident year catastrophic losses on combined ratio(4):   3.3    1.0 
Accident year combined ratio(5):   107.0    104.6 

(1)   Represents ratio of incurred losses and loss adjustment expenses to net earned premium. Ratios reflect the net favorable development in the calendar period from prior accident year reserves of $2 million for the three months
ended March 31, 2003 and 2002. Ratios also
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  reflect recoveries from current accident year stop-loss reinsurance contracts of $20 million for the three months ended March 31, 2002. There is no stop loss reinsurance agreement in effect for accident year 2003.
(2)   Represents ratio of operating expenses to net written premium.
(3)   Represents the sum of (1) and (2).
(4)   Represents losses and loss adjustment expenses attributable to catastrophes that are included in the combined ratio. Our calendar year catastrophe losses include both current and prior accident year losses. We classify as

catastrophes those events that are declared catastrophes by Property Claims Services, which is an industry organization that declares and tracks all property-related catastrophes causing insured property damage in the U.S.
Property Claims Services declares an event a catastrophe if it causes in excess of a specified dollar amount of insured property damage, which was $25 million throughout the periods presented, and affects a significant number
of policyholders and insurance companies.

(5)   Accident year combined ratios reflect the combined ratios for accidents that occur in the indicated calendar year, restated to reflect subsequent changes in loss estimates for those claims based on cumulative loss data through
March 31, 2003. These ratios reflect the recoveries from stop-loss reinsurance contracts as noted above. We analyze accident-year combined ratios because they reflect the actual loss experience of accidents that occur in a given
period excluding the effect of accidents that occur in other periods.

 
2003 to 2002 Three Month Comparison.    Our overall loss ratio increased 4.9 percentage points to 79.6% from the first three months of 2002 to the first three months of

2003. This increase is primarily due to the discontinuation of the stop-loss reinsurance program for the 2003 accident year, which provided protection to the 2002 accident year. We
recorded $20 million in recoveries in the first three months of 2002 under this program, which provided a 4.7 percentage point benefit to the loss ratio in the year ago quarter. In
addition, catastrophe losses amounted to $15 million in the first three months of 2003, compared to $4 million in the first three months of 2002.
 

Our automobile loss ratio increased 2.9 percentage points from 75.8% in the first three months of 2002 to 78.7% in the first three months of 2003, primarily due to the
discontinuation of the stop-loss reinsurance program described above.
 

The 7.4 percentage point increase in the homeowners’ loss ratio from the first three months of 2002 to the first three months of 2003 is due to a combination of the
discontinuation of the aggregate stop-loss reinsurance program, which resulted in reinsurance recoveries to the homeowners’ business of $6 million in the first three months of 2002,
and $11 million higher catastrophe losses on this business. This increase was partially offset by an $8 million higher favorable development on prior accident year losses and the
impact of rate increases implemented on homeowners policies.
 

During 2001 and 2002, we terminated certain independent agent appointments and began to non-renew the in force policies written by the terminated agents where allowed
by law. In April 2003, we announced our intention to terminate the remainder of our property and casualty independent agency channel, except for a few selected markets. We had
previously ceased actively writing business through our property and casualty insurance career agency and our direct channels. We have been in the process of re-underwriting and
non-renewing this business to the extent permitted contractually and by state insurance regulations. However, our ability to implement re-underwriting and non-renewal measures
has been limited by regulatory requirements in various jurisdictions.
 

Our overall expense ratio has improved 2.5 percentage points from the first three months of 2002 to the first three months of 2003 as a result of lower charges for
commissions and the impact of an increased premium base.
 

The increase in the accident year combined ratio resulted primarily from the discontinuation of the stop-loss reinsurance program partially offset by a decline in the expense
ratio.
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Investment Division
  Investment Management
  Operating Results
  The following table sets forth the Investment Management segment’s operating results for the periods indicated.
 

 
    

Three Months Ended
March 31,

 
    

2003

    

2002

       (in millions)
Operating results:                  

Revenues(1)      $ 285     $ 317
Expenses        249       270

           
Adjusted operating income        36       47

Realized investment gains, net        2       59
           

Income from continuing operations before income taxes      $ 38     $ 106
           

(1)   Revenues exclude realized investment gains, net, of $2 million and $59 million for the three months ended March 31, 2003 and 2002, respectively. Results in the first three months of 2002 include a gain of $59 million from the
sale of a specialized asset management subsidiary.

 
Income From Continuing Operations Before Income Taxes

  2003 to 2002 Three Month Comparison.    Income from continuing operations before income taxes decreased $68 million, from $106 million in the first three months of
2002 to $38 million in the first three months of 2002. The decrease reflects realized investment gains, net, of $59 million in the first three months of 2002 compared to $2 million in
the first three months of 2003. For a discussion of realized investment gains, net, see “—Consolidated Results of Operations—Realized Investment Gains.” In addition, adjusted
operating income declined $11 million, from $47 million in the first three months of 2002 to $36 million in the first three months of 2003, as discussed below.
 

Adjusted Operating Income
  2003 to 2002 Three Month Comparison.    Adjusted operating income declined $11 million, from $47 million in the first three months of 2002 to $36 million in the first three
months of 2003 due primarily to lower fee revenues resulting from declines in market value of underlying equity assets under management and lower average mutual fund customer
account balances on which our fees are based. Lower expense levels resulting from a decrease in incentive compensation costs and our expense management efforts partially offset
the effect of the reduced revenues.
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Revenues

  The following table sets forth the Investment Management segment’s revenues, as shown in the table above under “—Operating Results,” by source for the periods
indicated.
 

 

    

Three Months
 Ended

March 31,

 
    

2003

    

2002

       (in millions)
Revenues:                  

Retail customers(1)      $ 43     $ 49
Institutional customers        79       84
General account        55       54

           
Sub-total        177       187

Mutual fund revenues(2)        108       130
           

Total revenues      $ 285     $ 317
           

(1)   Consists of individual mutual funds and both variable annuities and variable life insurance asset management revenues from our separate accounts. Revenues from fixed annuities and the fixed rate options of both variable
annuities and variable life insurance are included in general account. This also includes funds invested in proprietary mutual funds through our defined contribution plan products.

(2)   Represents mutual fund revenues other than asset management fees paid to affiliates, which are included in the appropriate categories above.
 

2003 to 2002 Three Month Comparison.    Revenues, as shown in the table above under “—Operating Results,” decreased $32 million, from $317 million in the first three
months of 2002 to $285 million in the first three months of 2003. The decrease came primarily from a decline in mutual fund revenues of $22 million, from $130 million in the first
three months of 2002 to $108 million in the first three months of 2003, and an $11 million decline in revenues from the management of retail and institutional customer assets. The
declines in mutual fund revenues and revenues from management of retail and institutional customer assets were due to lower average mutual fund customer account balances and
declines in the market value of the underlying equity assets under management on which our fees are based.
 

Expenses
  2003 to 2002 Three Month Comparison.    Expenses, as shown in the table above under “—Operating Results,” decreased $21 million, from $270 million in the first three
months of 2002 to $249 million in the first three months of 2003. The decrease primarily reflects reduced incentive compensation expenses, lower asset based expenses in our
mutual fund operations and the effect of our expense management efforts.
 

Financial Advisory



  Operating Results
  The following table sets forth the Financial Advisory segment’s operating results for the periods indicated.
 

 

    

Three Months 
Ended 

March 31,

 

 
    

2003

      

2002

 
       (in millions)  
Operating results:                      

Non-interest revenues      $ 491       $ 601 
Net interest revenues        34         48 

           
Total revenues, net of interest expense(1)        525         649 

Total non-interest expenses        549         642 
           

Adjusted operating income        (24)        7 
Realized investment losses, net        —           (1)

           
Income (loss) from continuing operations before income taxes      $ (24)      $ 6 

           

(1)   Revenues exclude realized investment losses, net, of $1 million for the three months ended March 31, 2002.
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In February 2003, we announced an agreement with Wachovia Corporation (“Wachovia”) to combine each company’s respective retail securities brokerage and clearing

operations to form a new firm, which will be headquartered in Richmond, VA. Under the agreement, we will have a 38% ownership interest in the new firm, which we will account
for under the equity method of accounting, while Wachovia will own the remaining 62%. The transaction, which includes our securities brokerage operations but does not include
our equity sales, trading and research operations or our consumer banking operations, is anticipated to close in the third quarter of 2003. This transaction is subject, among other
things, to regulatory approvals and filings and customary closing conditions.
 

Income From Continuing Operations Before Income Taxes
  2003 to 2002 Three Month Comparison.    The segment’s loss from continuing operations before income taxes was $24 million in the first three months of 2002 compared to
income of $6 million in the first three months of 2002. The decrease reflects a $31 million decline in adjusted operating income, as discussed below, partially offset by a $1 million
decline in realized investment losses, net. For a discussion of realized investment losses, net, see “—Consolidated Results of Operations—Realized Investment Gains.”
 

Adjusted Operating Income
  2003 to 2002 Three Month Comparison.    The Financial Advisory segment reported a loss, on an adjusted operating income basis, of $24 million in the first three months of
2003 compared to adjusted operating income of $7 million in the first three months of 2002. The $31 million decrease came primarily from losses in our securities brokerage
operations, which reported a loss of $29 million in the first three months of 2003 compared to break-even results in the first three months of 2002. These operations were adversely
affected by a decline in revenues from retail investor transaction volume and asset-based fees, as well as a decrease in net interest revenues due to lower margin loan and other
customer balances. Lower non-interest expenses, which reflect decreased revenue based compensation costs and cost reduction initiatives implemented in prior years, partially
offset the impact of the decline in revenues.
 

Revenues
  The following table sets forth the Financial Advisory segment’s revenues, as shown in the table above under “—Operating Results,” by source for the periods indicated.
 

 

  

Three Months
Ended 

March 31,

 
  

2003

  

2002

     (in millions)
Commissions    $ 288   $ 358
Fees      166     197
Other      37     46
       

Total non-interest revenues      491     601
Net interest revenues      34     48
       

Total revenues, net of interest expense    $ 525   $ 649
       
 

2003 to 2002 Three Month Comparison.    Total revenues, net of interest expense, as shown in the table above under “—Operating Results,” decreased $124 million from the
first three months of 2002 to the first three months of 2003. The decrease came primarily from a $107 million decline in revenues from our securities brokerage operations, from
$554 million in the first three months of 2002 to $447 million in the first three months or 2003.
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Commission revenues decreased $70 million, from the first three months of 2002 to the first three months of 2003. The decrease came primarily from a $60 million decline

in commissions in our securities brokerage operations, from $281 million in the first three months of 2002 to $221 million for the first three months of 2003, due primarily to a



decline in over-the-counter and listed equity securities transactions. Commission revenues were negatively affected by less active securities markets and reduced client transaction
volume, as well as a decline in the number of financial advisors in our securities brokerage operations. In addition, commissions from our equity sales and trading operations
decreased $10 million, reflecting lower commissions from our institutional customers.
 

Fee revenues, which include asset management and account service fees, decreased $31 million from the first three months of 2002 to the first three months of 2003. Fee
revenues were negatively impacted by market value declines on wrap-fee managed account assets under management and client mutual funds, as well as competitive pricing
pressures and changes in product mix. Fee revenues accounted for 34% of total non-interest revenues in the first three months of 2003 compared to 33% in the first three months of
2002, reflecting the decline in transactional revenue discussed above.
 

Other revenues decreased $9 million from the first three months 2002 compared to the first three months of 2003. The decrease is primarily attributable to our equity sales
and trading operations, where we experienced reduced trading spreads and volumes in the equity securities markets.
 

Net interest revenues decreased $14 million from the first three months of 2002 to the first three months of 2003, primarily as a result of a decrease in average customer
margin lending and other customer related balances of our securities brokerage operations, reflecting the reduced level of individual investor activity. Average customer margin
lending balances were $2.3 billion in the first three months of 2003 compared to $3.4 billion in the first three months of 2002.
 

The number of retail Financial Advisors was 4,178 at March 31, 2003, a decrease of 5% from 4,377 at December 31, 2002, and a 21% decrease from 5,283 at March 31,
2002. This continuing decline is primarily the result of terminations of lower-tier producers and a prolonged market downturn that caused some of our Financial Advisors to pursue
employment opportunities outside the brokerage industry.
 

Assets under management and client assets were $215 billion at March 31, 2003, a decrease of $5 billion from December 31, 2002 and a $41 billion decrease from March
31, 2002. These decreases resulted primarily from overall market value declines.
 

Non-Interest Expenses
  2003 to 2002 Three Month Comparison.    Total non-interest expenses, as shown in the table above under “—Operating Results,” decreased $93 million, or 14%, from the
first three months of 2002 to the first three months of 2003. The decrease is primarily the result of declines in revenue-based compensation costs and a reduced cost structure
resulting from actions we have taken to reduce staffing levels, occupancy and other overhead costs.
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Retirement

  Operating Results
  The following table sets forth the Retirement segment’s operating results for the periods indicated.
 

 
  

Three Months Ended
March 31,

 

 
  

2003

    

2002

 
     (in millions)  
Operating results:                  

Revenues(1)    $ 577     $ 564 
Benefits and expenses(2)      524       530 

       
Adjusted operating income      53       34 

Realized investment losses, net, and related charges and adjustments      (34)      (27)
       
Income from continuing operations before income taxes    $ 19     $ 7 
       

(1)   Revenues exclude realized investment losses, net, and related adjustments of $41 million and $30 million for the three months ended March 31, 2003 and 2002, respectively.
(2)   Benefits and expenses exclude the favorable impact of net realized investment gains and losses on change in reserves and deferred policy acquisition cost amortization of $7 million and $3 million for the three months ended

March 31, 2003 and 2002, respectively.
 

Income from Continuing Operations Before Income Taxes
  2003 to 2002 Three Month Comparison.    The segment’s income from continuing operations before income taxes was $19 million in the first three months of 2003
compared to $7 million in the first three months of 2002. The increase reflects an increase in adjusted operating income of $19 million, as discussed below, partially offset by an
increase in realized investment losses, net, and related charges and adjustments of $7 million. For a discussion of realized investment losses, net, and related charges and
adjustments see “—Consolidated Results of Operations—Realized Investment Gains.”
 

Adjusted Operating Income
  2003 to 2002 Three Month Comparison.    Adjusted operating income increased $19 million in the first three months of 2003 from the first three months of 2002. The
segment’s guaranteed products business reported adjusted operating income of $50 million for the first three months of 2003, an increase of $15 million from the 2002 period
primarily due to the timing of income on certain investments and lower expenses. The remainder of the increase came from the segment’s full service defined contribution business,
which benefited from a lower level of expenses in the 2003 period.
 

Revenues
  2003 to 2002 Three Month Comparison.    Revenues, as shown in the table above under “—Operating Results,” increased $13 million from the first three months of 2002 to
the first three months of 2003. Net investment income increased $11 million, from $502 million in the first three months of 2002 to $513 million in the first three months of 2003.
The increase is due to the timing of income on certain investments and a change in investment strategy implemented in 2002.
 

Benefits and Expenses
  2003 to 2002 Three Month Comparison.    Benefits and expenses, as shown in the table above under “—Operating Results,” decreased $6 million from the first three months
of 2002 to the first three months of 2003 due primarily to cost reduction measures implemented in prior periods.
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Sales Results and Account Values

  The following table shows the changes in the account values and net sales of Retirement segment products for the periods indicated. Net sales are total sales minus
withdrawals or withdrawals and benefits, as applicable. As noted above under “—Insurance Division—Individual Life and Annuities—Sales Results and Account Values,” neither
sales nor net sales are revenues under GAAP.
 

 
  

Three Months Ended
March 31,

 

 
  

2003

    

2002

 
     (in millions)  
Defined Contribution:                  
Beginning total account value    $ 22,914     $ 24,640 
Sales      1,028       1,010 
Withdrawals      (638)      (817)
Change in market value, interest credited and other activity(1)      (547)      504 
       

Ending total account value    $ 22,757     $ 25,337 
       
Net sales    $ 390     $ 193 
       
Guaranteed Products(2):                  
Beginning total account value    $ 39,058     $ 39,825 
Sales      554       259 
Withdrawals and benefits      (1,045)      (864)
Change in market value and interest income      481       355 
Other(3)      (123)      (175)
       

Ending total account value    $ 38,925     $ 39,400 
       
Net withdrawals    $ (491)    $ (605)
       

(1)   The three months ended March 31, 2002 includes increases to account values of $101 million added to customer accounts due to Common Stock received as demutualization consideration and increases to account values of $448
million added to customer accounts from inclusion of amounts not previously reflected in this segment.

(2)   Prudential’s retirement plan accounted for 23% and 39% of sales for the three months ended March 31, 2003 and 2002, respectively. This sales activity predominantly represents repricing of scheduled maturities. These
scheduled maturities are also reflected in withdrawals and, therefore, have no impact on net sales. Ending total account value includes assets of Prudential’s retirement plan of $8.4 billion and $9.2 billion at March 31, 2003 and
2002, respectively.

(3)   Represents changes in asset balances for externally managed accounts.
 

2003 to 2002 Three Month Comparison.    Account values in our full service defined contribution business amounted to $22.8 billion at March 31, 2003, a decrease of $157
million from December 31, 2002. The decrease came primarily from a decline in market value of mutual funds and separate accounts reflecting the general downturn of the equity
markets. This decline was offset by net sales of $390 million.
 

Account values for guaranteed products amounted to $38.9 billion at March 31, 2003, a decrease of $133 million from December 31, 2002, reflecting net withdrawals during
the period.
 

Other Asset Management
  Operating Results
  The following table sets forth the Other Asset Management segment’s operating results for the periods indicated. For the three months ended March 31, 2003 and 2002, there
was no activity that resulted in items
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excluded from adjusted operating income. Therefore, results of this segment were the same on both an adjusted operating income basis and a GAAP basis.
 

 

  

Three Months
Ended 

March 31,

 
  

2003

  

2002

     (in millions)
Operating results:              

Revenues    $ 20   $ 29
Expenses      11     13

       
Adjusted operating income    $ 9   $ 16

       
 

Adjusted Operating Income
  2003 to 2002 Three Month Comparison.    Adjusted operating income decreased $7 million, from $16 million in the first three months of 2002 to $9 million in the first three
months of 2003. The decrease in adjusted operating income came primarily from our commercial mortgage securitization operation.
 

Revenues
  2003 to 2002 Three Month Comparison.    Revenues, as shown in the table above under “—Operating Results,” decreased $9 million, from $29 million in the first three
months of 2002 to $20 million in the first three months of 2003 due primarily to lower revenues associated with our commercial mortgage securitization operation.



 
Expenses

  2003 to 2002 Three Month Comparison.    Expenses, as shown in the table above under “—Operating Results,” were essentially unchanged from the first three months of
2002.
 
International Insurance and Investments Division
  International Insurance
  Our international insurance operations are subject to currency fluctuations that can materially affect the U.S. dollar results of our international insurance operations from
period to period even if results on a local currency basis are relatively constant. Exchange rates fluctuated significantly in the first three months of 2003 and 2002. The financial
results of our International Insurance segment reflect the impact of forward currency transactions and internal hedges, whereby some currency fluctuation exposure is assumed in
our Corporate and Other operations. These hedging transactions decreased revenues by $5 million in the first three months of 2003 and increased revenues by $22 million in the first
three months of 2002. An integral element in the management of this exposure is our execution of forward currency transactions with independent counterparties, the results of
which are reflected in Corporate and Other operations. Unless otherwise stated, we have translated all information in this section, including the impact of the currency hedging
transactions, on the basis of actual exchange rates for the periods indicated. To provide a better understanding of local operating performance, where indicated below, we have
analyzed local results both on the basis of actual exchange rates and on the basis of constant exchange rates. When we discuss constant exchange rate information below, it is on the
basis of the average exchange rates for the year ended December 31, 2002.
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Operating Results

  The following table sets forth the International Insurance segment’s operating results for the periods indicated.
 

 

  

Three Months 
Ended

March 31,

 

 
  

2003

    

2002

 
     (in millions)  
Operating Results:                  

Revenues(1):                  
International Insurance, excluding Gibraltar Life    $ 707     $ 566 
Gibraltar Life      666       683 

       
       1,373       1,249 
       

Benefits and expenses:                  
International Insurance, excluding Gibraltar Life      607       466 
Gibraltar Life(2)      591       579 

       
       1,198       1,045 
       

Adjusted operating income      175       204 
Realized investment losses, net, excluding Gibraltar Life      (1)      (13)
Realized investment losses, net, and related charges, Gibraltar Life      (32)      (72)

       
       (33)      (85)
       

Income from continuing operations before income taxes    $ 142     $ 119 
       

(1)   Revenues, excluding Gibraltar Life, exclude realized investment losses, net, of $1 million and $13 million for the three months ended March 31, 2003 and 2002, respectively. Revenues for Gibraltar Life exclude realized
investment losses, net, of $28 million and $73 million for the three months ended March 31, 2003 and 2002, respectively.

(2)   Benefits and expenses for Gibraltar Life for the three months ended March 31, 2003 and 2002, exclude the portion of net realized investment gains and losses that are required to be paid as dividends to policyholders of $4
million and $(1) million, respectively.

 
Income from Continuing Operations Before Income Taxes

  2003 to 2002 Three Month Comparison.    Income from continuing operations before income taxes increased $23 million, from $119 million in the first three months of 2002
to $142 million in the first three months of 2003. This increase reflects a $52 million decrease in realized investment losses, net, and related charges, from $85 million in the first
three months of 2002 to $33 million in the first three months of 2003. For a discussion of realized investment losses, net, and related charges see “—Consolidated Results of
Operations—Realized Investment Gains.” The decline in realized investment losses, net, and related charges was partially offset by a $29 million decrease in adjusted operating
income, from $204 million in the first three months of 2002 to $175 million in the first three months of 2003, as discussed below.
 

Adjusted Operating Income
  2003 to 2002 Three Month Comparison.    Adjusted operating income decreased $29 million, from $204 million in the first three months of 2002 to $175 million in the first
three months of 2003, due to a $29 million decline from the segment’s Gibraltar Life operation. Adjusted operating income for our international insurance operations, other than
Gibraltar Life, was unchanged from the first three months of 2002.
 

Gibraltar Life’s adjusted operating income decreased $29 million, from $104 million in the first three months of 2002 to $75 million in the first three months of 2003. This
decrease reflected a decline in the level of policy surrenders in the current quarter below the rate we had anticipated in the two years following Gibraltar
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Life’s restructuring and acquisition in April 2001. We estimate the decline to have had a negative impact of $15 million on first quarter 2003 adjusted operating income. An
additional factor in the decrease in adjusted operating income was a less favorable level of policyholder benefits and general and administrative expenses in the current quarter than
the corresponding 2002 period.
 

Adjusted operating income from our international insurance operations, other than Gibraltar Life, was $100 million for the first three months of 2003, unchanged from the
first three months of 2002 when results included a loss from the termination of a large case in Japan. An increase in adjusted operating income from our operations in countries other
than Japan was offset by a decline in adjusted operating income from our Japanese insurance operations other than Gibraltar Life. Our operations in countries other than Japan
contributed adjusted operating income of $15 million in the first three months of 2003 compared to a loss of $1 million in the first three months of 2002. The $16 million increase
came primarily from our operation in Korea, reflecting strong sales and continued favorable persistency. The contribution from continued growth of our Japanese insurance
operation other than Gibraltar Life was more than offset in the current quarter by a less favorable level of policy benefits and expenses, which included costs of relocating to a new
home office in Tokyo and a negative impact of currency fluctuations of about $4 million in comparison to the first quarter of 2002.
 

The segment’s decrease in adjusted operating income includes the effect of year over year fluctuations in currency exchange rates as well as the impact of our hedging at
expected exchange rates. On a constant exchange rate basis, excluding the impact of currency hedging, adjusted operating income, including results of Gibraltar Life, decreased
13%.
 

Revenues
  2003 to 2002 Three Month Comparison.    Revenues, as shown in the table above under “—Operating Results,” increased $124 million in the first three months of 2003 from
the first three months of 2002, which results include a net favorable impact of $92 million relating to year over year fluctuations in currency exchange rates, as well as the impact of
our currency hedging discussed above. Excluding the impact of the currency rate fluctuations, revenues increased $32 million, from $1.288 billion in the first three months of 2002
to $1.320 billion in the first three months of 2003. Revenues on this basis from our international insurance operations other than Gibraltar Life increased $97 million, or 17%. This
increase came primarily from an increase in premium income from our Japanese operations, other than Gibraltar Life, of $43 million and from our Korean operation of $34 million.
The increase in premiums in both operations was primarily the result of new sales and strong persistency. Premiums in all other countries increased modestly from the first three
months of 2002 to the first three months of 2003. Revenues for Gibraltar Life, excluding the impact of currency rate fluctuations, decreased $65 million, reflecting a $62 million
decrease in premium revenue. The decline in premium revenue reflects a reduction of the face amount of insurance resulting from a higher than normal level of policy surrenders
associated with the initial period following Gibraltar Life’s restructuring and acquisition in April 2001. On a constant exchange rate basis, excluding the impact of currency hedging,
total segment revenues increased 2%, from the first three months of 2002 to the first three months of 2003.
 

Benefits and Expenses
  2003 to 2002 Three Month Comparison.    Benefits and expenses, as shown in the table above under “—Operating Results,” increased $153 million, which results include a
negative impact of $99 million relating to year over year fluctuations in currency exchange rates. Excluding the impact of the currency rate fluctuations, benefits and expenses
increased $54 million reflecting a $96 million increase in our international insurance operations other than Gibraltar Life, partially offset by a $42 million decrease in Gibraltar Life.
The $96 million increase in our international insurance operations excluding Gibraltar Life reflects an increase in policyholders’ benefits, including changes in reserves, and an
increase in amortization of deferred policy acquisition costs resulting from a greater volume of business in force in our Japanese and Korean operations, which was driven by new
sales, continued strong persistency and the aging of business in force. The $42 million decrease in Gibraltar
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Life is primarily due to a decrease in policyholder benefits, including changes in reserves, as a result of a continued reduction of the face amount of insurance in force, partially
offset by a lower rate of surrenders. On a constant exchange rate basis, total segment benefits and expenses increased 5%.
 

Sales Results
  In managing our international insurance business, we analyze new annualized premiums, which do not correspond to revenues under GAAP, as well as revenues, because
new annualized premiums measure the current sales performance of the business unit, while revenues reflect the renewal persistency and aging of in force policies written in prior
years and net investment income in addition to current sales.
 

2003 to 2002 Three Month Comparison.    New annualized premiums increased $41 million, from $179 million for the first three months of 2002 to $220 million for the first
three months of 2003, including an increase of $15 million from Gibraltar Life reflecting the impact of currency exchange rate fluctuations. On a constant exchange rate basis, new
annualized premiums increased $25 million from the first three months of 2002 to the first three months of 2003, reflecting an $11 million increase from Gibraltar Life. On the same
basis, new annualized premiums from our Japanese insurance operation, excluding Gibraltar Life, increased $19 million, to $101 million in the first three months in 2003, which
benefited from the conclusion of an agent conference qualification period. There was no similar benefit to the first three months of 2002. Sales in all other countries, also on a
constant exchange rate basis, decreased $5 million primarily in our operation in Korea as sales in the first three months of 2002 were higher in anticipation of a premium rate
increase in April 2002.
 

Investment Margins and Other Profitability Factors
  Many of our insurance products sold in international markets provide for the buildup of cash values for the policyholder at mandated guaranteed interest rates. The spread
between the actual investment returns and these guaranteed rates of return to the policyholder is an element of the profit or loss that we will experience on these products. Interest
rates guaranteed in our Japanese insurance contracts are regulated by Japanese authorities. Between July 1, 1996 and April 1, 1999, we guaranteed premium rates using an interest
rate of 3.1% on most of the products we sold in Japan even though the yield on Japanese government and high-quality corporate bonds was less than that much of this time. This
resulted in some negative investment spreads for much of this business over this period. As a consequence, our profitability with respect to these products in Japan during that
period resulted primarily from margins on mortality, morbidity and expense charges. In response to the low interest rate environment, Japanese regulators approved a reduction in
the required rates for most of the products we sell to 2.35% in April 1999, which results in our charging higher premiums on new business for the same amount of insurance. While
this has also resulted in an improvement in investment spreads, these spreads had a negative impact on adjusted operating income from our Japanese insurance operation other than
Gibraltar Life in the first three months of 2003 and 2002, and the profitability of these products in Japan continues to result primarily from margins on mortality, morbidity, and
expense charges. In 2001, Japanese regulators approved further reductions in the required interest rates applicable to most of the products we sell. As a result, we increased premium
rates on most of our products sold in Japan when the new rates were implemented, in April 2001 for some products and in October 2001 for other products. Additionally, interest
rates on our guaranteed products sold in Korea are regulated by Korean authorities, who approved, in April 2001, a reduction in the required rates for most of the products we sell,
allowing us to charge higher premiums on new business for the same amount of insurance. While these actions enhance our ability to set rates commensurate with available
investment returns, the major sources of profitability on our products in Korea, as in Japan, are margins on mortality, morbidity and expense charges rather than investment spreads.
 

We base premiums and cash values in most countries in which we operate on mandated mortality tables. Our mortality experience in the International Insurance segment on
an overall basis for the first three months of 2003 and 2002 was well within our pricing assumptions and below the guaranteed levels reflected in the premiums we charge.
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International Investments

  Operating Results
  The following table sets forth the International Investments segment’s operating results for the periods indicated. For the three months ended March 31, 2003 and 2002, there
was no activity that resulted in items excluded from adjusted operating income. Therefore, results of this segment were the same on both an adjusted operating income basis and a
GAAP basis.
 

 
  

Three Months  Ended
March 31,

 

 
  

2003

  

2002

 
     (in millions)  
Operating results:                

Revenues    $ 90   $ 80 
Expenses      90     82 

       
Adjusted operating income    $ —     $ (2)

       
 

Adjusted Operating Income
  2003 to 2002 Three Month Comparison.    Adjusted operating income increased $2 million from the first three months of 2002 due primarily to earnings from recently
acquired businesses, partially offset by a decline in our futures operations.
 

Revenues
  2003 to 2002 Three Month Comparison.    Revenues, as shown in the table above under “—Operating Results,” increased $10 million, from $80 million in the first three
months of 2002 to $90 million in the first three months of 2003 due primarily to asset management fees and commissions earned by recently acquired units, partially offset by a
decline in revenues from our futures operations.
 

Expenses
  2003 to 2002 Three Month Comparison.    Expenses, as shown in the table above under “—Operating Results,” increased $8 million, from $82 million in the first three
months of 2002 to $90 million in the first three months of 2003 due primarily to expenses associated with recently acquired units.
 
Corporate and Other Operations
  Corporate and Other operations include corporate-level activities that we do not allocate to our business segments. It also consists of real estate and relocation services,
international ventures and businesses that we have placed in wind-down status but have not divested, which collectively, we refer to as “Other Businesses.”
 

Corporate-level activities consist primarily of corporate-level income and expenses not allocated to any of our business segments, including costs for company-wide
initiatives such as enhancement of our Internet capabilities and income from our qualified pension plans, investment returns on capital that is not deployed in any of our segments,
returns from investments that we do not allocate to any of our business segments and transactions with other segments. Corporate-level activities also include certain obligations
retained at the
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corporate level relating to policyholders with whom we had previously agreed to provide insurance for reduced or no premium in accordance with contractual settlements related to
prior sales practices remediation.
 

 
  

Three Months  Ended
March 31,

 

 
  

2003

    

2002

 
     (in millions)  
Operating Results:                  
Corporate-level activities(1)    $ 29     $ 27 
Other businesses      (1)      (7)
       
Adjusted operating income      28       20 

Realized investment gains (losses), net, and related adjustments      10       (22)
Divested businesses      (12)      (8)

       
Income (loss) from continuing operations before income taxes    $ 26     $ (10)
       

(1)   Includes consolidating adjustments.
 

2003 to 2002 Three Month Comparison.    Income from continuing operations before income taxes was $26 million in the first three months of 2003 compared to a loss of
$10 million in the first three months of 2002. Adjusted operating income increased $8 million, from $20 million in the first three months of 2002 to $28 million in the first three
months of 2003, as discussed below. In addition, realized investment gains (losses), net, and related adjustments increased $32 million, from net realized investment losses of $22
million in the first three months of 2002 to net realized investment gains of $10 million in the first three months of 2003. For a discussion of realized investment gains (losses), net,
and related adjustments and divested businesses see “—Consolidated Results of Operations—Realized Investment Gains” and “—Consolidated Results of Operations—Divested
Businesses.”
 

Adjusted operating income from Corporate-level activities increased $2 million, from $27 million in the first three months of 2002 to $29 million in the first three months of
2003. Corporate-level general and administrative expenses were $112 million in the first three months of 2003, before qualified pension income, compared to $146 million in the
first three months of 2002. The lower level of expenses reflects costs incurred in 2002 pertaining to certain initiatives, including internet development, as well as our outsourcing of
certain human resource support functions to a third party. The impact of lower expenses was partially offset by reduced income from our qualified pension plan of $93 million in the
first three months of 2003, from $126 million in the first three months of 2002. This reflects a decline in the expected rate of return on plan assets from 9.50% to 8.75% and a



reduction in the discount rate from 7.25% to 6.50%. Given the effect to these assumptions for purposes of pension calculations, we expect income from our qualified pension plan
will continue to contribute to adjusted operating income for the remainder of 2003 at about the same level as in the first three months of 2003.
 

Other businesses included in Corporate and Other operations resulted in a loss of $1 million on an adjusted operating income basis in the first three months of 2003
compared to a loss of $7 million in the first three months of 2002. The improvement relates to our real estate and relocation business, which benefited from decreased expenses in
the current period.
 
Closed Block Business
  As discussed under “—Overview—Financial Services Businesses and Closed Block Business,” we established the Closed Block Business effective at the date of
demutualization. The Closed Block Business includes our in force traditional participating life insurance and annuity products, and assets that are being used for the payment of
benefits and policyholder dividends on these policies, as well as other assets and equity and related liabilities that support these policies. We no longer offer these traditional
participating policies.
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Also concurrently with our demutualization, we issued the IHC debt. We allocated the majority of the net proceeds from the issuance of the IHC debt to the Financial

Services Businesses. However, we expect that the IHC debt will be serviced by the net cash flows of the Closed Block Business over time, and results of the Closed Block Business
include interest expense associated with the IHC debt.
 

At the end of each year, the Board of Directors of Prudential Insurance determines the dividends payable for participating policies for the following year based on its
statutory results and past experience, including investment income, net realized investment gains over a number of years, mortality experience and other factors. As required by
GAAP, we developed an actuarial calculation of the timing of the maximum future earnings from the policies included in the Closed Block, and if actual cumulative earnings in any
given period are greater than the cumulative earnings we expect, we will record this excess as a policyholder dividend obligation. We will subsequently pay this excess to Closed
Block policyholders as an additional dividend unless it is otherwise offset by future Closed Block performance that is less favorable than we originally expected. The policyholder
dividends we charge to expense within the Closed Block Business will include any policyholder dividend obligations that we recognize for the excess of actual cumulative earnings
in any given period over the cumulative earnings we expect in addition to the actual policyholder dividends declared by the Board of Directors of Prudential Insurance. If
cumulative performance is less favorable than we expected, the policyholder dividends we charge to expense within the Closed Block Business will be the actual dividends declared
by the Board of Directors. Subsequent to the date of demutualization, there was no required charge to expense to recognize a policyholder dividend obligation for the excess of
actual cumulative earnings in any given period over the cumulative earnings we expect. However, net unrealized investment gains that have arisen subsequent to the establishment
of the Closed Block have been reflected as a policyholder dividend obligation to be paid to Closed Block policyholders, unless otherwise offset by future experience, with an
offsetting amount reported in accumulated other comprehensive income and, as such, we have a policyholder dividend obligation to be paid to Closed Block policyholders of
$1.861 billion recorded as of March 31, 2003.
 

Operating Results
  Management does not consider adjusted operating income to assess operating performance of the Closed Block Business. Consequently, results of the Closed Block Business
for all periods are presented only in accordance with GAAP. The following table sets forth the Closed Block Business’s GAAP results for the periods indicated.
 

 

  

Three Months 
Ended

March 31,

 

 
  

2003

    

2002

 
     (in millions)  
GAAP results:                  

Revenues    $ 1,867     $ 1,777 
Benefits and expenses      1,868       1,952 

       
Loss from continuing operations before income taxes    $ (1)    $ (175)
       
 

Income from Continuing Operations Before Income Taxes
  2003 to 2002 Three Month Comparison.    The loss from continuing operations before income taxes decreased $174 million to a loss of $1 million for the first three months
of 2003. The decrease in loss from continuing operations before income taxes reflects an increase in realized investment gains (losses), net, of $120 million in the first three months
of 2003 from the first three months of 2002. In addition, total benefits and expenses declined $84 million, primarily as a result of a decrease in dividends to policyholders consistent
with a reduction in the dividend scale, and the continued benefit from efforts to reduce operating expenses. For a discussion of Closed Block Business realized investment gains
(losses), net, see “—Consolidated Results of Operations—Realized Investment Gains.”
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Revenues

  2003 to 2002 Three Month Comparison.    Revenues, as shown in the table above under “—Operating Results,” increased $90 million, or 5%, in the first three months of
2003 from the first three months of 2002. Realized investment gains (losses), net, increased $120 million, from net realized investment losses of $79 million in the first three months
of 2002 to net realized investment gains of $41 million in the first three months of 2003. Premiums decreased $40 million, or 4%, from $944 million in the first three months of
2002 to $904 million in the first three months of 2003. We expect the decline in premiums for this business to continue as the policies in force mature or terminate in this closed
block of traditional participating insurance.
 

Benefits and Expenses
  2003 to 2002 Three Month Comparison.    Benefits and expenses, as shown in the table above under “—Operating Results,” decreased $84 million, or 4%, in the first three
months of 2003 from the first three months of 2002. Dividends to policyholders amounted to $612 million in the first three months of 2003, a decrease of $31 million, or 5%, from
$643 million in the first three months of 2002. The decline reflects reductions in the dividend scale for 2003 based on evaluations of the experience underlying the dividend scale.
 



Operating expenses, including distribution costs that we charge to expense, decreased $23 million in the first three months of 2003 from the first three months of 2002,
reflecting our continued efforts to reduce operating cost levels.
 

Policyholder benefits and related changes in reserves, including interest credited to policyholders’ accounts, decreased $23 million, from $1.064 billion in the first three
months of 2002 to $1.041 billion in the first three months of 2003. Reserves established for new and renewal business decreased in 2003, consistent with our expectations and
reflecting our discontinuation of sales of traditional products discussed above, partially offset by growth in reserves due to aging of policies in force.
 

Policy Surrender Experience
  The following table sets forth policy surrender experience for the Closed Block Business, measured by cash value of surrenders, for the periods indicated. In managing this
business, we analyze the cash value of surrenders because it is a measure of the degree to which policyholders are maintaining their in force business with us, a driver of future
profitability.
 

 
  

Three Months Ended 
March 31,

 

 
  

2003

    

2002

 
     ($ in millions)  
Cash value of surrenders    $ 329     $ 302 
       
Cash value of surrenders as a percentage of mean future policy benefit reserves      2.80%      2.60%
       
 

2003 to 2002 Three Month Comparison.    The total cash value of surrenders increased $27 million in the first three months of 2003 from the first three months of 2002. The
level of surrenders as a percentage of mean future policy benefit reserves increased to 2.8% in the first three months of 2003 from 2.6% in the first three months of 2002. The
increase reflects the surrender of a few large cash value policies during the first three months of 2003.
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General Account Investments

 
General

  Our investment portfolio consists primarily of fixed maturity securities, public and private, commercial loans, equity securities, and other invested assets. Portfolio
composition is a critical element of our investment management process. The composition of our general account reflects, within the discipline provided by our risk management
approach, our need for competitive results and the diverse selection of investment alternatives available through our Investment Management segment. The size of our portfolio
enables us to invest in asset classes that may be unavailable to the typical investor.
 

Our total general account investments were $170.2 billion as of March 31, 2003, and $169.1 billion as of December 31, 2002, which are segregated between the Financial
Services Businesses and the Closed Block Business. Total general account investments attributable to the Financial Services Businesses were $106.2 billion and $105.0 billion as of
March 31, 2003 and December 31, 2002, respectively, while total general account investments attributable to the Closed Block Business were $64.0 billion and $64.1 billion as of
March 31, 2003, and December 31, 2002, respectively. The following tables set forth the composition of the investments of our general account as of the dates indicated.
 

 
  

March 31, 2003

 

 

  

Financial
Services

Businesses

  

Closed Block
Business

  

Total

  

% of Total

 
     ($ in millions)  
Fixed Maturities:                            

Public, available for sale, at fair value    $ 65,256   $ 31,847   $ 97,103   57.1 %
Public, held to maturity, at amortized cost      2,731     —       2,731   1.6 
Private, available for sale, at fair value      17,051     15,487     32,538   19.1 
Private, held to maturity, at amortized cost      39     —       39   —   

Trading account assets, at fair value      131     —       131   0.1 
Equity securities, available for sale, at fair value      1,020     1,586     2,606   1.5 
Commercial loans      11,515     7,050     18,565   10.9 
Policy loans      2,922     5,627     8,549   5.0 
Cash collateral for borrowed securities      —       —       —     —   
Other long-term investments(1)      3,875     1,075     4,950   2.9 
Short-term investments      1,671     1,314     2,985   1.8 
             

Total general account investments      106,211     63,986     170,197   100.0%
                         
Invested assets of other entities and operations(2)      14,992     —       14,992      
                 

Total investments    $ 121,203   $ 63,986   $ 185,189      
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December 31, 2002

 
     Financial

Services
Businesses

   Closed Block
Business

   Total    % of Total  



     ($ in millions)  
Fixed Maturities:                            

Public, available for sale, at fair value    $ 61,975   $ 30,991   $ 92,966   55.0 %
Public, held to maturity, at amortized cost      2,563     —      2,563   1.5 
Private, available for sale, at fair value      17,248     15,242     32,490   19.2 
Private, held to maturity, at amortized cost      46     —      46   —  

Trading account assets, at fair value      96     —      96   0.1 
Equity securities, available for sale, at fair value      1,267     1,521     2,788   1.6 
Commercial loans      11,606     6,987     18,593   11.0 
Policy loans      3,146     5,681     8,827   5.2 
Cash collateral for borrowed securities      323     —      323   0.2 
Other long term investments(1)      3,876     1,075     4,951   3.0 
Short-term investments      2,841     2,579     5,420   3.2 
             

Total general account investments      104,987     64,076     169,063   100.0%
                         
Invested assets of other entities and operations(2)      14,031     —      14,031      

                 

Total investments    $ 119,018   $ 64,076   $ 183,094      

                 

(1)   Other long-term investments consist of real estate and non-real estate related investments in joint ventures and partnerships, investment real estate held through direct ownership, our interest in separate account investments and
other miscellaneous investments.

(2)   Includes invested assets of securities brokerage, securities trading, and banking operations. Excludes assets of our asset management operations managed for third parties and separate account assets for which the customer
assumes risks of ownership.

 
As of March 31, 2003, our investment portfolio attributable to the Financial Services Businesses consisted primarily of $85.1 billion of fixed maturity securities (80% of the

total portfolio as of March 31, 2003, versus 78% as of December 31, 2002), $11.5 billion of commercial loans (11% of the total portfolio as of March 31, 2003, versus 11% as of
December 31, 2002), $1.0 billion of equity securities (1% of the total portfolio as of March 31, 2003, versus 1% as of December 31, 2002) and $8.6 billion of other investments (8%
of the total portfolio as of March 31, 2003, versus 10% as of December 31, 2002). The commercial loan portfolio consists primarily of $11.5 billion in loans secured mainly by
commercial real estate concentrated in the United States compared to $11.6 billion as of December 31, 2002. The equity securities portfolio as of March 31, 2003, consists of $1.0
billion of publicly traded equity securities versus $1.1 billion and $0.2 billion of public and private equity securities as of December 31, 2002. Portfolio growth in fixed maturities
was due primarily to reinvestment of net investment income and net market value appreciation.
 

As of March 31, 2003, our investment portfolio attributable to the Closed Block Business consisted primarily of $47.3 billion of fixed maturity securities (74% of the total
portfolio as of March 31, 2003, versus 72% as of December 31, 2002), $7.1 billion of commercial loans (11% of the total portfolio as of March 31, 2003, versus 11% as of
December 31, 2002), $1.6 billion of equity securities (2% of the total portfolio as of March 31, 2003, versus 2% as of December 31, 2002) and $8.0 billion of other investments
(13% of the total portfolio as of March 31, 2003, versus 15% as of December 31, 2002). The commercial loan portfolio consists primarily of $7.1 billion in loans secured mainly by
commercial buildings, which are concentrated in the United States compared to $7.0 billion of loans as of December 31, 2002. The equity securities portfolio as of March 31, 2003,
consists of $1.6 billion of publicly traded equity securities versus $1.5 billion of public equity securities as of December 31, 2002.
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Investment Results

  The overall income yield on our general account invested assets after investment expenses, excluding realized investment gains (losses), was 5.46% and 5.43% for the first
three months of 2003 and 2002, respectively. The change in yield between periods was primarily due to more favorable results from private equity limited partnerships within other
investments, offset by declines in fixed maturities yields primarily attributable to reinvestment activities in a declining interest rate environment. The overall income yield on the
investment portfolio of our Japanese insurance operations for the first three months of 2003 was 1.89% compared to 1.85% for the first three months of 2002. The increase in yield
on the Japanese insurance portfolio in 2003 from 2002 is primarily attributable to redeployment of excess cash and reinvestment in U.S. corporate and mortgage-backed bonds
during 2002.
 

The following tables set forth the income yield and investment income, excluding realized investment gains/(losses), for each major asset category of our general account for
the periods indicated.
 

 
  

Three Months Ended March 31, 2003

 

 
  

Financial Services Businesses

   

Closed Block Business

   

Combined

 

 
  

Yield

    

Amount

   

Yield

    

Amount

   

Yield

    

Amount

 
     ($ in millions)  
Fixed maturities    4.88 %    $ 927    6.67 %    $ 688    5.51 %    $ 1,615 
Equity securities    0.98       3    2.19       9    1.68       12 
Commercial loans    6.94       199    7.96       138    7.32       337 
Policy loans    5.83       44    6.17       87    6.05       131 
Short-term investments and cash equivalents    1.91       28    2.69       21    2.13       49 
Other investments    8.92       94    5.14       14    8.14       108 
                             

Gross investment income before investment expenses    5.15       1,295    6.52       957    5.65       2,252 
Investment expenses    (.18)      (62)   (.23)      (51)   (.19)      (113)

                 
Investment income after investment expenses    4.97 %      1,233    6.29 %      906    5.46 %      2,139 

                                   

Investment results of other entities and operations(2)             51             —               51 
                             
Total investment income           $ 1,284           $ 906           $ 2,190 
                             



 

 
  

Three Months Ended March 31, 2002

 

 
  

Financial Services Businesses

   

Closed Block Business

   

Combined

 

 
  

Yield

    

Amount

   

Yield

    

Amount

   

Yield

    

Amount

 
     ($ in millions)  
Fixed maturities    5.30 %    $ 885    7.37 %    $ 710    6.06 %    $ 1,595 
Equity securities    1.50       6    1.69       4    1.57       10 
Commercial loans    6.83       216    8.07       123    7.23       339 
Policy loans    5.53       39    6.13       87    5.93       126 
Short-term investments and cash equivalents    1.71       58    4.89       31    2.00       89 
Other investments    2.16       38    (2.32)      (5)   1.19       33 
                             

Gross investment income before investment expenses    4.92       1,242    6.96       950    5.63       2,192 
Investment expenses    (.19)      (68)   (.23)      (59)   (.20)      (127)

                 
Investment income after investment expenses    4.73 %      1,174    6.73 %      891    5.43 %      2,065 

                                   

Investment result of other entities and operations(2)             64             —               64 
                             
Total investment income           $ 1,238           $ 891           $ 2,129 
                             

(1)   Yields are based on quarterly average carrying values except for fixed maturities, equity securities and securities lending activity. Yields for fixed maturities are based on amortized cost. Yields for equity securities are based on
cost. Yields for securities lending activity are
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  calculated net of corresponding liabilities and rebate expenses. Yields for 2002 are presented on a basis consistent with our current reporting practices.
(2)   Investment income of securities brokerage, securities trading, and banking operations.
 

The net investment income yield attributable to the Financial Services Businesses was 4.97% and 4.73% for the three months ended March 31, 2003 and 2002, respectively.
The increase from 2002 to 2003 was primarily attributable to more favorable results from private equity limited partnerships within other investments, offset by reinvestment
activities in a declining interest rate environment.
 

The net investment income yield attributable to the Closed Block Business was 6.29% and 6.73% for the three months ended March 31, 2003 and 2002, respectively. The
decrease from 2002 to 2003 was primarily attributable to reinvestment activities in a declining interest rate environment.
 

For a discussion of net realized investment gains and losses see “—Consolidated Results of Operations—Realized Investment Gains.”
 

The following discussion of investments by asset category is for our general account investments as shown in the tables above under “—General.”
 

Fixed Maturity Securities
  Our fixed maturity securities portfolio consists principally of public and private fixed maturities across an array of industry categories. As of March 31, 2003, we held
approximately 78% of general account investments in fixed maturity securities versus 76% as of December 31, 2002, with a total amortized cost of $123.5 billion and an estimated
fair value of $132.5 billion, compared to an amortized cost of $120.5 billion and estimated fair value of $128.1 billion as of December 31, 2002. Our investments in public fixed
maturities as of March 31, 2003, were $93.6 billion at amortized cost and $99.9 billion at estimated fair value compared to $90.3 billion at amortized cost and $95.6 billion at
estimated fair value as of December 31, 2002. Our investments in private fixed maturities as of March 31, 2003, were $29.9 billion at amortized cost and $32.6 billion at estimated
fair value compared to $30.2 billion at amortized cost and $32.5 billion at estimated fair value as of December 31, 2002.
 

Investments in fixed maturity securities attributable to the Financial Services Businesses were $79.5 billion at amortized cost with an estimated fair value of $85.2 billion as
of March 31, 2003, versus $77.3 billion at amortized cost with an estimated fair value of $81.9 billion as of December 31, 2002.
 

Investments in fixed maturity securities attributable to the Closed Block Business were $43.9 billion at amortized cost with an estimated fair value of $47.3 billion as of
March 31, 2003, versus $43.2 billion at amortized cost with an estimated fair value of $46.2 billion as of December 31, 2002.
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Fixed Maturity Securities and Unrealized Gains and Losses by Industry Category

  The following table sets forth the composition of our total fixed maturity securities portfolio by industry category as of the dates indicated and the associated gross
unrealized gains and losses.
 

 
  

March 31, 2003

  

December 31, 2002

Industry

  

Amortized
Cost

  

Gross
Unrealized
Gains(1)

    

Gross
Unrealized
Losses(1)

  

Fair value

  

Amortized
Cost

  

Gross
Unrealized
Gains(1)

    

Gross
Unrealized
Losses(1)

  

Fair
Value

     (in millions)
U.S. Government    $ 10,587   $ 860     $ 11   $ 11,436   $ 10,285   $ 883     $ 7   $ 11,161
Manufacturing      21,834     1,687       121     23,400     21,498     1,561       169     22,890
Utilities      11,090     1,234       62     12,262     11,036     981       155     11,862
Finance      15,072     1,048       50     16,070     13,916     938       47     14,807
Services      9,705     854       55     10,504     9,107     719       86     9,740
Mortgage Backed      9,861     309       11     10,159     9,806     346       6     10,146



Foreign Government      21,656     1,834       4     23,486     21,262     1,320       3     22,579
Retail and Wholesale      5,485     497       35     5,947     5,146     464       51     5,559
Asset-Backed Securities      8,521     206       31     8,696     8,583     204       42     8,745
Transportation      3,129     206       14     3,321     3,206     210       26     3,390
Energy      5,763     656       29     6,390     5,908     614       32     6,490
Other      759     70       2     827     719     42       5     756
                             
Total    $ 123,462   $ 9,461     $ 425   $ 132,498   $ 120,472   $ 8,282     $ 629   $ 128,125

                             

(1)   Includes $90 million of gross unrealized gains and $3 million of gross unrealized losses at March 31, 2003 compared to $67 million of gross unrealized gains and $7 million of gross unrealized losses at December 31, 2002 on
securities classified as held to maturity, which are not reflected in accumulated other comprehensive income.

 
The following table sets forth the composition of the portion of our fixed maturity securities portfolio by industry category attributable to the Financial Services Businesses

as of the dates indicated and the associated gross unrealized gains and losses.
 
 

  

March 31, 2003

  

December 31, 2002

Industry

  

Amortized
Cost

  

Gross
Unrealized
Gains(1)

    

Gross
Unrealized
Losses(1)

  

Fair value

  

Amortized
Cost

  

Gross
Unrealized
Gains(1)

    

Gross
Unrealized
Losses(1)

  

Fair Value

     (in millions)
U.S. Government    $ 5,912   $ 431     $ 1   $ 6,342   $ 5,863   $ 437     $ 1   $ 6,299
Manufacturing      12,905     985       59     13,831     12,505     886       86     13,305
Utilities      6,198     664       37     6,825     6,115     527       83     6,559
Finance      9,500     615       40     10,075     8,594     538       34     9,098
Services      5,220     412       31     5,601     4,775     349       46     5,078
Mortgage Backed      4,866     208       —       5,074     4,751     203       3     4,951
Foreign Government      20,746     1,688       2     22,432     20,375     1,184       1     21,558
Retail and Wholesale      2,739     211       23     2,927     2,533     199       30     2,702
Asset-Backed Securities      5,805     147       23     5,929     5,732     142       30     5,844
Transportation      1,870     129       6     1,993     1,996     128       10     2,114
Energy      3,214     342       25     3,531     3,590     353       25     3,918
Other      556     48       —       604     446     22       2     466
                             
Total    $ 79,531   $ 5,880     $ 247   $ 85,164   $ 77,275   $ 4,968     $ 351   $ 81,892

                             

(1)   Includes $90 million of gross unrealized gains and $3 million of gross unrealized losses at March 31, 2003 compared to $67 million of gross unrealized gains and $7 million of gross unrealized losses at December 31, 2002 on
securities classified as held to maturity, which are not reflected in accumulated other comprehensive income.
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As a percentage of amortized cost, fixed maturity investments of the Financial Services Businesses as of March 31, 2003, consist primarily of the following sectors: 26%

foreign government, 16% manufacturing, 12% finance, 8% utilities, and 7% U.S. government securities compared to 26% foreign government, 16% manufacturing, 11% finance,
8% utilities, and 8% U.S. government securities as of December 31, 2002. At March 31, 2003, securities backed by residential mortgage loans made up approximately 6% of fixed
maturity investments. Nearly 96% of the mortgage-backed securities in the Financial Services Businesses were publicly traded agency pass-through securities. Collateralized
mortgage obligations represented less than 4% of total mortgage-backed securities, and approximately 0.1% of fixed maturities.
 

The gross unrealized losses related to our fixed maturity portfolio attributable to the Financial Services Businesses were $247 million as of March 31, 2003, compared to
$351 million as of December 31, 2002. The gross unrealized losses as of March 31, 2003, were concentrated primarily in the manufacturing, finance and utilities sectors while gross
unrealized losses as of December 31, 2002, were concentrated in the manufacturing, utilities, and services sectors. Non-investment grade securities represented 41% of the gross
unrealized losses attributable to the Financial Services Businesses as of March 31, 2003, versus 51% of gross unrealized losses as of December 31, 2002.
 

The following table sets forth the composition of the portion of our fixed maturity securities portfolio by industry category attributable to the Closed Block Business in total
as of the dates indicated and the associated gross unrealized gains and losses.
 
 

  

March 31, 2003

  

December 31, 2002

Industry

  

Amortized Cost

  

Gross Unrealized
Gains

  

Gross Unrealized
Losses

  

Fair value

  

Amortized
Cost

  

Gross Unrealized
Gains

  

Gross Unrealized
Losses

  

Fair Value

     (in millions)
U.S. Government    $ 4,675   $ 429   $ 10   $ 5,094   $ 4,422   $ 446   $ 6   $ 4,862
Manufacturing      8,929     702     62     9,569     8,993     675     83     9,585
Utilities      4,892     570     25     5,437     4,921     454     72     5,303
Finance      5,572     433     10     5,995     5,322     400     13     5,709
Services      4,485     442     24     4,903     4,332     370     40     4,662
Mortgage Backed      4,995     101     11     5,085     5,055     143     3     5,195
Foreign Government      910     146     2     1,054     887     136     2     1,021
Retail and Wholesale      2,746     286     12     3,020     2,613     265     21     2,857
Asset-Backed Securities      2,716     59     8     2,767     2,851     62     12     2,901
Transportation      1,259     77     8     1,328     1,210     82     16     1,276
Energy      2,549     314     4     2,859     2,318     261     7     2,572
Other      203     22     2     223     273     20     3     290
                         

Total    $ 43,931   $ 3,581   $ 178   $47,334   $ 43,197   $ 3,314   $ 278   $ 46,233
                         
 



As a percentage of amortized cost, fixed maturity investments of the Closed Block Business as of March 31, 2003, consist primarily of the following sectors: 20%
manufacturing, 13% finance, 11% mortgage backed securities, 11% utilities, and 11% U.S. government securities compared to 21% manufacturing, 12% finance, 12% mortgage
backed securities, 11% utilities, and 10% U.S. government securities as of December 31, 2002. At March 31, 2003, securities backed by residential mortgage loans made up
approximately 11% of fixed maturity investments. Nearly 96% of the mortgage-backed securities in the Closed Block Business were publicly traded agency pass-through securities.
Collateralized mortgage obligations represented 3% of total mortgage-backed securities.
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The gross unrealized losses related to our fixed maturity portfolio attributable to the Closed Block Business were $178 million as of March 31, 2003, compared to $278

million as of December 31, 2002. The gross unrealized losses as of March 31, 2003, and December 31, 2002, were concentrated primarily in the manufacturing, utilities and
services sectors. Non-investment grade securities represented 46% of the gross unrealized losses attributable to the Closed Block Business as of March 31, 2003, versus 63% of
gross unrealized losses as of December 31, 2002.
 

Fixed Maturity Securities Credit Quality
  The NAIC evaluates the investments of insurers for regulatory reporting purposes and assigns fixed maturity securities to one of six categories called “NAIC Designations.”
NAIC designations of “1” or “2” include fixed maturities considered investment grade, which include securities rated Baa3 or higher by Moody’s or BBB- or higher by S&P. NAIC
Designations of “3” through “6” are referred to as below investment grade, which include securities rated Ba1 or lower by Moody’s and BB+ or lower by S&P. The fixed maturity
securities designated as NAIC 6 include securities that are not rated.
 

Non-U.S. dollar denominated investments of our Japanese insurance companies are not subject to NAIC guidelines; however, they are regulated locally by the Financial
Services Agency, an agency of the Japanese government. The Financial Services Agency has its own investment quality criteria and risk control standards. Our Japanese insurance
companies comply with all of the Financial Services Agency’s credit quality review and risk monitoring guidelines. The credit quality ratings of the non-U.S. dollar denominated
investments of our Japanese insurance companies are based on ratings assigned by Moody’s or rating equivalents based on Japanese rating agencies.
 

The amortized cost of our public and private below-investment grade fixed maturities attributable to the Financial Services Businesses totaled $5.9 billion, or 7%, of the total
fixed maturities as of March 31, 2003, compared to $6.1 billion, or 8%, of total fixed maturities as of December 31, 2002.
 

The amortized cost of our below-investment grade fixed maturities attributable to the Closed Block Business as of March 31, 2003, totaled $6.2 billion, or 14%, of the total
fixed maturities on that date, compared to $6.0 billion, or 14%, of total fixed maturities as of December 31, 2002.
 

Public Fixed Maturities—Credit Quality
  The following table sets forth our public fixed maturity portfolios in total by NAIC designation as of the dates indicated.
 

(1)  
 

 

March 31, 2003

 

December 31, 2002

NAIC
Designation

 

Rating Agency
Equivalent

 

Amortized
Cost

  

Gross
Unrealized
Gains(2)

  

Gross
Unrealized
Losses(2)

 

Fair
Value

 

Amortized
Cost

  

Gross
Unrealized
Gains(2)

  

Gross
Unrealized
Losses(2)

 

Fair
Value

    (in millions)
1   Aaa, Aa, A   $ 70,281   $ 5,019   $ 61  $ 75,239  $ 67,540   $ 4,403   $ 49  $ 71,894
2   Baa     17,926     1,272     137    19,061    17,418     1,111     161    18,368
3   Ba     3,588     200     57    3,731    3,626     150     111    3,665
4   B     1,570     82     40    1,612    1,399     53     65    1,387
5   C and lower     176     12     7    181    240     10     44    206
6

 

In or near
default     89     7     —      96    67     3     2    68

                         
Total Public Fixed Maturities   $ 93,630   $ 6,592   $ 302  $ 99,920  $ 90,290   $ 5,730   $ 432  $ 95,588
                         

(1)   Reflects equivalent ratings for investments of the international insurance operations that are not rated by United States insurance regulatory authorities.
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(2)   Includes $89 million of gross unrealized gains and $3 million of gross unrealized losses at March 31, 2003, compared to $66 million of gross unrealized gains and $7 million of gross unrealized losses at December 31, 2002, on
securities classified as held to maturity, which are not reflected in accumulated other comprehensive income.

 
The following table sets forth our public fixed maturity portfolios by NAIC designation attributable to the Financial Services Businesses as of the dates indicated.

 

(1)  
 

 

March 31, 2003

 

December 31, 2002

NAIC Designation

 

Rating Agency Equivalent

 

Amortized
Cost

 

Gross
Unrealized
Gains(2)

  

Gross
Unrealized
Losses(2)

 

Fair
Value

 

Amortized
Cost

 

Gross
Unrealized
Gains(2)

  

Gross
Unrealized
Losses(2)

 

Fair
Value

    (in millions)
1   Aaa, Aa, A   $ 49,552  $ 3,605   $ 37  $53,120  $ 47,430  $ 2,968   $ 35  $50,363
2   Baa     11,817    785     90    12,512    11,281    671     110    11,842
3   Ba     1,633    88     36    1,685    1,730    68     56    1,742
4   B     608    31     18    621    519    20     23    516
5   C and lower     68    6     2    72    94    5     17    82
6   In or near default     61    2     —      63    50    3     1    52

                       
Total Public Fixed Maturities   $ 63,739  $ 4,517   $ 183  $68,073  $ 61,104  $ 3,735   $ 242  $64,597
                   



(1)   Reflects equivalent ratings for investments of the international insurance operations that are not rated by United States insurance regulatory authorities.
(2)   Includes $89 million of gross unrealized gains and $3 million of gross unrealized losses at March 31, 2003, compared to $66 million of gross unrealized gains and $7 million of gross unrealized losses at December 31, 2002, on

securities classified as held to maturity, which are not reflected in accumulated other comprehensive income.
 

The following table sets forth our public fixed maturity portfolios by NAIC designation attributable to the Closed Block Business as of the dates indicated.
 

 
 

 
 

March 31, 2003

 

December 31, 2002

NAIC
Designation

 

Rating
Agency Equivalent

 

Amortized
Cost

 

Gross
Unrealized

Gains

  

Gross
Unrealized

Losses

 

Fair
Value

 

Amortized
Cost

 

Gross
Unrealized

Gains

  

Gross
Unrealized

Losses

 

Fair
Value

    (in millions)
1   Aaa, Aa, A   $ 20,729  $ 1,414   $ 24  $22,119  $ 20,110  $ 1,435   $ 14  $21,531
2   Baa     6,109    487     47    6,549    6,137    440     51    6,526
3   Ba     1,955    112     21    2,046    1,896    82     55    1,923
4   B     962    51     22    991    880    33     42    871
5   C and lower     108    6     5    109    146    5     27    124
6

 

In or near 
default     28    5     —      33    17    —       1    16

                       
Total Public Fixed Maturities   $ 29,891  $ 2,075   $ 119  $31,847  $ 29,186  $ 1,995   $ 190  $30,991
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Private Fixed Maturities—Credit Quality

  The following table sets forth our private fixed maturity portfolios in total by NAIC designation as of the dates indicated.
 

(1)    

March 31, 2003

 

December 31, 2002

NAIC
Designation

 

Rating Agency
Equivalent

 

Amortized
Cost

 

Gross
Unrealized
Gains(2)

  

Gross
Unrealized
Losses(2)

 

Fair
Value

 

Amortized
Cost

 

Gross
Unrealized
Gains(2)

  

Gross
Unrealized
Losses(2)

 

Fair
Value

    (in millions)
1   Aaa, Aa, A   $ 8,409  $ 975   $ 7  $ 9,377  $ 8,385  $ 856   $ 12  $ 9,229
2   Baa     14,775    1,501     37    16,239    15,018    1,401     55    16,364
3   Ba     4,104    276     31    4,349    4,161    222     57    4,326
4   B     1,199    56     18    1,237    1,160    39     28    1,171
5   C and lower     1,099    39     26    1,112    1,185    29     37    1,177
6   In or near default     246    22     4    264    273    5     8    270

                       
Total Private Fixed Maturities   $ 29,832  $ 2,869   $ 123  $32,578  $ 30,182  $ 2,552   $ 197  $32,537
                       

(1)   Reflects equivalent ratings for investments of the international insurance operations that are not rated by United States insurance regulatory authorities.
(2)   Includes $1 million of gross unrealized gains as of March 31, 2003, and December 31, 2002, on securities classified as held to maturity which are not reflected in accumulated other comprehensive income. There were no

unrealized losses on securities classified as held to maturity as of March 31, 2003 or December 31, 2002.
 

The following table sets forth our private fixed maturity portfolios by NAIC designation attributable to the Financial Services Businesses as of the dates indicated.
 

(1)  

March 31, 2003

 

December 31, 2002

NAIC
Designation

 

Rating Agency
Equivalent

 

Amortized
Cost

 

Gross
Unrealized
Gains(2)

  

Gross
Unrealized
Losses(2)

 

Fair
Value

 

Amortized
Cost

 

Gross
Unrealized
Gains(2)

  

Gross
Unrealized
Losses(2)

 

Fair
Value

    (in millions)
1   Aaa, Aa, A   $ 4,830  $ 508   $ 4  $ 5,334  $ 4,945  $ 457   $ 5  $ 5,397
2   Baa     7,438    667     14    8,091    7,519    632     23    8,128
3   Ba     2,161    118     22    2,257    2,275    99     41    2,333
4   B     592    27     8    611    597    21     13    605
5   C and lower     636    25     14    647    700    20     24    696
6   In or near default     135    18     2    151    135    4     3    136

                       
Total Private Fixed Maturities   $ 15,792  $ 1,363   $ 64  $17,091  $ 16,171  $ 1,233   $ 109  $17,295
                       

(1)   Reflects equivalent ratings for investments of the international insurance operations that are not rated by United States insurance regulatory authorities.
(2)   Includes $1 million of gross unrealized gains as of March 31, 2003, and December 31, 2002, on securities classified as held to maturity which are not reflected in accumulated other comprehensive income. There were no

unrealized losses on securities classified as held to maturity as of March 31, 2003 or December 31, 2002.
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The following table sets forth our private fixed maturity portfolios by NAIC designation attributable to the Closed Block Business as of the dates indicated.

 
NAIC

Designation  

Rating
Agency

Equivalent  

March 31, 2003

 

December 31, 2002



   

Amortized
Cost

  

Gross
Unrealized

Gains

  

Gross Unrealized
Losses

 

Fair
Value

 

Amortized
Cost

  

Gross
Unrealized

Gains

  

Gross
Unrealized

Losses

 

Fair
Value

        (in millions)
1   Aaa, Aa, A   $ 3,579   $ 467   $ 3  $ 4,043  $ 3,440   $ 399   $ 7  $ 3,832
2   Baa     7,337     834     23    8,148    7,499     769     32    8,236
3   Ba     1,943     158     9    2,092    1,886     123     16    1,993
4   B     607     29     10    626    563     18     15    566
5   C and lower     463     14     12    465    485     9     13    481
6   In or near default     111     4     2    113    138     1     5    134

                         
 Total Private Fixed Maturities   $ 14,040   $ 1,506   $ 59  $ 15,487  $ 14,011   $ 1,319   $ 88  $ 15,242
                         
 

Unrealized Losses from Fixed Maturity Securities
  The following table sets forth the amortized cost and gross unrealized losses of fixed maturity securities where the estimated fair value had declined and remained below
amortized cost by 20% or more for the following timeframes:
 

 
  

March 31, 2003

  

December 31, 2002

 

  

Amortized
Cost

  

Gross
Unrealized

Losses

  

Amortized
Cost

  

Gross
Unrealized

Losses

     (in millions)
Less than six months    $ 306   $ 67   $ 527   $ 156
Greater than six months but less than nine months      —       —       5     1
Greater than nine months but less than twelve months      —       —       —       —  
Greater than twelve months      —       —       —       —  
             

Total    $ 306   $ 67   $ 532   $ 157
             
 

The following table sets forth the amortized cost and gross unrealized losses of fixed maturity securities attributable to the Financial Services Businesses where the estimated
fair value had declined and remained below amortized cost by 20% or more for the following timeframes:
 

 
  

March 31, 2003

  

December 31, 2002

 
  

Amortized
Cost

  

Gross Unrealized
Losses

  

Amortized
Cost

  

Gross Unrealized
Losses

     (in millions)
Less than six months    $ 188   $ 35   $ 242   $ 72
Greater than six months but less than nine months      —       —       4     1
Greater than nine months but less than twelve months      —       —       —       —  
Greater than twelve months      —       —       —       —  
             

Total    $ 188   $ 35   $ 246   $ 73
             
 

Gross unrealized losses of fixed maturity securities attributable to the Financial Services Businesses where estimated fair value has been 20% or more below amortized cost
were $35 million as of March 31, 2003, compared to $73 million as of December 31, 2002. The gross unrealized losses as of March 31, 2003, were primarily concentrated in the
manufacturing, finance and asset-backed sectors while the gross unrealized losses as of December 31, 2002, were concentrated in the utilities, retail and wholesale, and
manufacturing sectors.
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The following table sets forth the amortized cost and gross unrealized losses of fixed maturity securities attributable to the Closed Block Business where the estimated fair

value had declined and remained below amortized cost by 20% or more for the following timeframes:
 

 
  

March 31, 2003

  

December 31, 2002

 

  

Amortized
Cost

  

Gross
Unrealized

Losses

  

Amortized
Cost

  

Gross
Unrealized

Losses

     (in millions)
Less than six months    $ 118   $ 32   $ 285   $ 84
Greater than six months but less than nine months      —       —       1     —  
Greater than nine months but less than twelve months      —       —       —       —  
Greater than twelve months      —       —       —       —  
             

Total    $ 118   $ 32   $ 286   $ 84
             
 

Gross unrealized losses of fixed maturity securities attributable to the Closed Block Business where estimated fair value has been 20% or more below amortized cost were
$32 million as of March 31, 2003, compared to $84 million as of December 31, 2002. The gross unrealized losses as of March 31, 2003, were primarily concentrated in the
manufacturing, finance and asset-backed sectors while the gross unrealized losses as of December 31, 2002, were concentrated in the manufacturing, utilities and finance sectors.
 

Impairments of Fixed Maturity Securities
 



We classify our fixed maturity securities as either held to maturity or available for sale. Securities classified as held to maturity are those securities where we have the
positive intent and ability to hold the securities until maturity. These securities are reflected at amortized cost in our consolidated statement of financial position. Securities not
classified as held to maturity are considered available for sale, and, as a result, we record unrealized gains and losses to the extent that amortized cost is different from estimated fair
value. All held to maturity securities and all available for sale securities with unrealized losses are subject to our review to identify other-than-temporary impairments in value. In
evaluating whether a decline in value is other-than-temporary, we consider several factors including, but not limited to, the following:
 
  •   whether the decline is substantial;
 
  •   the duration (generally greater than six months);
 
  •   the reasons for the decline in value (credit event or interest rate related);
 
  •   our ability and intent to hold our investment for a period of time to allow for a recovery of value; and
 
  •   the financial condition and near-term prospects of the issuer.
 

When we determine that there is an other-than-temporary impairment, we record a writedown to estimated fair value, which reduces the cost basis. The new cost basis of an
impaired security is not adjusted for subsequent increases in estimated fair value. Estimated fair values for fixed maturity securities, other than private placement securities, are
based on quoted market prices or prices obtained from independent pricing services. Estimated fair values for private placement fixed maturity securities are determined primarily
by using a discounted cash flow model that considers the current market spreads between the U.S. Treasury yield curve and corporate bond yield curve, adjusted for type of issue,
current credit quality and remaining average life. The estimated fair value of certain non-performing private placement fixed maturity securities is based on management’s
estimates.
 

For a discussion of impairments, see “—Consolidated Results of Operations—Realized Investment Gains.”
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Commercial Loans

  As of March 31, 2003, we held approximately 11% of our general account portfolio in commercial loans, unchanged from December 31, 2002. The portfolio as of March 31,
2003, consisted mainly of $13.6 billion of commercial mortgage loans, $3.3 billion of residential and agricultural loans and $2.1 billion of consumer loans compared to $13.6 billion
of commercial mortgage loans, $3.3 billion of residential and agricultural loans, and $2.1 billion of consumer loans as of December 31, 2002. These values are gross of a $489
million allowance for losses as of March 31, 2003, and $480 million as of December 31, 2002.
 

Our loan portfolio strategy emphasizes diversification by property type and geographic location. The following tables set forth the breakdown of the gross carrying values of
our commercial loan portfolio by geographic region and property type as of the dates indicated.
 

 
  

March 31, 2003

 

 
  

Financial Services Businesses

    

Closed Block Business

    

Total

 

 

  

Gross
Carrying

Value

    

% of Total

    

Gross
Carrying

Value

  

% of Total

    

Gross
Carrying

Value

  

% of Total

 
     ($ in millions)  
Commercial loans by region:                                            

U.S. Regions                                            
Pacific    $ 2,507     21.0 %    $ 2,651   37.3 %    $ 5,158   27.1 %
South Atlantic      1,649     13.8       1,418   19.9       3,067   16.1 
Middle Atlantic      1,522     12.8       1,176   16.5       2,698   14.2 
East North Central      809     6.8       470   6.6       1,279   6.7 
Mountain      479     4.0       429   6.0       908   4.8 
West South Central      552     4.6       319   4.5       871   4.6 
West North Central      407     3.4       250   3.5       657   3.4 
New England      312     2.6       279   3.9       591   3.1 
East South Central      204     1.7       130   1.8       334   1.7 
Other      310     2.6       —     —         310   1.6 

                     
Subtotal—U.S.      8,751     73.3       7,122   100.0       15,873   83.3 

Asia      3,181     26.7       —     —         3,181   16.7 
                     

Total Commercial Loans    $ 11,932     100.0 %    $ 7,122   100.0 %    $ 19,054   100.0 %
                     
 

 
  

December 31, 2002

 

 
  

Financial Services Businesses

    

Closed Block Business

    

Total

 

 

  

Gross
Carrying

Value

    

% of Total

    

Gross
Carrying

Value

  

% of Total

    

Gross
Carrying

Value

  

% of Total

 
     ($ in millions)  
Commercial loans by region:                                            

U.S. Regions                                            
Pacific    $ 2,581     21.5 %    $ 2,671   37.8 %    $ 5,252   27.5 %
South Atlantic      1,625     13.5       1,397   19.8       3,022   15.8 
Middle Atlantic      1,519     12.6       1,123   15.9       2,642   13.9 
East North Central      847     7.1       442   6.3       1,289   6.8 
Mountain      442     3.7       436   6.2       878   4.6 
West South Central      558     4.6       322   4.6       880   4.6 
West North Central      410     3.4       259   3.7       669   3.5 



New England      321     2.7       281   3.9       602   3.2 
East South Central      204     1.7       130   1.8       334   1.7 
Other      384     3.2       —     —         384   2.0 

                     
Subtotal—U.S.      8,891     74.0       7,061   100.0       15,952   83.6 

Asia      3,121     26.0       —     —         3,121   16.4 
                     

Total Commercial Loans    $ 12,012     100.0 %    $ 7,061   100.0 %    $ 19,073   100.0 %
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March 31, 2003

 

 
    

Financial Services Businesses

    

Closed Block Business

    

Total

 

 

    

Gross
Carrying

Value

    

% of Total

    

Gross
Carrying

Value

  

% of Total

    

Gross
Carrying

Value

  

% of Total

 
       ($ in millions)  
Commercial loans by property type:                                

Apartment complexes      $ 2,692     22.6 %   $ 1,728   24.3 %   $ 4,420   23.2 %
Office buildings        1,755     14.7       1,658   23.3       3,413   17.9 
Retail stores        1,056     8.8       896   12.6       1,952   10.3 
Industrial buildings        1,583     13.3       1,482   20.8       3,065   16.1 
Residential properties        1,410     11.8       9   —         1,419   7.4 
Agricultural properties        1,001     8.4       860   12.1       1,861   9.8 
Other        287     2.4       489   6.9       776   4.0 

                       
Subtotal of collateralized loans        9,784     82.0       7,122   100.0       16,906   88.7 

Gibraltar Life uncollateralized loans        2,148     18.0       —     —         2,148   11.3 
                       

Total Commercial Loans      $ 11,932     100.0%   $ 7,122   100.0 %   $ 19,054   100.0 %
                       

 
    

December 31, 2002

 

 
    

Financial Services Businesses

    

Closed Block Business

    

Total

 

 
    

Gross Carrying Value

    

% of Total

    

Gross Carrying Value

  

% of Total

    

Gross Carrying Value

  

% of Total

 
       ($ in millions)  
Commercial loans by property type:                                              

Apartment complexes      $ 2,736     22.8 %   $ 1,677   23.8 %   $ 4,413   23.1 %
Office buildings        1,745     14.5       1,589   22.5       3,334   17.5 
Retail stores        1,086     9.1       906   12.8       1,992   10.5 
Industrial buildings        1,587     13.2       1,512   21.4       3,099   16.3 
Residential properties        1,431     11.9       10   —        1,441   7.6 
Agricultural properties        992     8.3       872   12.4       1,864   9.7 
Other        305     2.5       495   7.1       800   4.2 

                       
Subtotal of collateralized loans        9,882     82.3       7,061   100.0       16,943   88.9 

Gibraltar Life uncollateralized loans        2,130     17.7       —    —        2,130   11.1 
                       
Total Commercial Loans      $ 12,012     100.0 %   $ 7,061   100.0 %   $ 19,073   100.0 %
                       
 

Commercial Loan Quality
  We establish valuation allowances for loans that are determined to be non-performing as a result of our loan review process. We define a non-performing loan as a loan for
which it is probable that amounts due according to the contractual terms of the loan agreement will not be collected. Valuation allowances for a non-performing loan are recorded
based on present value of expected future cash flows discounted at the loan’s effective interest rate or at the fair value of the collateral if the loan is collateral dependent. We record
subsequent adjustments to our valuation allowances when appropriate.
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The following tables set forth the gross carrying value for commercial loans by loan classification as of the dates indicated:

 

 
  

March 31, 2003

 

  

Financial
Services

Businesses

  

Closed Block
Business

  

Total



     (in millions)
Performing    $ 11,514   $ 7,092   $ 18,606
Delinquent, not in foreclosure      304     2     306
Delinquent, in foreclosure      23     4     27
Restructured      91     24     115
          
Total Commercial Loans    $ 11,932   $ 7,122   $ 19,054
          
 

 
  

December 31, 2002

 

  

Financial
Services

Businesses

  

Closed Block
Business

  

Total

     (in millions)
Performing    $ 11,594   $ 7,031   $ 18,625
Delinquent, not in foreclosure      310     —       310
Delinquent, in foreclosure      13     5     18
Restructured      95     25     120
          
Total Commercial Loans    $ 12,012   $ 7,061   $ 19,073
          
 

The following table sets forth the change in valuation allowances for our commercial loan portfolio as of the dates indicated:
 

 
  

2003

 

 

  

Financial
Services

Businesses

    

Closed
Block

Business

    

Total

 
     (in millions)  
Allowance, beginning of year    $ 406     $ 74     $480 
Additions (Release) of allowance for losses      3       (2)     1 
Charge-offs, net of recoveries      (3)     —         (3)
Change in foreign exchange      11       —         11 
          
Allowance, end of period    $ 417     $ 72     $489 
          
 

Equity Securities
  Our equity securities consist principally of investments in common stock of both publicly traded and privately held companies. As of March 31, 2003, we held approximately
2% of general account assets in equity securities, with a cost of $2.7 billion and an estimated fair value of $2.6 billion, compared to 2% as of December 31, 2002, with a cost of $2.8
billion and estimated fair value of $2.8 billion. As of March 31, 2003, our investments in equity securities that are publicly traded comprised approximately 98% of our equity
securities at a cost of $2.7 billion and an estimated fair value of $2.6 billion compared to approximately 95% of our equity securities at a cost of $2.7 billion and an estimated fair
value of $2.6 billion as of December 31, 2002.
 

Investments in equity securities attributable to the Financial Services Businesses were $1.1 billion at cost with an estimated fair value of $1.0 billion as of March 31, 2003,
versus $1.3 billion at cost with an estimated fair value of $1.3 billion as of December 31, 2002. Our investments in private equity securities as of March 31,
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2003, were $44 million at cost and $49 million at estimated fair value compared to $128 million at cost and $142 million at estimated fair value as of December 31, 2002.
 

Investments in equity securities attributable to the Closed Block Business were $1.6 billion at cost with an estimated fair value of $1.6 billion as of March 31, 2003, versus
$1.5 billion at cost with an estimated fair value of $1.5 billion as of December 31, 2002.
 

Equity Securities and Unrealized Gains and Losses
  The following table sets forth the composition of our equity securities portfolio in total and the associated unrealized gains and losses as of the dates indicated:
 
 

  

March 31, 2003

  

December 31, 2002

 

  

Cost

  

Gross
Unrealized

Gains

  

Gross
Unrealized

Losses

  

Fair
value

  

Cost

  

Gross
Unrealized

Gains

  

Gross
Unrealized

Losses

  

Fair
Value

     (in millions)
Public equity    $ 2,652   $ 174   $ 275   $ 2,551   $ 2,697   $ 171   $ 229   $ 2,639
Private equity      50     7     2     55     135     15     1     149
                         

Total Equity    $ 2,702   $ 181   $ 277   $ 2,606   $ 2,832   $ 186   $ 230   $ 2,788
                         
 

The following table sets forth the composition of our equity securities portfolio attributable to the Financial Services Businesses and the associated unrealized gains and
losses as of the dates indicated:
 
 

  

March 31, 2003

  

December 31, 2002

 
  

Cost

    

Gross Unrealized
Gains

  

Gross Unrealized
Losses

  

Fair
value

  

Cost

    

Gross Unrealized
Gains

    

Gross Unrealized
Losses

  

Fair
Value

     (in millions)



Public equity    $1,040     $ 47   $ 116   $ 971   $1,167     $ 54     $ 96   $ 1,125
Private equity      44       7     2     49     128       15       1     142
                               

Total Equity    $1,084     $ 54   $ 118   $ 1,020   $1,295     $ 69     $ 97   $ 1,267
                               
 

The following table sets forth the composition of our equity securities portfolio attributable to the Closed Block Business and the associated unrealized gains and losses as of
the dates indicated:
 
 

  

March 31, 2003

  

December 31, 2002

 
  

Cost

  

Gross Unrealized
Gains

  

Gross Unrealized
Losses

  

Fair
value

  

Cost

  

Gross Unrealized
Gains

  

Gross Unrealized
Losses

  

Fair
Value

     (in millions)
Public equity    $1,612   $ 127   $ 159   $ 1,580   $1,530   $ 117   $ 133   $ 1,514
Private equity      6     —       —       6     7     —       —       7
                         

Total Equity    $1,618   $ 127   $ 159   $ 1,586   $1,537   $ 117   $ 133   $ 1,521
                         
 

The gross unrealized losses related to our equity securities portfolio attributable to the Financial Services Businesses were $118 million as of March 31, 2003, compared to
$97 million as of December 31, 2002. The gross unrealized losses related to our equity securities portfolio attributable to the Closed Block Business were $159 million as of March
31, 2003, compared to $133 million as of December 31, 2002.
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Unrealized Losses from Equity Securities

 
The following table sets forth the cost and gross unrealized losses of our equity securities where the estimated fair value had declined and remained below cost by 20% or

more for the following timeframes:
 

 
  

March 31, 2003

  

December 31, 2002

 

  

Cost

  

Gross
Unrealized

Losses

  

Cost

  

Gross
Unrealized

Losses

     (in millions)
Less than six months    $ 243   $ 70   $ 118   $ 37
Greater than six months but less than nine months      —       —       15     7
Greater than nine months but less than twelve months      —       —       2     1
Greater than twelve months      —       —       —       —  
             

Total    $ 243   $ 70   $ 135   $ 45
             
 

The following table sets forth the cost and gross unrealized losses of our equity securities attributable to the Financial Services Businesses where the estimated fair value had
declined and remained below cost by 20% or more for the following timeframes:
 

 
  

March 31, 2003

  

December 31, 2002

 

  

Cost

  

Gross
Unrealized

Losses

  

Cost

  

Gross
Unrealized

Losses

     (in millions)
Less than six months    $ 42   $ 14   $ 33   $ 10
Greater than six months but less than nine months      —       —       5     2
Greater than nine months but less than twelve months      —       —       2     1
Greater than twelve months      —       —       —       —  
             

Total    $ 42   $ 14   $ 40   $ 13
             
 

Gross unrealized losses from the Financial Services Businesses where cost has been 20% or more below estimated fair value were $14 million as of March 31, 2003,
compared to $13 million as of December 31, 2002. The gross unrealized losses as of March 31, 2003, were primarily concentrated in the manufacturing, services and finance sectors
while the gross unrealized losses as of December 31, 2002, were concentrated in the manufacturing, finance and energy sectors.
 

The following table sets forth the cost and gross unrealized losses of our equity securities attributable to the Closed Block Business where the estimated fair value had
declined and remained below cost by 20% or more for the following timeframes:
 

 
  

March 31, 2003

  

December 31, 2002

 

  

Cost

  

Gross
Unrealized

Losses

  

Cost

  

Gross
Unrealized

Losses

     (in millions)
Less than six months    $ 201   $ 56   $ 85   $ 27
Greater than six months but less than nine months      —       —       10     5
Greater than nine months but less than twelve months      —       —       —       —  
Greater than twelve months      —       —       —       —  



             
Total    $ 201   $ 56   $ 95   $ 32

             
 

Gross unrealized losses from the Closed Block Business where cost has been 20% or more below estimated fair value were $56 million as of March 31, 2003, compared to
$32 million as of December 31, 2002. The gross unrealized losses as of March 31, 2003, were primarily concentrated in the manufacturing, services and finance sectors while the
gross unrealized losses as of December 31, 2002, were concentrated in the manufacturing, services, and finance sectors.
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Impairments of Equity Securities

  We classify all of our equity securities as available for sale, and, as a result, we record unrealized gains and losses to the extent cost is different from estimated fair value. All
securities with unrealized losses are subject to our review to identify other-than-temporary impairments in value. In evaluating whether a decline in value is other-than-temporary,
we consider several factors including, but not limited to, the following:
 
  •   whether the decline is substantial;
 
  •   the duration (generally greater than six months);
 
  •   the reasons for the decline in value (credit event or market fluctuation);
 
  •   our ability and intent to hold the investment for a period of time to allow for a recovery of value; and
 
  •   the financial condition and near-term prospects of the issuer.
 

Where we have determined that there is an other-than-temporary impairment, we record a writedown to estimated fair value which adjusts the cost basis. The new cost basis
of an impaired security is not adjusted for subsequent increases in fair value. Estimated fair values for publicly traded equity securities are based on quoted market prices or prices
obtained from independent pricing services. Fair values for privately traded equity securities are established using valuation and discounted cash flow models that call for a
substantial level of judgment from management.
 

For a discussion of impairments, see “—Consolidated Results of Operations—Realized Investment Gains.”
 

Other Long-Term Investments
  “Other long-term investments” are comprised as follows:
  
 

  

March 31, 2003

 

  

Financial
Services

Businesses

  

Closed Block
Business

  

Total

     (in millions)
Joint ventures and limited partnerships:                     

Real estate related    $ 115   $ 348   $ 463
Non real estate related      413     631     1,044

Real estate held through direct ownership      1,136     27     1,163
Separate accounts      479     —       479
Other      1,732     69     1,801
          

Total other long-term investments    $ 3,875   $ 1,075   $ 4,950
          
 

 
  

December 31, 2002

 
  

Financial Services
Businesses

  

Closed Block
Business

  

Total

     (in millions)
Joint ventures and limited partnerships:                     

Real estate related    $ 363   $ 322   $ 685
Non real estate related      397     647     1,044

Real estate held through direct ownership      1,124     28     1,152
Separate accounts      396     —       396
Other      1,596     78     1,674
          

Total other long-term investments    $ 3,876   $ 1,075   $4,951
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Liquidity and Capital Resources

 
Prudential Financial
  The principal sources of funds available to Prudential Financial, the parent holding company, to meet its obligations, including the payment of shareholder dividends, debt
service, capital contributions to subsidiaries and operating expenses, are cash and short-term investments and dividends, returns of capital and interest income from its direct and
indirect subsidiaries. We believe that cash flows from these sources are more than adequate to satisfy the liquidity requirements of our operations. These sources of funds are



complemented by Prudential Financial’s capital markets access. As of March 31, 2003, Prudential Financial had cash and short-term investments of approximately $660 million, a
decrease of $1.1 billion, or 63%, from December 31, 2002.
 

Sources of Liquidity
  Sources of cash during the first quarter of 2003 included dividends and returns of capital of approximately $50 million from several operating businesses. Dividends and
returns of capital amounted to $52 million in the first quarter of 2002. Our insurance, broker-dealer and various other companies are subject to regulatory limitations on the payment
of dividends and on other transfers of funds to affiliates. With respect to Prudential Insurance, New Jersey insurance law provides that, except in the case of extraordinary dividends
or distributions, all dividends or distributions paid by Prudential Insurance may be declared or paid only from unassigned surplus, as determined pursuant to statutory accounting
principles, less unrealized investment gains and revaluation of assets. As of March 31, 2003 and December 31, 2002, Prudential Insurance’s unassigned surplus (deficit) was $(397)
million and $(420) million, respectively, and there were no applicable adjustments for unrealized investment gains or revaluation of assets for purposes of the law referred to above
regarding dividends and distributions. Prudential Insurance also must notify the New Jersey insurance regulator of its intent to pay a dividend. If the dividend, together with other
dividends or distributions made within the preceding twelve months, would exceed a specified statutory limit, Prudential Insurance must also obtain a non-disapproval from the
New Jersey insurance regulator. The current statutory limitation applicable to New Jersey life insurers generally is the greater of 10% of the prior calendar year’s statutory surplus or
the prior calendar year’s statutory net gain from operations (excluding realized capital gains). In addition to these regulatory limitations, the terms of the IHC debt also contain
restrictions potentially limiting dividends by Prudential Insurance applicable to the Financial Services Businesses in the event the Closed Block Business is in financial distress and
other circumstances.
 

The laws regulating dividends of the other states and foreign jurisdictions where our other insurance companies are domiciled are similar, but not identical, to New Jersey’s.
In addition, the net capital rules to which our broker-dealer subsidiaries are subject may limit their ability to pay dividends to Prudential Financial. Pursuant to Gibraltar Life’s
reorganization, there are certain restrictions on Gibraltar Life’s ability to pay dividends to Prudential Financial.
 

Uses of Liquidity
  During the first quarter of 2003, uses of cash included capital contributions of approximately $500 million to various operating businesses, as well as repurchases of $250
million of Common Stock. In addition, approximately $300 million was used to reduce short-term payables to subsidiaries. Prudential Financial remains obligated to disburse
further payments of approximately $950 million representing demutualization consideration for eligible policyholders we were unable to locate. To the extent we are unable to
locate these policyholders within a prescribed period of time specified by state escheat laws, typically three to seven years, the funds must be remitted to governmental authorities.
Several states are exploring new legislation that would reduce the escheatment time period. Liabilities relating to demutualization consideration payments were established at the
time of demutualization in 2001.
 

76

Table of Contents

 
Other Developments

  In January 2002, Prudential Financial’s Board of Directors authorized a stock repurchase program under which Prudential Financial was authorized to purchase up to $1
billion of its outstanding Common Stock. As of December 31, 2002, 26.0 million shares of Common Stock were repurchased by the Company at a total cost of $800 million,
including 1.7 million shares at a cost of $56 million that were immediately reissued directly to a Company deferred compensation plan. In March 2003, Prudential Financial’s Board
of Directors authorized a new stock repurchase program that authorized Prudential Financial to purchase up to an additional $1 billion of its outstanding Common Stock. The timing
and amount of repurchases are determined by management based on market conditions and other considerations, and such repurchases may be effected in the open market or
through negotiated transactions. During the first three months of 2003, 8.1 million shares of Common Stock were repurchased at a total cost of $250 million.
 

On May 1, 2003, we completed the first step of the acquisition of Skandia U.S. Inc. (“American Skandia”). The total consideration payable in the transaction includes a cash
purchase price of $1.161 billion and the assumption of a $35 million liability. Prudential Financial funded this transaction with cash and borrowings.
 

On February 19, 2003, we announced an agreement with Wachovia to combine each company’s respective retail securities brokerage and clearing operations. This
transaction is expected to close in the third quarter of 2003. The new combined company will require additional capital to finance the cost of merging the businesses. Our share of
such funding, excluding related tax benefits, is expected to be approximately $400 million. That need is expected to be partially offset at closing with cash that will be distributed to
Prudential Securities Group, Inc. from Prudential Securities Incorporated as the businesses are combined. The transaction is not expected to have a material impact on Prudential
Financial’s liquidity and capital position.
 

On March 26, 2003, we announced the signing of a definitive agreement with Nationwide Mutual Insurance Company to sell our specialty automobile insurance business,
THI Holdings, Inc., for a cash consideration of $138 million. The Company recorded an after-tax charge of $20 million in the first three months of 2003 representing the expected
loss on the disposal of this business. The transaction is expected to close in the third quarter of 2003.
 

On March 28, 2003, we announced the signing of a memorandum of understanding (“MOU”) by which we intend to acquire a majority stake in Hyundai Investment and
Securities Co., Ltd. (“HITC”) and Hyundai Investment Trust Management Co., Ltd. (“HIMC”). The agreement does not involve Hyundai Securities. Both parties have performed
due diligence on the distressed assets of HITC and HIMC and, based on that review, have come to a non-binding agreement on the investment size, ownership structure and various
legal components within the MOU. The MOU signed would allow Prudential Financial to acquire the majority ownership interest (80%) of HITC at closing for 500 billion won
(approximately $400 million). The price may change in accordance with the terms of the agreement and will be determined at the closing pursuant to the definitive agreement. The
remaining 20% may be acquired by Prudential Financial within three to four years via a call option, with the sale price and calculation method also to be determined in the
definitive agreement. The transaction is expected to close in 2003 and is subject to agreement on definitive documentation, as well as regulatory approvals. We plan to utilize cash
and borrowing capacity to fund this acquisition.
 
Financing Activities
  Prudential Financial is authorized to borrow funds from various sources to meet its financing needs, as well as the financing needs of its subsidiaries. As of March 31, 2003
and December 31, 2002, there was no outstanding third-party debt at Prudential Financial. To enhance financial flexibility, we filed a $5 billion shelf registration statement, effective
April 25, 2003, with the Securities and Exchange Commission, which permits the issuance of public debt and equity securities. On May 1, 2003, Prudential Financial issued senior
debt in the amount of $500 million under this registration statement. In addition, Prudential Financial issued approximately $500 million of commercial paper on April 29, 2003.
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In addition, Prudential Funding, LLC (“Prudential Funding”), a wholly-owned subsidiary of Prudential Insurance, continues to serve as a source of financing for Prudential

Insurance and its subsidiaries, as well as for other subsidiaries of Prudential Financial. Prudential Funding operates under a support agreement with Prudential Insurance whereby
Prudential Insurance has agreed to maintain Prudential Funding’s positive tangible net worth at all times. Prudential Funding borrows funds primarily through the direct issuance of



commercial paper and private placement medium-term notes. Prudential Funding’s outstanding loans to other subsidiaries of Prudential Financial are expected to decline over time
as it transitions into a financing company primarily for Prudential Insurance and its remaining subsidiaries. We anticipate that our other subsidiaries will borrow directly from third
parties and from Prudential Financial, as well as from Prudential Funding from time to time.
 

Our current financing activities principally consist of unsecured short-term and long-term unsecured debt borrowings and asset-based or secured forms of financing. These
secured financing arrangements include transactions such as securities lending and repurchase agreements, which we generally use to finance liquid securities in our short-term
spread portfolios.
 

The following table sets forth our outstanding financing as of the dates indicated:
 
 
 

  

March 31, 2003

  

December 31, 2002

     (in millions)
Borrowings:              
General obligation short-term debt    $ 4,211   $ 3,468
General obligation long-term debt:              

Senior debt      1,317     1,744
Surplus notes      691     690

       
Total general obligation long-term debt      2,008     2,434

       
Total general obligations      6,219     5,902

       
Total limited and non- recourse borrowing(1)      2,325     2,324

       
Total borrowings(2)      8,544     8,226

       
Total asset-based financing      30,325     29,127

       
Total borrowings and asset-based financings(3)    $ 38,869   $ 37,353

       

(1)   As of March 31, 2003 and December 31, 2002, $1.75 billion of limited and non-recourse debt is within the Closed Block Business.
(2)   Includes $1.3 billion and $1.3 billion related to Prudential Securities Group Inc. as of March 31, 2003 and December 31, 2002, respectively.
(3)   Includes $9.0 billion and $8.9 billion related to Prudential Securities Group Inc. as of March 31, 2003 and December 31, 2002, respectively.
 

Total general debt obligations as of March 31, 2003, increased by $317 million, or 5%, from December 31, 2002, reflecting a $426 million decrease in long-term debt
obligations and a $743 million increase in short-term debt obligations. The increase in short-term debt was driven by growth in short-term working capital needs at various
operating subsidiaries. The long-term debt decrease was due to approximately $400 million of external borrowings being repaid with available cash. Asset-based financing grew by
$1.2 billion due to increased activity in our short-term spread portfolios.
 

Our total borrowings consist of amounts used for general corporate purposes, investment related debt, securities business related debt and debt related to specified other
businesses. Borrowings used for general corporate purposes include those used for cash flow timing mismatches at Prudential Financial and investments in equity and debt
securities of subsidiaries including amounts utilized for regulatory capital purposes. Investment related borrowings consist of debt issued to finance specific investment assets or
portfolios of investment assets, including institutional spread lending investment portfolios, real estate, and real estate related
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investments held in consolidated joint ventures, as well as institutional and insurance company portfolio cash flow timing differences. Securities business related debt consists of
debt issued to finance primarily the liquidity of our broker dealers and our capital markets and other securities business related operations. Debt related to specified other businesses
consists of borrowings associated with consumer banking activities, real estate franchises and relocation services. Borrowings under which either the holder is entitled to collect
only against the assets pledged to the debt as collateral, or has only very limited rights to collect against other assets, have been classified as limited and non-recourse debt. This
amount includes $1.75 billion of limited and non-recourse debt within the Closed Block Business.
 

The following table summarizes our borrowings, categorized by use of proceeds, as of the dates indicated:
 

 
  

March 31,
2003

  

December 31, 2002

     (in millions)
General obligations:              

General corporate purposes    $ 1,596   $ 1,596
Investment related      531     899
Securities business related      3,065     2,614
Specified other businesses      1,027     793

       
Total general obligations      6,219     5,902

Limited and non-recourse debt      2,325     2,324
       

Total borrowings    $ 8,544   $ 8,226
       
Long-term debt    $ 4,332   $ 4,757
Short-term debt      4,212     3,469
       

Total borrowings    $ 8,544   $ 8,226
       
Borrowings of Financial Services Businesses    $ 6,794   $ 6,476
Borrowings of Closed Block Business      1,750     1,750
       



Total borrowings    $ 8,544   $ 8,226
       
 

Our short-term debt includes bank borrowings and commercial paper outstanding under Prudential Funding’s domestic commercial paper program as well as borrowings
outstanding under an asset-backed commercial paper conduit that is described below. Prudential Funding’s commercial paper borrowings as of March 31, 2003 and December 31,
2002, were $2.3 billion and $1.3 billion, respectively. In the second quarter of 2002, Prudential Financial issued a subordinated guarantee covering Prudential Funding’s domestic
commercial paper program. The weighted average interest rates on the commercial paper borrowings under these programs were 1.26% and 1.79% for the first three months of 2003
and 2002, respectively. The total principal amount of debt outstanding under Prudential Funding’s medium-term note programs as of March 31, 2003 and December 31, 2002, was
$1.3 billion and $1.4 billion, respectively. The weighted average interest rates on Prudential Funding’s long-term debt, in the aggregate, were 1.94% and 2.40% for the first three
months of 2003 and 2002, respectively. As of March 31, 2003 and December 31, 2002, Prudential Financial had no short-term or long-term debt outstanding.
 

We had outstanding surplus notes totaling $991 million (of which $300 million matured and was repaid in April 2003) and $990 million as of March 31, 2003 and December
31, 2002, respectively. These debt securities, which are included as surplus of Prudential Insurance on a statutory accounting basis, are subordinate to other borrowings and to
policyholder obligations and are subject to regulatory approvals for principal and interest payments.
 

As of March 31, 2003, Prudential Insurance and Prudential Funding had unsecured committed lines of credit totaling $2.6 billion. The lines consist of $0.1 billion expiring in
October 2003, $1.0 billion expiring in May 2004, and $1.5 billion expiring in October 2006. Borrowings under the outstanding facilities must mature no
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later than the respective expiration dates of the facilities. The facility expiring in May 2004 includes 28 financial institutions, many of which are also among the 27 financial
institutions participating in the October 2006 facility. Up to $2.0 billion of the $2.6 billion available under these facilities could be utilized by Prudential Financial. The $2.0 billion
consists of $1.0 billion made available under each of the facilities expiring in May 2004 and October 2006. Effective April 25, 2003, we formally allocated $1.0 billion of the
October 2006 unsecured committed line of credit to Prudential Financial. As a result, Prudential Insurance and Prudential Funding now have access to the remaining $1.6 billion in
unsecured committed credit lines. We use these facilities primarily as back-up liquidity lines for our commercial paper programs, and there were no outstanding borrowings under
these facilities as of March 31, 2003 or December 31, 2002. Our ability to borrow under these facilities is conditioned on our continued satisfaction of customary conditions,
including maintenance at all times by Prudential Insurance of total adjusted capital of at least $5.5 billion based on statutory accounting principles prescribed under New Jersey law.
Prudential Insurance’s total adjusted capital as of March 31, 2003 and December 31, 2002, was $9.1 billion and $9.1 billion, respectively. The ability of Prudential Financial to
borrow under these facilities is conditioned on its maintenance of consolidated net worth of at least $12.5 billion, based on GAAP. Prudential Financial’s consolidated net worth
totaled $21.9 billion and $21.3 billion as of March 31, 2003 and December 31, 2002, respectively. In addition, we have a credit facility utilizing a third party-sponsored, asset-
backed commercial paper conduit, under which we can borrow up to $500 million. This facility is 100% supported by unsecured committed lines of credit from many of the
financial institutions included in our other facilities. Our actual ability to borrow under this facility depends on market conditions, and with respect to the lines of credit, Prudential
Financial is subject to the same net worth requirement as with our other facilities. This facility expires in December 2003. We also use uncommitted lines of credit from banks and
other financial institutions.
 
Insurance, Annuities and Guaranteed Products Liquidity
  General
  Our principal cash flow sources from insurance, annuities and guaranteed products are premiums and annuity considerations, investment and fee income, and investment
maturities and sales. We supplement these cash inflows with financing activities. We actively use our balance sheet capacity for financing activities on a secured basis through
securities lending, repurchase and dollar roll transactions and on an unsecured basis for temporary cash flow mismatch coverage.
 

Cash outflow requirements principally relate to benefits, claims, dividends paid to policyholders, and payments to contract holders as well as amounts paid to policyholders
and contract holders in connection with surrenders, withdrawals and net policy loan activity. Uses of cash also include commissions, general and administrative expenses, purchases
of investments, and debt service and repayments in connection with financing activities.
 

We believe that cash flows from operating and investing activities of our insurance, annuity and guaranteed products operations are adequate to satisfy liquidity requirements
of these operations based on our current liability structure and considering a variety of reasonably foreseeable stress scenarios. The continued adequacy of this liquidity will depend
upon factors including future securities market conditions, changes in interest rate levels and policyholder perceptions of our financial strength, which could lead to reduced cash
inflows or increased cash outflows.
 

Prudential Insurance and Insurance Subsidiaries
  We manage cash flow at these entities to ensure that all liquidity requirements are satisfied. Some of our products, such as guaranteed products offered to institutional
customers of the Retirement segment, provide for payment of accumulated funds to the contract holder at a specified maturity date unless the contract holder elects
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to roll over the funds into another contract with us. We regularly monitor our liquidity requirements associated with policyholder and contractholder obligations so that we can
manage cash inflows to match anticipated cash outflow requirements.
 

Gross account withdrawals for Prudential Insurance and its insurance subsidiaries amounted to $1.6 billion and $1.7 billion for the first three months of 2003 and 2002,
respectively. These withdrawals include contractually scheduled maturities of traditional guaranteed investment contracts totaling $405 million and $178 million in the first three
months of 2003 and 2002, respectively. We experienced these withdrawals on guaranteed products as a result of contractual expirations of products sold in the late 1980s and early
1990s. Since these contractual withdrawals, as well as the level of surrenders experienced, were consistent with our assumptions in asset liability management, the associated cash
outflows did not have an adverse impact on our overall liquidity.
 

We use surrender charges and other contract provisions to mitigate the extent, timing and profitability impact of withdrawals of funds by customers from annuity contracts.
The following table sets forth withdrawal characteristics of our general account annuity reserves and deposit liabilities (based on statutory liability values) as of the dates indicated.
 

 
  

March 31, 2003

    

December 31, 2002

 

 
  

Amount

    

% of Total

    

Amount

    

% of Total

 
     ($ in millions)  
Not subject to discretionary withdrawal provisions    $ 17,577     53%    $ 17,566     54%
Subject to discretionary withdrawal, with adjustment:                                



With market value adjustment      5,373     16%      5,282     16%
At contract value, less surrender charge of 5% or more      2,199     6%      2,065     6%

                 
Subtotal      25,149     75%      24,913     76%

Subject to discretionary withdrawal at contract value with no surrender charge or surrender charge of less
than 5%      8,309     25%      8,053     24%

                 
Total annuity reserves and deposit liabilities    $ 33,458     100%    $ 32,966     100%
                 
 

As of March 31, 2003 and December 31, 2002, general account balances for variable life insurance products other than single-payment life were $2.0 billion and $2.0 billion,
respectively. As of March 31, 2003 and December 31, 2002, Prudential Insurance and its insurance subsidiaries had cash and short-term investments of approximately $9.4 billion
and $9.8 billion, respectively, and fixed maturity investments classified as “available for sale” with fair values of $96.0 billion and $92.8 billion at those dates, respectively.
 

Gibraltar Life Insurance Company, Ltd.
  As of March 31, 2003 and December 31, 2002, Gibraltar Life, which we acquired in April 2001, had $6.1 billion and $5.9 billion, respectively, of general account annuity
reserves and deposit liabilities, approximately 95% of which is subject to discretionary withdrawal at contract value, less a surrender charge of 5% or more. Gibraltar Life’s assets
and liabilities were substantially restructured under a reorganization concurrent with our acquisition, which included the imposition of special surrender penalties on existing
policies according to the following schedule (for each year ending September 30):
 

2002

    

2003

      

2004

      

2005

      

2006

      

2007

      

2008

      

2009

 
15%      14%      12%      10%      8%      6%      4%      2%

 
As of March 31, 2003 and December 31, 2002, Gibraltar Life had cash and short-term investments of approximately $733 million and $1.172 billion, respectively, and fixed

maturity investments classified as “available for sale” with fair values of $21.3 billion and $20.8 billion at those dates, respectively.
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Prudential Securities Group Liquidity
  Prudential Securities Group Inc. maintains a highly liquid balance sheet with substantially all of its assets consisting of securities purchased under agreements to resell, short-
term collateralized receivables from clients and broker-dealers arising from securities transactions, marketable securities, securities borrowed and cash equivalents. Prudential
Securities Group’s assets totaled $20.1 billion and $20.3 billion as of March 31, 2003 and December 31, 2002, respectively. Prudential Securities Group’s total capitalization,
including equity, subordinated debt and long-term debt, was $3.5 billion and $3.6 billion as of March 31, 2003 and December 31, 2002, respectively. In October 2000, we
announced that we would terminate our institutional fixed income activities that constituted the major portion of the debt capital markets operations of Prudential Securities Group.
As of March 31, 2003, Prudential Securities Group had remaining assets amounting to approximately $880 million related to its institutional fixed income activities, compared to
$900 million as of December 31, 2002.
 
Non-Insurance Contractual Obligations
  The following table presents our contractual cash flow commitments on short-term and long-term debt and equity security units as of March 31, 2003. This table does not
reflect our obligations under our insurance, annuity and guaranteed products contracts.
 
 

  

Payment Due by Period

 

  

Total

  

Less than
1 Year

  

1 - 3
Years

  

4 - 5
Years

  

More
than

5 Years

     (in millions)
Short-term and long-term debt    $ 8,544   $ 4,212   $ 563   $ 855   $ 2,914
Equity security units      690     —       —       690     —  
                

Total    $ 9,234   $ 4,212   $ 563   $ 1,545   $ 2,914
                
 

In addition to the amounts above, we are party to operating leases for which our future minimum lease payments under non-cancelable leases were $1.7 billion as of
December 31, 2002. Our use of operating leases has not changed significantly from December 31, 2002.
 

In connection with our consumer banking business, commitments for home equity lines of credit and other lines of credit include agreements to lend up to specified limits to
customers. It is anticipated that commitment amounts will only be partially drawn down based on overall customer usage patterns and, therefore, do not necessarily represent future
cash requirements. We evaluate each credit decision on such commitments at least annually and have the ability to cancel or suspend such lines at our option. The total
commitments for home equity lines of credit and other lines of credit were $2.0 billion, of which $906 million remains available as of March 31, 2003.
 

We also have other commitments, which primarily include commitments to originate and sell mortgage loans and commitments to fund investments in private placement
securities and limited partnerships. These commitments amounted to $1.9 billion as of March 31, 2003.
 

In connection with certain acquisitions, we agreed to pay additional consideration in future periods, based upon the attainment by the acquired entity of defined operating
objectives. In accordance with SFAS No. 141, “Business Combinations,” we do not accrue contingent consideration obligations prior to the attainment of the objectives. At March
31, 2003, the maximum potential future consideration pursuant to such arrangements, to be resolved over the following six years, is $269 million. Any such payments would result
in increases in goodwill.
 

We provide financial guarantees incidental to other transactions. These credit-related financial instruments have off-balance sheet credit risk because generally only their
origination fees, if any, and accruals for probable
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losses, if any, are recognized until the obligation under the instrument is fulfilled or expires. These instruments can extend for several years and expirations are not concentrated in
any single period. We seek to control credit risk associated with these instruments by limiting credit, maintaining collateral where customary and appropriate and performing other
monitoring procedures. As of March 31, 2003, financial guarantees were $871 million.
 

The following table presents the expirations of the contractual commitments discussed above as of March 31, 2003.
 
 

  

Expirations by Period

 

  

Total

  

Less
than

1 Year

  

1 – 3
Years

  

4 – 5
Years

  

More
than 5 Years

     (in millions)
Commitments for home equity and other lines of credit    $ 906   $ 53   $ 196   $ 17   $ 640
Other commitments      1,893     1,204     122     435     132
Contingent consideration      269     20     133     84     32
Financial guarantees      871     179     189     82     421
                

Total    $ 3,939   $ 1,456   $ 640   $ 618   $ 1,225
                
 
Ratings
  In February 2003, Standard and Poor’s Ratings Group (“S&P”) placed its “BBB” counterparty credit rating on Prudential Securities Group Inc. (“PSGI”) and its “BBB+”
counterparty credit rating on Prudential Securities Incorporated on CreditWatch with negative implications. The ratings actions were taken after the announcement of our agreement
with Wachovia to combine each of our company’s respective retail securities brokerage and clearing operations, and resulted from S&P’s reassessment of PSGI as a strategic
subsidiary of Prudential Financial.
 

On May 1, 2003, S&P raised its counterparty credit and financial strength ratings on American Skandia Life Assurance Corporation (“ASLAC”) to “A” from “A-” and
removed the ratings from CreditWatch following the completion of the first step of Prudential Financial’s acquisition of American Skandia. S&P placed a positive outlook on
ASLAC’s rating.
 

On May 1, 2003, A.M. Best Company (“A.M. Best”) stated that the under review status with developing implications on the financial strength rating of “A-” of American
Skandia remained unchanged. A.M. Best expects to review the implications of the acquisition over the next several months with further due diligence as deemed appropriate.
 

On May 2, 2003, Fitch Ratings upgraded the financial strength rating on ASLAC to “A+” from “A-”, and placed a positive outlook on ASLAC’s rating.
 

See the Company’s Annual Report on Form 10-K for the year ended December 31, 2002, for a complete summary of the Company’s insurance claims-paying ratings and
credit ratings. The above information describes ratings changes and activity since the filing of our Form 10-K.
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Off-Balance Sheet Arrangements

 
Guarantees
  As discussed under “Liquidity and Capital Resources—Non-Insurance Contractual Obligations” we provide guarantees incidental to other transactions and services.
 

We provide a number of guarantees related to sales or transfers of real estate in which the buyer has borrowed funds, and we have guaranteed their obligation to their lender.
We provide these guarantees to assist them in obtaining financing for the transaction on more beneficial terms. In some instances, the buyer is an unconsolidated affiliate, and in
other instances the buyer is unaffiliated and we retain no interests in the transferred asset. Our maximum potential exposure under these guarantees was $774 million at March 31,
2003. Any payments that may become required by us under these guarantees would either first be reduced by proceeds received by the creditor on a sale of the assets, or would
provide us with rights to obtain the assets.
 
Other Off-Balance Sheet Arrangements
  We do not have retained or contingent interests in assets transferred to unconsolidated entities, or variable interests in unconsolidated entities or other similar transactions,
arrangements or relationships that serve as credit, liquidity or market risk support, that are reasonably likely to have a material effect on our financial condition, changes in financial
condition, revenues or expenses, results of operations, liquidity, capital expenditures or our access to or requirements for capital resources. In addition, we do not have relationships
with any unconsolidated entities that are contractually limited to narrow activities that facilitate our transfer of or access to assets.
 
Item   3.     Quantitative and Qualitative Disclosures About Market Risk
  Market risk is the risk of change in the value of financial instruments as a result of absolute or relative changes in interest rates, foreign currency exchange rates or equity or
commodity prices. To varying degrees, the investment and trading activities supporting all of our products and services generate market risks. There have been no material changes
in our market risk exposures from December 31, 2002, a description of which may be found in our Annual Report on Form 10-K for the year ended December 31, 2002, Item 7A,
“Quantitative and Qualitative Disclosures About Market Risk,” filed with the SEC.
 
Item   4.     Controls and Procedures
 

Controls and Procedures
 

Within the 90-day period prior to the filing of this report, an evaluation was carried out under the supervision and with the participation of the Company’s management,
including our Chief Executive Officer and Chief Financial Officer, of the effectiveness of the design and operation of our disclosure controls and procedures, as defined in Rule 13a-
14(c) under the Securities Exchange Act of 1934. Based upon that evaluation, the Chief Executive Officer and Chief Financial Officer concluded that the design and operation of
these disclosure controls and procedures were effective. No significant changes were made in our internal controls or in other factors that could significantly affect these controls
subsequent to the date of their evaluation.
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PART II
OTHER INFORMATION

 Item   1.     Legal Proceedings
  We are subject to legal and regulatory actions in the ordinary course of our businesses, including class action lawsuits. Our pending legal and regulatory actions include
proceedings specific to us and proceedings generally applicable to business practices in the industries in which we operate. We are also subject to litigation arising out of our general
business activities, such as our investments, contracts, leases and labor and employment relationships, including claims of discrimination and harassment. In some of our pending
legal and regulatory actions, parties are seeking large and/or indeterminate amounts, including punitive or exemplary damages.
 

Our litigation is subject to many uncertainties, and given its complexity and scope, the outcomes cannot be predicted. It is possible that our results of operations or cash flow
in a particular quarterly or annual period could be materially affected by an ultimate unfavorable resolution of pending litigation and regulatory matters depending, in part, upon the
results of operations or cash flow for such period. Management believes, however, that the ultimate outcome of all pending litigation and regulatory matters, after consideration of
applicable reserves, should not have a material adverse effect on our financial position.
 

See our Annual Report on Form 10-K for the year ended December 31, 2002, for a discussion of our litigation.
 
Item 6.     Exhibits and Reports on Form 8-K
 (a)   Exhibits:
 

4.1
  

Form of Indenture for senior debt securities. Incorporated by reference to Exhibit 4.1 to Prudential Financial, Inc.’s Registration Statement on Form S-3 (No.
333-104444) (the “Registration Statement”)

4.2   Form of Indenture for subordinated debt securities. Incorporated by reference to Exhibit 4.2 of the Registration Statement.
10.1   2001 Prudential Long-Term Performance Unit Plan.
10.2   2002 Prudential Long-Term Performance Unit Plan.

 
Prudential Financial, Inc. will furnish upon request a copy of any exhibit listed above upon the payment of a reasonable fee covering the expense of furnishing the copy. Requests
should be directed to:
  Shareholder Services

Prudential Financial, Inc.
751 Broad Street, 22nd Floor
Newark, NJ 07102

 
(b)   Reports on Form 8-K
 

During the three months ended March 31, 2003, the following Current Reports on Form 8-K were filed or furnished by the Company:
 
 

1.   Current Report on Form 8-K, February 11, 2003, attaching (i) press release announcing 2002 results and (ii) the Quarterly Financial Supplement for its
Financial Services Businesses for the quarterly period ended December 31, 2002.

 
 

2.   Current Report on Form 8-K, February 19, 2003, attaching (i) press release announcing the merger of the retail securities brokerage and clearing operations
with Wachovia Securities and (ii) press release announcing updated 2003 earnings guidance.

 
 

3.   Current Report on Form 8-K, March 14, 2003, attaching (i) and (ii) the certifications of chief executive and financial officers required pursuant to 18 U.S.C
section 1350, as adopted pursuant to section 906 of the Sarbanes-Oxley Act of 2002.

 
  4.   Current Report on Form 8-K, March 14, 2003, providing further information on a litigation matter discussed in the 2002 Annual Report on Form 10-K.
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SIGNATURES
 

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf by the undersigned thereunto duly
authorized.
 

PRUDENTIAL FINANCIAL, INC.

By:
 

/S/    RICHARD J. CARBONE

 
 

Richard J. Carbone
Senior Vice President and Chief Financial Officer

(Authorized signatory and principal financial officer)
 
Date:  May 14, 2003
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CERTIFICATIONS
 
I, Arthur F. Ryan, certify that:
 1.   I have reviewed this quarterly report on Form 10-Q of Prudential Financial, Inc.;
 2.   Based on my knowledge, this quarterly report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the statements made,

in light of the circumstances under which such statements were made, not misleading with respect to the period covered by this quarterly report;
 3.   Based on my knowledge, the financial statements, and other financial information included in this quarterly report, fairly present in all material respects the financial

condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this quarterly report;
 4.   The registrant’s other certifying officers and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in Exchange Act Rules 13a-14

and 15d-14) for the registrant and we have:



 
 

a)   designed such disclosure controls and procedures to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known
to us by others within those entities, particularly during the period in which this quarterly report is being prepared;

 
 

b)   evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date within 90 days prior to the filing date of this quarterly report (the
“Evaluation Date”); and

 
  c)   presented in this quarterly report our conclusions about the effectiveness of the disclosure controls and procedures based on our evaluation as of the Evaluation Date;
 5.   The registrant’s other certifying officers and I have disclosed, based on our most recent evaluation, to the registrant’s auditors and the audit committee of registrant’s board of

directors (or persons performing the equivalent function):
 
 

a)   all significant deficiencies in the design or operation of internal controls which could adversely affect the registrant’s ability to record, process, summarize and report
financial data and have identified for the registrant’s auditors any material weaknesses in internal controls; and

 
  b)   any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s internal controls; and
 6.   The registrant’s other certifying officers and I have indicated in this quarterly report whether or not there were significant changes in internal controls or in other factors that

could significantly affect internal controls subsequent to the date of our most recent evaluation, including any corrective actions with regard to significant deficiencies and
material weaknesses.

 
Date:  May 14, 2003
 

/S/    ARTHUR F. RYAN

Arthur F. Ryan
Chief Executive Officer
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I, Richard J. Carbone, certify that:
 1.   I have reviewed this quarterly report on Form 10-Q of Prudential Financial, Inc.;
 2.   Based on my knowledge, this quarterly report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the statements made,

in light of the circumstances under which such statements were made, not misleading with respect to the period covered by this quarterly report;
 3.   Based on my knowledge, the financial statements, and other financial information included in this quarterly report, fairly present in all material respects the financial

condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this quarterly report;
 4.   The registrant’s other certifying officers and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in Exchange Act Rules 13a-14

and 15d-14) for the registrant and we have:
 
 

a)   designed such disclosure controls and procedures to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known
to us by others within those entities, particularly during the period in which this quarterly report is being prepared;

 
 

b)   evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date within 90 days prior to the filing date of this quarterly report (the
“Evaluation Date”); and

 
  c)   presented in this quarterly report our conclusions about the effectiveness of the disclosure controls and procedures based on our evaluation as of the Evaluation Date;
 5.   The registrant’s other certifying officers and I have disclosed, based on our most recent evaluation, to the registrant’s auditors and the audit committee of registrant’s board of

directors (or persons performing the equivalent function):
 
 

a)   all significant deficiencies in the design or operation of internal controls which could adversely affect the registrant’s ability to record, process, summarize and report
financial data and have identified for the registrant’s auditors any material weaknesses in internal controls; and

 
  b)   any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s internal controls; and
 6.   The registrant’s other certifying officers and I have indicated in this quarterly report whether or not there were significant changes in internal controls or in other factors that

could significantly affect internal controls subsequent to the date of our most recent evaluation, including any corrective actions with regard to significant deficiencies and
material weaknesses.

 
Date:  May 14, 2003
 

/S/    RICHARD J. CARBONE

Richard J. Carbone
Chief Financial Officer

 
88



 
Exhibit 10.1

 
 

2001
 

Prudential Long-Term
 

Performance Unit Plan
 

Table of Contents
 
·  I.   Program Concept
·  II.   Eligibility
·  III.   Granting of Performance Units
·  IV.   Performance Measurement
·  V.   Final Valuation and Payment
·  VI.   Termination of Employment
·  VII.   Plan Funding
·  VIII.   Plan Administration
·  IX.   Revocation, Amendment, and Termination
·  X.   Limitation on Liability
·  XI.   No Contract of Employment
·  XII.   No Right to Participate
·  XIII.   No Limitations on Corporate Actions
·  XIV.   Facilitation of Payments
·  XV.   Addresses; Missing Recipients
·  XVI.   Taxes
·  XVII.   Successors
·  XVIII.   Captions
·  XIX.   Third Parties
·  XX.   Non-Alienation Provision
 
 
Appendix A—Illustration of 2001 Funding Potential
 

2

 
I.    Program Concept
 

The 2001 Prudential Long-Term Performance Unit Plan (“the Plan”) has been developed to recognize and reward the contributions that Participants (as hereafter defined)
will make towards The Prudential Insurance Company of America’s (“Prudential” or “the Company”) long-term growth and success.
 

The Long-Term Performance Unit Plan is one of the four elements of Total Compensation applicable to designated Executives in Prudential. The other elements are: Base
Salary, Annual Incentive Award, and Benefits/Perquisites. The Long-Term Incentive Award is designed to focus attention on the importance of sustained company performance over
a period of years as well as to assist in the retention of eligible employees.
 

The Plan is a “bonus program,” as described in U.S. Department of Labor Regulations Section 2510.3-2(c). As such, the Plan is not an “employee pension benefit plan,” and
is thereby exempt from the substantive requirements of Title I of the Employee Retirement Income Security Act of 1974, as amended (“ERISA”).
 
II.    Eligibility
 

Employees at the Vice President or equivalent level (Grade 6P) and above are eligible to participate in this Plan (“Participants”). In addition, the Compensation Committee
retains the discretion to add certain individuals below the rank of Vice President as Participants under the Plan, provided the Committee determines (i) that such individuals are
included in a select group of management or highly compensated employees of the Company and (ii) that making such individuals Participants under the Plan is in the best interests
of the Company.
 
III.    Granting of Performance Units
 

Participants will be eligible for an annual grant of Performance Units. The decision to grant Performance Units and the number of Performance Units granted to Plan
Participants will be at the discretion of the Compensation Committee. However, significant emphasis will be given to the individual’s performance, market considerations, internal
guidelines and the number of Performance Units available for grant in arriving at the number to be granted, if any.
 

The 2001 Performance Unit grants will be valued based upon Company performance from January 1, 2001 through December 31, 2003 (the “performance period”). There
are, in total, 125,000 Performance Units available for grant in the 2001 Plan. Each Performance Unit will be valued at 1/125,000th of the amount allocated to the Plan at the end of
the performance period.
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A limited number of Performance Units are normally held in reserve to accommodate new hires and promotions during the year as well as other special circumstances. The

number of Performance Units granted to new hires and those receiving promotions during 2001 shall be at the discretion of the Compensation Committee.
 
IV.    Performance Measurement
 

The value of the Performance Units at the end of the performance period will be determined by two principal performance measurements: 1) Cumulative Operating
Earnings; and 2) Cumulative Operating Margin achieved over the three year performance period.
 



Operating Earnings is defined as Adjusted Operating Income for the Financial Services Businesses, as defined in the S-1, and also excludes Market Standards Expenses,
Rightsizing/Restructuring Reserves, and unusual items as identified by management. Operating Margin is Operating Earnings as defined, divided by Revenue, as defined, for the
same period, expressed as a percentage. Revenue is defined as all items in the Revenue section of a GAAP income statement for the Financial Services Businesses, including but not
limited to Premiums, Policy Charges and Fees, Net Investment Income and Other Revenue, but excluding Realized Gains or Losses. The planned Cumulative Operating Earnings is
$8.389 billion and the planned Cumulative Operating Margin is 13.54%. In the event of a subsequent change in accounting methodology or significant acquisition or divestiture, the
above will be reviewed and amended as appropriate.
 

The value of the Performance Units at the end of the performance period depends on the amount allocated to the Plan. When threshold performance is achieved, $49 million
will be allocated to the Plan. Threshold performance is achievement of 75% of planned Cumulative Operating Earnings amount, or $6.292 billion. If threshold performance is not
achieved, allocation to the Plan will not be made. For any additional Cumulative Operating Earnings above the threshold, 2.32% of the incremental amount will be allocated to the
Plan (the Basic Allocation Rate). When Cumulative Operating Earnings exceeds the planned amount, or $8.389 billion, an additional 1.56% of the amount in excess of the planned
amount will be allocated to the Plan (the Premium Allocation Rate). The amount allocated to the Plan as a result of Cumulative Operating Earnings is not subject to any cap or
maximum.
 

The allocation formulae described above (i.e., the 2.32% or 1.56%) will be increased by 0.156% for every 10% improvement in Cumulative Operating Margin over the
planned Cumulative Operating Margin. Partial percentage increases will be prorated. The maximum increase is 0.78%, which corresponds to a 50% improvement in Cumulative
Operating Margin over plan. This increase in the allocation rate(s) is called the Operating Margin Adjustment Factor. No negative adjustment will be made if the planned
Cumulative Operating Margin is not achieved. The Operating Margin Adjustment Factor will only have a positive impact on the total amount allocated to the Plan.
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To ensure that other critical performance factors are also given consideration and reflected in the final Plan allocation, the Compensation Committee may, under normal

circumstances, adjust the total amount allocated to the Plan by up to plus or minus 15%. When considering this adjustment, the Compensation Committee will take into account
such financial and non-financial factors as change in market share, expansion of new distribution channels, overall changes in financial rating, reputation of management, customer
satisfaction, employee satisfaction and change in most admired company status. In the event of circumstances that the Compensation Committee deems extraordinary, the
Compensation Committee reserves the right to make any additional adjustment to the total amount allocated.
 

The following are three illustrations of how the amount allocated can potentially be impacted by Cumulative Operating Earnings and Cumulative Operating Margin. For
purposes of the illustrations the calculated amounts have been rounded. For a summary of the funding potential, refer to Appendix A of this document.
 
Example 1:
 Cumulative Operating Earnings Achieved = $9.228 billion or $2.9 billion above threshold
Cumulative Operating Margin Achieved = 14.9% or 10% above plan
 
Threshold Allocation Amount    $ 49 million
Basic Allocation Rate Amount       ($9.228b-$6.292b) X (2.32% + 0.156%)    $ 73 million
Premium Allocation Rate Amount ($9.228b-$8.389b) X (1.56% + 0.156%)    $ 14 million
    
Total Amount allocated    $ 136 million
    
 
Example 2:
 Cumulative Operating Earnings Achieved = $9.228 billion or $2.9 billion above threshold
Cumulative Operating Margin Achieved = 12.2% or 10% below plan
 
Threshold Allocation Amount    $ 49 million
Basic Allocation Rate Amount       ($9.228b-$6.292b) X 2.32%    $ 68 million
Premium Allocation Rate Amount ($9.228b-$8.389b) X 1.56%    $ 13 million
    
Total Amount allocated    $ 130 million
    
 
Example 3:
 Cumulative Operating Earnings Achieved = $8.389 billion or $2.1 billion above threshold
Cumulative Operating Margin Achieved = 16.2% or 20% above plan
 
Threshold Allocation Amount    $ 49 million
Basic Allocation Rate Amount       ($8.389b-$6.292b) X (2.32% + 0.312%)    $ 55 million
Premium Allocation Rate Amount ($8.389b-$8.389b) X (2.32% + 0.312%)    $ 0 million
    
Total Amount allocated    $ 104 million
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V.    Final Valuation and Payment
 

At the close of the performance period, the amount allocated to the Plan pursuant to the allocation formulae will be calculated and presented to the Compensation Committee
for review and possible adjustment. When the final amount to be allocated is approved by the Compensation Committee, Corporate Compensation will compute the individual
payment for each Participant based on the number of Performance Units granted to the Participant. When the amount to be paid each Participant under the Plan is computed, the
Company will pay such amounts in a single sum to Participants who are on the active payroll on the date of payment.
 

Such deferral will generally be subject to the normal requirements for deferral of LTIP or PUP payments as set forth under the Prudential Deferred Compensation Plan.
 

Any 2001 Performance Unit not granted or any Performance Unit canceled under the circumstances described below, and not re-granted to other Participants, shall not be
paid to any Participant and any Plan allocation not paid to the Participants shall revert to the Company.
 

Payments made under this Plan will not be taken into account in determining benefits or contribution amounts under any employee benefit plan of the Company or any of its
affiliates unless such plan shall specifically provide for the inclusion of such amounts in the computation of benefits or contribution amounts.
 



VI.    Termination of Employment
 

If employment is terminated prior to the payment of the Performance Units, treatment of the Performance Units will be as follows.
 
A.   Discharge, Voluntary Termination, or Competing Business—If, prior to the payment of the Performance Units, the Participant is separated from employment for cause, as

determined by the Compensation Committee, or the Participant engages in any business that is directly or indirectly competitive with or detrimental to the interests of
Prudential as determined by the Compensation Committee, or if, before the end of the performance period, the Participant resigns or otherwise terminates employment under
circumstances not described in Section VI B-E below, the Participant’s Performance Units shall be canceled and the Participant shall receive no payment under this Plan.
Canceled Performance Units may be granted to other Participants.

 
B.   Retirement—Subject to compliance with the conditions outlined below, if during the performance period, a Participant separates from employment by reason of retirement

upon or after qualifying to retire (whether at early or normal retirement) under the terms and conditions of any pension plan sponsored by the Company or an affiliate in
which the Participant participates, the number of Performance Units granted will be reduced by multiplying the grant by a fraction, the numerator of which is the number
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of full months in the performance period during which the Participant was an active employee and the denominator of which is the number of months in the performance
period (36). A partial month worked shall be counted as a full month if the Participant is an active employee for 15 days or more in that month. The resulting reduced number
of Performance Units shall be considered vested and payment made to the Participant following the final valuation of the Plan as described in Section V, provided that the
Company reserves the right to cancel such Performance Units if the Participant, prior to the end of the applicable performance period, (i) performs any services, whether as
an employee, officer, director, agent, independent contractor, partner or otherwise, for a competitor of the Company or any of its affiliates without the consent of the
Administrator, as defined below, or (ii) takes any other action, including, but not limited to, interfering with the relationship between the Company or any of its affiliates and
any of its employees, clients or agents, which is intended to damage or does damage to the business or reputation of the Company.

 
The portion of any Performance Units reduced pursuant to the first sentence of this section (and therefore not payable to a Participant under any circumstances) shall be
canceled and shall not be payable. In addition, if a Participant fails to comply with the conditions of payment, the pro-rated Performance Units shall also be canceled and
shall not be payable.

 
C.   Death—If a Participant dies during the performance period, the number of Performance Units granted will be reduced by multiplying the grant by a fraction, the numerator

of which is the number of full months in the performance period during which the Participant was an active employee and the denominator of which is the number of months
in the performance period (36). A partial month worked shall be counted as a full month if the Participant is an active employee for 15 days or more in that month. The
resulting reduced number of Performance Units shall be considered vested. Thereafter, the reduced number of Performance Units shall be multiplied by the greater of (i) the
most recent estimation of the accrued value of such Units (as determined by the Committee in its discretion) as of the Participant’s death, or (ii) the initial range or book
value of the Units that had been provided to the Participant upon grant, and a lump sum payment made to the Participant’s estate as soon as practicable thereafter. If the
Performance Units are reduced pursuant to this paragraph, the portion of the Performance Units eliminated shall be canceled and shall not be payable.

 
D.   Disability—If, prior to the payment of the Performance Units, a Participant’s employment is terminated as a result of the Participant’s inability to perform the basic

requirement of his or her position due to physical or mental incapacity and after the Participant’s short-term disability benefits have expired under the terms of The
Prudential Welfare Benefits plan, the number of Performance Units granted to the Participant will be reduced by multiplying the grant by a fraction, the numerator of which
is the number of full months in the performance period during which the Participant was an active employee and the denominator of which is the number of
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months in the performance period (36). The period of time that the employee was on Short Term Disability shall be counted as active employment. A partial month worked
shall be counted as a full month if the Participant is an active employee for 15 days or more in that month. The resulting reduced number of Performance Units shall be
considered vested and payment made to the Participant following the final valuation of the Plan as described in Section V. If the Performance Units are reduced pursuant to
this paragraph, the portion of the Performance Units eliminated shall be canceled and shall not be payable.

 
E.   Termination of Employment of Certain Participants After a Change of Control—If, prior to the payment of the Performance Units, a Participant’s employment is

terminated after a “Change of Control” (as defined below) has occurred, the Compensation Committee shall award a partial payment to such Participant that is not paid from
Plan allocations. This payment will be based on the number of full months in the performance period that the Participant was an active employee and the most recent
estimation of the accrued value as of the Participant’s termination of employment.

 
For purposes of this provision, a “Change of Control” is deemed to have occurred if any of the following events shall occur:

 
(i)  any person acquires “beneficial ownership” (within the meaning of Rule 13d-3 under the Exchange Act), directly or indirectly, of securities of the Company

(or, as applicable, any publicly-traded parent of the Company) representing 25% or more of the combined voting power of the Company’s securities; or
 

(ii)  within any 24-month period commencing prior to the consummation of a plan of reorganization under which the Company ceases to be a mutual life
insurance company, the persons who, at the beginning of such period, were the members of the board of directors of the Company (the “Incumbent Prudential
Directors”) shall cease to constitute at least a majority of the board of directors of the Company, any publicly-traded parent of the Company, or the board of directors
of any successor to the Company; provided, however, that any director elected to the board of directors of the Company, or nominated for election to such board, by a
majority of the Incumbent Prudential Directors then still in office shall be deemed to be an Incumbent Prudential Director for purposes of this subclause (ii); or

 
(iii)  upon the consummation of a merger, consolidation, share exchange, division, sale or other disposition of all or substantially all of the assets of the

Company (including, for these purposes, any publicly-traded parent of the Company)(a “Company Corporate Event”), immediately following the consummation of
which the stockholders of the Company (or the publicly traded parent of the Company, as the case may be), immediately prior to such Company
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Corporate Event do not hold, directly or indirectly, a majority of the voting power of
 
  (a)   in the case of a merger or consolidation, the surviving or resulting corporation,
 
  (b)   in the case of a share exchange, the acquiring corporation or
 

 

(c)   in the case of a division or a sale or other disposition of assets, each surviving, resulting or acquiring corporation which, immediately following the relevant
Company Corporate Event, holds more than 25% of the consolidated assets of the Company (or the publicly-traded parent of the Company, as the case may
be) immediately prior to such Company Corporate Event, provided that no Change of Control shall be deemed to have occurred with respect to any Participant
who is employed, immediately following such Company Corporate Event, by any entity in which the policyholders or stockholders of the Company, as the
case may be, immediately prior to such Company Corporate Event hold, directly or indirectly, a majority of the voting power; or

 
(iv)  any other event occurs which the Board of Directors of the Company declares to be a Change of Control.



 
Notwithstanding the foregoing, a Change of Control shall not be deemed to have occurred merely as a result of (i) the conversion of the Company from a mutual life
insurance company to a stock company a majority of whose shareholders immediately following such conversion are either (x) persons who were policyholders of the
Company immediately prior to such transaction or (y) the Company or another corporation the shares of which are held primarily by the persons described in
subclause (x); (ii) the Company ‘s becoming a direct or indirect subsidiary of the Company whose shareholders are primarily persons who were policyholders of the
Company immediately prior to such transaction or (iii) an underwritten offering of the equity securities of the Company or any other parent of the Company where no
person (including any group (within the meaning of Rule 13d-5(b) under the Securities Exchange Act of 1934)) acquires more than 25% of the beneficial ownership
interests in such securities.

 
F.   Involuntary Termination of Employment Other than After a Change of Control—If a Participant’s employment is terminated prior to the payment of the Performance

Units by reason of involuntary termination of employment for reasons other than those described in Section VI A-D above, the Performance Units granted will be canceled
and the Participant shall receive no payment from the Plan. The Compensation Committee may, in its discretion, award a partial payment to such Participant which is not
paid from Plan allocations. This payment will be based on the number of full months in the performance period that the Participant was an active
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employee and on the progress towards the cumulative performance measures in Section IV as of the Participant’s termination of employment. In no event is a Participant
who terminates from employment for reasons described in this paragraph to receive a payment greater than that computed had the planned Cumulative Operating Earnings
amount been met, even if actual Cumulative Operating Earnings and/or actual Cumulative Operating Margin exceeds the planned amount.

 
VII.    Plan Funding
 

The Plan shall at all times be unfunded and no provision shall at any time be made with respect to segregating any assets of the Company or an affiliate for payment of any
benefits under the Plan. The right of a Participant to receive payment under the Plan shall be an unsecured claim against the general assets of the Company or an affiliate, and
neither the Participant nor any other person shall have any rights in or against any specific assets of the Company or an affiliate. The Company and any affiliate may establish a
reserve of assets to provide funds for payments under the Plan.
 
VIII.    Plan Administration
 

The Compensation Committee shall be the administrator of the Plan. With respect to its authority to award or cancel payments under the Plan to Participants whose
employment is terminated, its authority to grant Performance Units to eligible new or promoted employees below the Senior Vice President level, and with regard to the
participation in the Plan of persons who are below the level of Senior Vice President, the Plan shall be administered by the Prudential Executive Vice President, Human Resources
or, to the extent that the Prudential Executive Vice President, Human Resources deems appropriate, to the Vice President, Total Compensation. The Compensation Committee, the
Prudential Executive Vice President, Human Resources or the Vice President, Total Compensation, as applicable, shall be referred to as the Administrator. The Administrator shall
administer the Plan in accordance with its terms and shall have the discretion and authority necessary in the administration of the Plan, including the authority to interpret the Plan,
to make factual determinations under the Plan and to determine Plan payments and allocations. The Administrator shall have the discretion and authority to adopt and revise rules
and procedures relating to the Plan, to correct any defect or omission or reconcile any inconsistency in this Plan or any payment hereunder, and to make any other determinations
that it believes necessary or advisable in the administration of the Plan. Determinations and decisions by the Administrator shall be final and binding on all employees, Participants
and all other persons.
 
IX.    Revocation, Amendment, and Termination
 

Other than as set forth below, the Compensation Committee may, in its sole discretion, at any time and from time to time amend, modify, suspend, or terminate this Plan, in
whole or in part, without notice to or the consent of any Participant or employee. This Plan may
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be amended or terminated by resolution of the Compensation Committee and by execution of a written instrument by a duly authorized officer of the Company.
 

Notwithstanding the foregoing, if the Plan is terminated, modified or replaced by the Compensation Committee, the Company or any successor in any manner that adversely
affects Participants of this Plan in connection with a Change of Control, payments of the full 2001 Performance Unit Award will be made to Participants under the Program as of
such date, using the target award value ($780 per unit), with no prorating of the award for the modified length of the performance period. If the Plan is continued by the Company or
any successor after a Change of Control or is replaced by the Company or any successor to the Company in a manner that does not adversely affect Participants, no immediate
payment of the benefits described in the preceding sentence will be made unless and until such Participant’s employment is terminated by the Company or any affiliate. If the Plan
is so continued, the amount and terms of payment at termination of a Participant’s employment shall be in accordance with the provisions of the Plan or, if more favorable, any
successor or replacement plan.
 
X.    Limitation On Liability
 

The liability of the Company or any affiliate under this Plan is limited to the obligations expressly set forth in the Plan, and no term or provision of this Plan may be
construed to impose any further or additional duties, obligations, or costs on the Company, an affiliate or the Compensation Committee not expressly set forth in the Plan.
 
XI.    No Contract of Employment
 

The existence of this Plan, as in effect at any time or from time to time, or any grant of Performance Units under the Plan shall not be deemed to constitute a contract of
employment between Prudential, or an affiliate, and any employee or Participant, nor shall it constitute a right to remain in the employ of Prudential or an affiliate. Employment
with Prudential or an affiliate is employment-at-will and either party may terminate the Participant’s employment at any time, for any reason, with or without cause or notice.
 
XII.    No Right to Participate
 

Except as provided in Sections II and III, no Participant or other employee shall at any time have a right to be selected for participation in the Plan, despite having previously
participated in an incentive or bonus plan of the Company or an affiliate.
 
XIII.    No  Limitations on Corporate Actions
 

Except as may otherwise be provided for in Sections VI. E. or IX of the Plan (related to payments in the event of a Change of Control), nothing contained in this Plan shall
be construed to prevent the Company, or any affiliate, from taking any corporate action
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which is deemed by it to be appropriate, or in its best interest, whether or not such action would have an adverse effect on this Plan, or any awards made under this Plan. No
employee, beneficiary, or other person, shall have any claim against the Company, or any of its affiliates, as a result of any such action.
 
XIV.    Facilitation of Payments



 
Notwithstanding anything else in this Plan to the contrary, in the event that a payment is due to an employee, or former employee (or a beneficiary thereof), under this Plan

and the recipient is a minor, mentally incompetent, or otherwise incapacitated, such payment shall be made to the recipient’s legal representative, or guardian. If there is no such
legal representative, or guardian, Prudential, in its sole discretion, may direct that payment be made to any person Prudential, in its sole discretion, believes, by reason of a family
relationship, or otherwise, will apply. Upon such payment, for the benefit of the recipient, the Company and each of its affiliates shall be fully discharged of all obligations therefor.
 
XV.    Addresses; Missing Recipients
 

A recipient of any payment under this Plan who is not a current employee of the Company, or an affiliate, shall have the obligation to inform the Company of his or her
current address, or other location to which payments are to be sent. Neither the Company nor any affiliate shall have any liability to such recipient, or any other person, for any
failure of such recipient, or person, to receive any payment if it sends such payment to the address provided by such recipient by first class mail, postage paid, or other comparable
delivery method. Notwithstanding anything else in this Plan to the contrary, if a recipient of any payment cannot be located within 120 days following the date on which such
payment is due after reasonable efforts by the Company or an affiliate, such payments and all future payments owing to such recipient shall be forfeited without notice to such
recipient. If, within two years (or such longer period as Prudential, in its sole discretion, may determine), after the date as of which payment was forfeited (or, if later, is first due),
the recipient, by written notice to the Company, requests that such payment and all future payments owing to such recipient be reinstated and provides satisfactory proof of their
identity, such payments shall be promptly reinstated. To the extent the due date of any reinstated payment occurred prior to such reinstatement, such payment shall be made to the
recipient (without any interest from its original due date) within 90 days after such reinstatement.
 
XVI.    Taxes
 

The Company or an affiliate shall have the right to deduct from all payments under the Plan any federal, state, or local taxes required by law to be withheld with respect to
such payments.
 
XVII.    Successors
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  All obligations of the Company and any affiliate under the Plan shall be binding upon and inure to the benefit of any successor to the Company or such affiliate, whether the
existence of such successor is the result of a direct or indirect purchase, merger, consolidation, demutualization or otherwise.
 
XVIII.    Captions
 

The headings and captions appearing herein are inserted only as a matter of convenience. They do not define, limit, construe, or describe the scope or intent of the provisions
of the Plan.
 
XIX.    Third Parties
 

Nothing expressed or implied in this Plan is intended or may be construed to give any person other than eligible Participants any rights or remedies under this Plan.
 
XX.    Non-Alienation Provision
 

Subject to the provisions of applicable law, no interest of any person or entity in any long term incentive award, or right to receive any long term incentive award or any
distribution or other benefit under the Plan shall be subject in any manner to sale, transfer, assignment, pledge, attachment, garnishment, or other alienation or encumbrance of any
kind; nor may such interest in any long term incentive award, or right to receive any long term incentive award or any distribution or any benefit under the Plan be taken, either
voluntarily or involuntarily, for the satisfaction of the debts of, or other obligations or claims against, such person or entity, including (but not limited to) claims for alimony,
support, separate maintenance and claims in bankruptcy proceedings.
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I.    Program Concept
 

The 2002 Prudential Financial Long-Term Performance Unit Plan (“the Plan”) has been developed to recognize and reward the contributions that Participants (as hereafter
defined) will make towards the Prudential Financial, Inc.’s (“Prudential”, “PFI”, or “the Company”) long-term growth and success.
 

The Long-Term Performance Unit Plan is one of the four elements of Total Compensation applicable to designated Executives in Prudential. The other elements are: Base
Salary, Annual Incentive Award, and Benefits/Perquisites. The Long-Term Incentive Award is designed to focus attention on the importance of sustained company performance over
a period of years as well as to assist in the retention of eligible employees.
 

The Plan is a “bonus program,” as described in U.S. Department of Labor Regulations Section 2510.3-2(c). As such, the Plan is not an “employee pension benefit plan,” and
is thereby exempt from the substantive requirements of Title I of the Employee Retirement Income Security Act of 1974, as amended (“ERISA”).
 
II.    Eligibility
 

Employees at the Vice President Grade 6P or equivalent level and above are eligible to participate in this Plan (“Participants”). In addition, the Compensation Committee of
the Company retains the discretion to add certain individuals below the rank of Vice President Grade 6P as Participants under the Plan, provided the Committee determines (i) that
such individuals are included in a select group of management or highly compensated employees of the Company and (ii) that making such individuals Participants under the Plan
is in the best interests of the Company.
 
III.    Granting of Performance Units
 

Participants will be eligible for an annual grant of Performance Units. The decision to grant Performance Units and the number of Performance Units granted to Plan
Participants will be at the discretion of the Compensation Committee. However, significant emphasis will be given to the individual’s performance, market considerations, internal
guidelines and the number of Performance Units available for grant in arriving at the number to be granted, if any.
 

The 2002 Performance Unit grants will be valued based upon Company performance from January 1, 2002 through December 31, 2004 (the “performance period”). The
2002 Performance Unit Plan’s aggregate award pool will be set at half of 2001’s award pool in order to transition the executive population to stock option award eligibility later in
2002.
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The aggregate award pool will be translated into a number of performance units having an initial grant value of $555 per unit.

 
Performance Units may be awarded to new hires and promotions during the year as well as other special circumstances. The number of Performance Units granted to new

hires and those receiving promotions during 2002 shall be at the discretion of the Compensation Committee.
 
IV.    Performance Measurement
 

The value of the Performance Units is anticipated to increase to $780 per unit over the three-year performance period based on an annual compounded risk-adjusted rate of
return of 12%. To calculate award payments, the unit values will then be adjusted by 0.0 to 2.0 based on a relative performance measure.
 

The performance measure will be PFI’s three-year Total Shareholder Return (TSR) relative to a group of peer companies over the performance period. The peer companies
will be the companies listed in the following two sub-industries of the S&P 500 Financials Sector (only peer companies remaining in the group at year-end 2004 will count):



 
  —   Life & Health Insurance (40301020)
 
  —   Diversified Financial Services (40201020)
 

PFI’s three-year TSR performance will be evaluated as follows:
 
  —   Performance achievement equal to the 15th percentile or below of the peer group will result in an earnout factor of zero
 
  —   Performance achievement equal to the 25th percentile of the peer group will result in an earnout factor of 0.5
 
  —   Performance achievement equal to the median of the peer group will result in an earnout factor of 1.0, or “target”
 
  —   Performance achievement equal to the 75th percentile of the peer group will result in an earnout factor of 1.5
 
  —   Performance achievement equal to the 85th percentile of the peer group will result in a maximum earnout factor of 2.0
 
  —   Earnout factors will be in a linear relationship with performance achievement between these points as shown in the graph below
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—   The TSR measurement will use average closing prices for the final 20 trading days of 2002, 2003 and 2004 and, as a base period, the average closing

prices from December 13, 2001, the PFI IPO date, through December 31, 2001. For PFI, the average closing price for the base period was $31.03
 
The actual award values will be determined at the end of the three-year performance period as follows:
 
  —   Step 1: Calculate the “Target Award Value” by multiplying the number of performance units granted by $780;
 

Target Award Value = Number of Performance Units x $780
 

 
—   Step 2: Calculate the “Weighted Average TSR” by calculating PFI’s TSR for three periods (December 2001 through December 2002; December 2001through

December 2003; and December 2001 through December 2004, multiply each TSR produced by 1/3, and add all three components together;
 

“Weighted Average TSR = 1/3(TSR 2001-2002) + 1/3(TSR 2001-2003) + 1/3(TSR 2001-2004)
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  —   Step 3: Multiply the Target Award Values by the Weighted Average TSR performance factor to determine the “Performance Adjusted Target Award Values”
 
         “Performance Adjusted Target Award Values” = Target Award Value x Weighted Average TSR
 
  —   Step 4: Multiply the Performance Adjusted Target Award Values by the number of Performance Units granted to determine the actual PUP payment per Participant.
 

Performance Adjusted Target Award Values x Number of Performance Units = PUP Payment.
 

To ensure that other critical performance factors are also given consideration and reflected in the final Plan allocation, the Compensation Committee may, under normal
circumstances, adjust the total amount allocated to the Plan by up to plus or minus 15%. Among the factors that will be taken into consideration will be net income and other
financial results over the performance period, the level of under or over performance relative to the peer group, changes in market share, customer and employee satisfaction,
extraordinary or unusual items, legal liabilities and strategic development factors. In the event of circumstances that the Compensation Committee deems extraordinary, the
Compensation Committee reserves the right to make any additional adjustment to the total amount allocated.
 
V.    Final Valuation and Payment
 

At the close of the performance period, the award values will be calculated and presented to the Compensation Committee for review and possible adjustment. When the
final award value per unit is determined, Corporate Compensation will compute the individual payment for each Participant based on the number of Performance Units granted to
the Participant.
 

The final 2002 awards are anticipated to be paid solely in cash.
 

Any 2002 Performance Unit not granted or any Performance Unit canceled under the circumstances described below, and not re-granted to other Participants, shall not be
paid to any Participant and shall revert to the Company.
 

Payments made under this Plan will not be taken into account in determining benefits or contribution amounts under any employee benefit plan of the Company or any of its
affiliates unless such plan shall specifically provide for the inclusion of such amounts in the computation of benefits or contribution amounts.
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VI.    Termination of Employment
 

If employment is terminated prior to the payment of the Performance Units, treatment of the Performance Units will be as follows.
 
A.   Discharge, Voluntary Termination, or Competing Business—If, prior to the payment of the Performance Units, the Participant is separated from employment for cause, as

determined by the Compensation Committee, or the Participant engages in any business that is directly or indirectly competitive with or detrimental to the interests of
Prudential as determined by the Compensation Committee, or if, before the end of the performance period, the Participant resigns or otherwise terminates employment under
circumstances not described in Section VI B-E below, the Participant’s Performance Units shall be canceled and the Participant shall receive no payment under this Plan.
Canceled Performance Units may be granted to other Participants.

 
B.   Retirement—Subject to compliance with the conditions outlined below, if during the performance period, a Participant separates from employment by reason of retirement

upon or after qualifying to retire (whether at early or normal retirement) under the terms and conditions of any pension plan sponsored by the Company or an affiliate in
which the Participant participates, the number of Performance Units granted will be reduced by multiplying the grant by a fraction, the numerator of which is the number of
full months in the performance period during which the Participant was an active employee and the denominator of which is the number of months in the performance period
(36). A partial month worked shall be counted as a full month if the Participant is an active employee for 15 days or more in that month. The resulting reduced number of
Performance Units shall be considered vested and payment made to the Participant following the final valuation of the Plan as described in Section V, provided that the
Company reserves the right to cancel such Performance Units if the Participant, prior to the end of the applicable performance period, (i) performs any services, whether as
an employee, officer, director, agent, independent contractor, partner or otherwise, for a competitor of the Company or any of its affiliates without the consent of the
Administrator, as defined below, or (ii) takes any other action, including, but not limited to, interfering with the relationship between the Company or any of its affiliates and
any of its employees, clients or agents, which is intended to damage or does damage to the business or reputation of the Company.

 
The portion of any Performance Units reduced pursuant to the first sentence of this section (and therefore not payable to a Participant under any circumstances) shall be
canceled and shall not be payable. In addition, if a Participant fails to comply with the conditions of payment, the pro-rated Performance Units shall also be canceled and
shall not be payable.

 
C.   Death—If a Participant dies during the performance period, the Participant’s estate or beneficiaries will receive a lump sum payment calculated by (a) first reducing the

number of Performance Units by multiplying the such number by a fraction, the
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numerator of which is the number of full or partial months in the performance period during which the Participant was an active employee and the denominator of which is
the number of months in the performance period (36), (b) multiplying such Performance Units by the greater of (i) the most recent estimation of the accrued value of such
units as of the participant’s death or (ii) the unit value for achievement of plan results and (c) making a lump sum payment of such amounts to the participant’s estate as soon
as practicable thereafter.

 
D.   Disability—If, prior to the payment of the Performance Units, a Participant’s employment is terminated as a result of the Participant’s inability to perform the basic

requirement of his or her position due to physical or mental incapacity and after the Participant’s short-term disability benefits have expired under the terms of The
Prudential Welfare Benefits plan, the number of Performance Units granted to the Participant will be reduced by multiplying the grant by a fraction, the numerator of which
is the number of full months in the performance period during which the Participant was an active employee and the denominator of which is the number of months in the
performance period (36). The period of time that the employee was on Short Term Disability shall be counted as active employment. A partial month worked shall be
counted as a full month if the Participant is an active employee for 15 days or more in that month. The resulting reduced number of Performance Units shall be considered
vested and payment made to the Participant following the final valuation of the Plan as described in Section V. If the Performance Units are reduced pursuant to this
paragraph, the portion of the Performance Units eliminated shall be canceled and shall not be payable.

 
E.   Termination of Employment of Certain Participants After a Change of Control—If, prior to the payment of the Performance Units, a Participant’s employment is

terminated after a “Change of Control” as defined under the Prudential Executive Change of Control Severance Program, the Compensation Committee shall award a partial
payment to such Participant that is not paid from Plan allocations. This payment will be based on the number of full months in the performance period that the Participant
was an active employee and the most recent estimation of the accrued value as of the Participant’s termination of employment.

 
F.   Involuntary Termination of Employment Other Than After a Change of Control—If a Participant’s employment is terminated prior to the payment of the Performance

Units by reason of involuntary termination of employment for reasons other than those described in Section VI A-E above, the Performance Units granted will be canceled
and the Participant shall receive no payment from the Plan. The Compensation Committee may, in its discretion, award a partial payment to such Participant which is not
paid from Plan allocations. This payment will be based on the number of full months in the performance period that the Participant was an active employee and the most
recent estimation of the accrued value as of the Participant’s termination of
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employment. In no event is a Participant who terminates from employment for reasons described in this paragraph to receive a payment greater than that computed with a
“target” performance factor of 1.0, even if the actual TSR performance factor exceeds the “target” 1.0 factor.

 
VII.    Plan Funding
 

The Plan shall at all times be unfunded and no provision shall at any time be made with respect to segregating any assets of the Company or an affiliate for payment of any
benefits under the Plan. The right of a Participant to receive payment under the Plan shall be an unsecured claim against the general assets of the Company or an affiliate, and
neither the Participant nor any other person shall have any rights in or against any specific assets of the Company or an affiliate. The Company and any affiliate may establish a
reserve of assets to provide funds for payments under the Plan.
 
VIII.    Plan Administration
 

The Compensation Committee shall be the administrator of the Plan. With respect to its authority to award or cancel payments under the Plan to Participants whose
employment is terminated, its authority to grant Performance Units to eligible new or promoted employees below the Senior Vice President level, and with regard to the
participation in the Plan of persons who are below the level of Senior Vice President, the Plan shall be administered by the Prudential Executive Vice President, Human Resources
or, to the extent that the Prudential Executive Vice President, Human Resources deems appropriate, to the Vice President, Total Compensation. The Compensation Committee, the
Prudential Executive Vice President, Human Resources or the Vice President, Total Compensation, as applicable, shall be referred to as the Administrator. The Administrator shall
administer the Plan in accordance with its terms and shall have the discretion and authority necessary in the administration of the Plan, including the authority to interpret the Plan,
to make factual determinations under the Plan and to determine Plan payments and allocations. The Administrator shall have the discretion and authority to adopt and revise rules
and procedures relating to the Plan, to correct any defect or omission or reconcile any inconsistency in this Plan or any payment hereunder, and to make any other determinations
that it believes necessary or advisable in the administration of the Plan. Determinations and decisions by the Administrator shall be final and binding on all employees, Participants
and all other persons.
 
IX.    Revocation, Amendment, and Termination
 



Other than as set forth below, the Compensation Committee may, in its sole discretion, at any time and from time to time amend, modify, suspend, or terminate this Plan, in
whole or in part, without notice to or the consent of any Participant or employee. This Plan may be amended or terminated by resolution of the Compensation Committee and by
execution of a written instrument by a duly authorized officer of the Company.
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Notwithstanding the foregoing, if the Plan is terminated, modified or replaced by the Compensation Committee, the Company or any successor in a manner that materially

adversely affects Participants of this Plan as a group in connection with a “Change of Control” as defined under the Prudential Executive Change of Control Program, payments of
the full 2002 Performance Unit Award will be made to Participants under the Program as of such date, using the target award value ($780 per unit), with no prorating of the award
for the modified length of the performance period. If the Plan is continued by the Company or any successor after a Change of Control or is replaced by the Company or any
successor to the Company in a manner that does not materially adversely affect Participants of this Plan as a group, no immediate payment of the benefits described in the preceding
sentence will be made unless and until such Participant’s employment is terminated by the Company or any affiliate. If the Plan is so continued, the amount and terms of payment at
termination of a Participant’s employment shall be in accordance with the provisions of the Plan or, if more favorable, any successor or replacement plan.
 
X.    Limitation On Liability
 

The liability of the Company or any affiliate under this Plan is limited to the obligations expressly set forth in the Plan, and no term or provision of this Plan may be
construed to impose any further or additional duties, obligations, or costs on the Company, an affiliate, or the Compensation Committee not expressly set forth in the Plan.
 
XI.    No Contract of Employment
 

The existence of this Plan, as in effect at any time or from time to time, or any grant of Performance Units under the Plan shall not be deemed to constitute a contract of
employment between Prudential, or an affiliate, and any employee or Participant, nor shall it constitute a right to remain in the employ of Prudential or an affiliate. Employment
with Prudential or an affiliate is employment-at-will and either party may terminate the Participant’s employment at any time, for any reason, with or without cause or notice.
 
XII.    No Right to Participate
 

Except as provided in Sections II and III, no Participant or other employee shall at any time have a right to be selected for participation in the Plan, despite having previously
participated in an incentive or bonus plan of the Company or an affiliate.
 
XIII.    No Limitations on Corporate Actions
 

Except as may otherwise be provided for in Sections VI E. or IX of the Plan (related to payments in the event of a Change of Control), nothing contained in this Plan shall be
construed to prevent the Company, or any affiliate, from taking any corporate action which is deemed by it to be appropriate, or in its best interest, whether or not such action
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would have an adverse effect on this Plan, or any awards made under this Plan. No employee, beneficiary, or other person, shall have any claim against the Company, or any of its
affiliates, as a result of any such action.
 
XIV.    Facilitation of Payments
 

Notwithstanding anything else in this Plan to the contrary, in the event that a payment is due to an employee, or former employee (or a beneficiary thereof), under this Plan
and the recipient is a minor, mentally incompetent, or otherwise incapacitated, such payment shall be made to the recipient’s legal representative, or guardian. If there is no such
legal representative, or guardian, Prudential, in its sole discretion, may direct that payment be made to any person Prudential, in its sole discretion, believes, by reason of a family
relationship, or otherwise, will apply. Upon such payment, for the benefit of the recipient, the Company and each of its affiliates shall be fully discharged of all obligations therefor.
 
XV.    Addresses; Missing Recipients
 

A recipient of any payment under this Plan who is not a current employee of the Company, or an affiliate, shall have the obligation to inform the Company of his or her
current address, or other location to which payments are to be sent. Neither the Company nor any affiliate shall have any liability to such recipient, or any other person, for any
failure of such recipient, or person, to receive any payment if it sends such payment to the address provided by such recipient by first class mail, postage paid, or other comparable
delivery method. Notwithstanding anything else in this Plan to the contrary, if a recipient of any payment cannot be located within 120 days following the date on which such
payment is due after reasonable efforts by the Company or an affiliate, such payments and all future payments owing to such recipient shall be forfeited without notice to such
recipient. If, within two years (or such longer period as Prudential, in its sole discretion, may determine), after the date as of which payment was forfeited (or, if later, is first due),
the recipient, by written notice to the Company, requests that such payment and all future payments owing to such recipient be reinstated and provides satisfactory proof of their
identity, such payments shall be promptly reinstated. To the extent the due date of any reinstated payment occurred prior to such reinstatement, such payment shall be made to the
recipient (without any interest from its original due date) within 90 days after such reinstatement.
 
XVI.    Taxes
 

The Company or an affiliate shall have the right to deduct from all payments under the Plan any federal, state, or local taxes required by law to be withheld with respect to
such payments.
 
XVII.    Successors
 

11

  All obligations of the Company and any affiliate under the Plan shall be binding upon and inure to the benefit of any successor to the Company or such affiliate, whether the
existence of such successor is the result of a direct or indirect purchase, merger, consolidation, demutualization or otherwise.
 
XVIII.    Captions
 

The headings and captions appearing herein are inserted only as a matter of convenience. They do not define, limit, construe, or describe the scope or intent of the provisions
of the Plan.
 
XIX.    Third Parties
 

Nothing expressed or implied in this Plan is intended or may be construed to give any person other than eligible Participants any rights or remedies under this Plan.
 
XX.    Non-Alienation Provision
 

Subject to the provisions of applicable law, no interest of any person or entity in any long term incentive award, or right to receive any long term incentive award or any
distribution or other benefit under the Plan shall be subject in any manner to sale, transfer, assignment, pledge, attachment, garnishment, or other alienation or encumbrance of any



kind; nor may such interest in any long term incentive award, or right to receive any long term incentive award or any distribution or any benefit under the Plan be taken, either
voluntarily or involuntarily, for the satisfaction of the debts of, or other obligations or claims against, such person or entity, including (but not limited to) claims for alimony,
support, separate maintenance and claims in bankruptcy proceedings.
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