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THE PEARSON PENSION PLAN
TRUSTEE'S REPORT

1 CONSTITUTION AND STRUCTURE OF THE PLAN

The Pearson Pension Plan (the Plan) is administered in accordance with the Rules in the interests
of its beneficiaries by Pearson Pension Trustee Limited (the Trustee). Responsibility for day to day
management of the Plan is delegated to the Pensions Director.

The Plan is organised into sections, each with its own benefit structure. From 1 December 2006,
all sections were closed to new entrants with the exception of the Money Purchase 2003 Section.
On 1 September 2013, in response to legislation, the Auto Enrolment Section was also added. The
Money Purchase 2003 and Auto Enrolment sections are available to new employees of companies
participating in the Plan who satisfy the eligibility criteria. The Auto Enrolment Section has been
designed to meet the minimum legislative requirements for eligible jobholders who meet the Auto
Enrolment criteria and do not wish to join the Money Purchase 2003 Section of the Plan. In
addition, the rules also allow non-eligible jobholders and entitled workers to opt in to the Auto
Enrolment Section.

Up until 5 April 2016, the Plan was contracted-out for the purpose of the Pension Schemes Act
1993 by virtue of satisfying section 9(2) of that Act. All employments to which the Plan relates were
contracted-out employments for the purpose of that Act, with the exception of those members
joining the Auto Enrolment Section of the Plan. This means that contracted out members did not
contribute to the State Second Pension (S2P), and that their retirement benefits are subject to the
reference scheme test underpin. The Plan is also a Registered Pension Scheme under section 153
of the Finance Act 2004, the effect of which is to give tax relief on members’ and employers’
contributions, certain classes of investment income and on capital gains of the Plan.

From 6 April 2016 Plan Members who reach State Pension age on or after that date will get the
new single-tier State Pension which replaces the current Basic State Pension and the State Second
Pension. The introduction of the single-tier State Pension means that it is no longer possible for
the Plan to contract-out of the State Second Pension.

During the year as part of the rebranding of the Plan, both the Plan and the Trustee changed their
names. The Plan was previously known as the Pearson Group Pension Plan, and the Trustee was
previously Pearson Group Pension Trustee Limited. The name changes were effective from
1 September 2017 and 31 August 2017 respectively.
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2 GOVERNANCE

The Directors of the Trustee, Pearson Pension Trustee Limited, who served during the year and
those serving at the date of approval of the financial statements were:

“A" Directors Company Nominated Directors
Sally Johnson

Jim Marshall
Peter Hughes (appointed 1 March 2018)
Kate Bishop (resigned 1 March 2018)

Member Nominated Directors

Naomi Maradas

Nigel Rendell (reappointed 22 February 2018)

Louise Jones (appointed 22 February 2018)

Peter Hughes (appointed 12 September 2017, term ended
21 February 2018)

Padraig Floyd (resigned 12 September 2017)

“B"” Directors James Joll, Chairman
William John Plender
David Bell

Company Secretary Stephen Beaven

The principal employer under the Plan, Pearson Services Limited (PSL), has the power to appoint
and remove the Trustee but only with the consent of the Trustee. PSL holds all the “A” shares in
the Trustee entity. These shares give it the right to appoint three “A” Directors and to remove and
replace them. PSL also appoints a further three “A” Directors who are nominated by members. In
respect of the three member nominated “A" Directors (MNTSs), PSL acts in accordance with the
Plan’s member nominated trustee procedures.

The “B" Directors hold all the B shares in the Trustee. These shares give them the right to appoint
three “B” Directors and to remove and replace them. The “B" Directors, who are not current
Pearson employees and are appointed with no fixed time limit, have special voting rights and if
any proposals are made which they believe are not in members' best interests, they may by
unanimous decision require the Plan to be wound up.

The Member Nominated Trustee Panel interviewed candidates in January 2018 and the panel
unanimously recommended that Nigel Rendell should be reappointed as a Trustee Director for a
further 5year term. In addition, the panel unanimously recommended the Louise Jones be
appointed effective from the 22 February 2018, also for a 5 year term.
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Boards and Committees

Investment Committee

The members of the Investment Committee are appointed by the Trustee. The Investment
Committee reviews the investment performance of the fund managers on a regular basis,
monitors the compliance of the fund managers with the relevant guidelines and makes
recommendations to the Trustee on investment matters.

The Investment Committee members who served during the year and those serving at the date of
approval of the financial statements were:

James Joll (Chairman)

Kevin Pakenham (external independent member)
Lynn Ruddick (external independent member)
William John Plender

Jim Marshall

Sally Johnson

Pearson Pension Property Fund Limited (the Property Trustee)

The Pearson Pension Property Fund (the Property Fund) is administered by the Property Trustee,
whose Directors are appointed by the Plan Trustee. The Property Trustee is a joint trustee of the
Property Fund along with Pearson Pension Nominees Limited (previously Pearson Nominees
Limited) which acts as a custodian. The Property Trustee and Pearson Pension Nominees Limited,
as joint trustees, have delegated all administration of the Property Fund to the Property Trustee.

The Property Fund holds the property investment portfolio of the Plan. The Property Trustee’s
responsibilities include investing the funds contained in the Property Fund, monitoring
infrastructure investments made by the Plan, appointing and removing the property fund
managers and reporting to the Plan Trustee, which is the sole beneficiary of the Property Fund.

The Directors of the Property Trustee who served during the year and those serving at the date of
approval of the financial statements were:

James Joll (Chairman)

Mark Collins (external independent member)

John Hackman (external independent member, resigned 31 May 2017)
William John Plender

Jim Marshall
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TRUSTEE’S REPORT (continued)

Audit and Risk Committee

The members of the Audit and Risk Committee are appointed by the Trustee. The committee
reviews the accounting, financial reporting, internal control and risk management processes of
the Plan and the audit of its financial statements.

The committee members who served during the year and those serving at the date of approval of
the financial statements were:

lan Armfield (Chairman, external independent member)
Sally Johnson

Naomi Maradas

Helena Peacock (external member, appointed 1 April 2018)

Remuneration Committee

The committee reviews the level of fees (on a triennial basis) payable to directors of Pearson
Pension Trustee Limited, directors of Pearson Pension Property Fund Limited and other
committee members. The level of fees are set with consideration to market rates, responsibilities,
skills and experience, meetings schedule and time commitment required by members of the
committees. The committee includes all company nominated “A” Directors and the Chairman of
the Plan.

The committee members who served during the year and those serving at the date of approval of
the financial statements were:

Sally Johnson

James Joll

Jim Marshall

Kate Bishop (resigned 1 March 2018)
Peter Hughes (appointed 1 March 2018)

Death Benefits Committee
The committee reviews death benefit cases and approves benefit payments to a dependent.

The committee members who served during the year and those serving at the date of approval of
the financial statements were:

Nigel Rendell (Chairman)

Stephen Beaven

Kate Bishop (resigned 4 July 2017)

Naomi Maradas (appointed 12 September 2017)
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Rules Committee
The committee reviews new rules and alterations to the documents that govern the scheme and
sections.

The committee members who served during the year and those serving at the date of approval of
the financial statements were:

James Joll (Chairman)
David Bell
Nigel Rendell

Internal Dispute Resolution Process Committee

The committee reviews internal dispute resolution cases and approves what action is to be taken
including whether any compensation is applicable. This Committee was created following
approval from the Trustee Board on the 9 November 2017.

The committee members who served during the year and those serving at the date of approval of
the financial statements were:

Nigel Rendell (Chairman)
Stephen Beaven
Naomi Maradas

Working parties

In addition to the Committees described above, the Trustee has established a number of working
parties to focus on particular subject areas.

Governance arra ngements

The Trustee considers that good governance is essential to the management of the Plan and has
established a framework to ensure standards of governance receive appropriate attention and
that changes are addressed.

As part of its governance framework the Trustee produces an annual action plan, which it reviews
with its professional advisers to ensure the Plan continues to be managed in accordance with its
rules, legal requirements and appropriate internal controls.

The Trustee applies integrated risk management and maintains a Risk Register and Assurance Plan
to identify the key risks which may affect the Plan and the controls implemented to mitigate them.
This document is monitored and reviewed on a regular basis to ensure compliance with the Code
of Practice on Internal Controls and the guidance notes, issued by the Pensions Regulator.



THE PEARSON PENSION PLAN
TRUSTEE'S REPORT (continued)

Governance arrangements (continued)

These governance documents enable the Trustee to monitor the arrangements, procedures and
systems in place for the management of the Plan and the security of its assets. They also provide
the basis for regular review and assessment.

The Pensions Regulator published the DC Code and DC Regulatory Guidance in 2016, and the
Trustee has assessed whether or not it meets all of the requirements. Each DC workplace pension
scheme is required to publish a Defined Contribution Governance Statement, which is presented
on page 23 of these Report and Financial Statements.

The good governance of the Plan is monitored by the Plan’s Audit and Risk Committee which also

considers the work undertaken and any recommendations made by both Pearson plc's internal
audit department and by the Plan’s statutory auditor, Crowe Clark Whitehill LLP.

3 MEMBERSHIP

Membership of the Plan is analysed in the following table:

Defined Contribution Defined Benefit
Sections Sections Plan
Active Deferred Total Active Deferred [Pensioners| Total Total
Members as at 3,210 8,196 11,406 157 6,445 8,536 15,138 26,544
1 January 2017
Opening / closing - 4 4 - 1 - 1 5
adjustments
New joiners 887 - 887 - - - - 887
Retirements - (1) (1) 4) (188) 193 1 -
Leavers with (642) 642 - (26) 26 - - -
deferred benefits
Leavers taking (1) (217) (218) - (108) - (108) (326)
transfers out
Deaths - 4 (4) - (15) (232) (247) (251)
New dependant - - - - - 109 109 109
pensioners
Ceased dependants - - - - - (136) (136) (136)
Other leavers* (53) (25) (78) - (23) - (23) (101)
Members as at 3,401 8,595 11,996 127 6,138 8,470 14,735 26,731
31 December 2017

* Other leavers category includes members taking trivial commutations, short service refunds, and purchasing annuities

The pensioners category includes all pensions in payment to spouses and dependent children of
deceased members and 43 (2016: 43) Defined Contribution members on ill health or dependant
pensions. These pensions are funded by the Plan and paid through the pensions payroll. The Plan
also provides death in service benefits for 675 (2016: 663) UK employees (Life Assurance Members)
who do not participate in the pension arrangements under the Plan.
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4  FURTHER INFORMATION

Pension Plan funding

The Report on Actuarial Liabilities on page 62 informs members each year, about the funding
position of the Plan. The Summary Funding Statement was included in the Trustee’s Annual Report
to Members.

The Plan Actuary last carried out an actuarial valuation as at 1 January 2015 on the funding
assumptions agreed by the Trustee and the Employer. The main purpose of the valuation is to
review the financial position of the Plan to enable the employer’s contribution rate to be
determined for funding purposes. On the 22 July 2015 the Trustee finalised this valuation and the
Actuary certified a new Schedule of Contributions effective for the period from 22 July 2015. The
contributions for the period from 1 January 2016 to 6 January 2016 were payable in accordance
with the Schedule of Contributions dated 22 July 2015. Contributions from 7 January to 17 April
2016 were payable in accordance with the Schedule of Contributions dated 7 January 2016, which
was amended to take into account revised contribution rates following cessation of contracting
out. The contributions from 18 April 2016 to 29 January 2018 were payable in accordance with the
Schedule of Contributions dated 18 April 2016, which was amended to take into account additional
contributions agreed following the sale of the Financial Times. Contributions from 30 January 2018
were payable in accordance with the Schedule of Contributions dated 30 January 2018, which was
amended to adjust the timing of payments for the Employer deficit funding of £25m per year.

The valuation concluded that as at 1 January 2015 the market value of the Plan’s assets was 99%
of the amount required to cover the value of benefits on a technical provisions basis. This shortfall
was eliminated by deficit contributions paid up to 31 December 2015. The next actuarial valuation
is being carried out as at 1 January 2018.

Employer deficit contributions of £14.2m have been recognised in 2017 (2016: £212.4m) which
relates to £25m per year in deficit contributions, offset by £10.8m. The £10.8m relates to the
reversal of an overestimated accrual, and is the difference between the estimated receivable
recognised in 2016 in relation to the flexible apportionment arrangement following the cessation
of Penguin Books Limited as a participating employer of the Plan, and the amount subsequently
received in 2017.

In conjunction with the latest actuarial valuation, Pearson plc has provided the Trustee with a
guarantee that it will meet the payment obligations to the Plan of any of the participating
employers who fail to meet them.

A copy of the Actuarial Valuation Report as at 1 January 2015, Statement of Funding Principles,
Schedule of Contributions, Recovery Plan and Annual Report to Members 2016 (which includes
the Summary Funding Statement for 2017) are available on request from The Pearson

Pension Plan, 80 Strand, London, WC2R ORL. Many of these documents are also available on the
Plan’s website www.pearson-pensions.com.
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Pension increases and deferred revaluation of the Defined Benefit Sections

The Rules of each section specify the basis for pension increases. For certain sections, pensions
are increased in line with terms agreed when formerly independent schemes for those members
were merged with the Plan.

In general, for pensions in respect of service on or before 5 April 1997 in excess of the Guaranteed
Minimum Pension (GMP), annual pension increases are based on either a fixed increase of 3% per
annum or an increase based on changes in the Retail Price Index (RPI) limited to a maximum
increase of 3% per annum. However, the provisions for increases vary between sections of the
Plan, for instance in some cases the Trustee may have discretion to pay increases by reference to
an index other than RPI. Also, in the Thames Section the increase is based on RP!I for such time as
that index is published and not materially changed with a minimum annual increase of 4%, and in
the Extel Section there is an uncapped RP! increase.

For pensions in respect of service after 5 April 1997, the annual increases are generally subject to
a minimum of RPI up to 5%. Again, as noted above, there are exceptions including the Thames and
Extel Sections and in some cases the Trustee has discretion to pay increases by reference to an
index other than RPI. Members' pensions in payment for a period of less than one year at the
increase date receive a pro-rated increase calculated to reflect the actual period of retirement up
to the increase date.

In general, GMP earned before 6 April 1988 is not increased by the Plan and GMP earned between
6 April 1988 and 5 April 1997 is increased in line with the lower of the increase in the Consumer
Price Index (CPI) and 3%. GMPs ceased to accrue from 6 April 1997,

During November 2016, the annual review of pensions in payment was carried out. On
1 January 2017, the Trustee awarded pension increases in line with the Rules based on the
movement in headline RPI in the year to September 2016 of 2.0% and CP! of 1.0% (pro-rated as
described above). In circumstances where the RP] or CPI are negative, a pension increase of nil is
awarded. No discretionary increases were awarded as at 1 January 2017 (1 January 2016: nil).

Following the change of increase dates for both the ED! and TQ Sections of the Plan to the
1 January each year, the pension increases have been applied in accordance with the section rules.

Deferred pensions have been revalued in accordance with applicable legislation or such higher
amount as required under the Rules.

10
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Transfers out

Where individual members of the Plan have requested transfer values to other registered pension
arrangements these were calculated and verified in the manner prescribed by section 97 and 1011
of the Pension Schemes Act 1993. Similarly, cash transfer sums have been calculated and verified
in the manner prescribed by section 101AF of the Pension Schemes Act 1993.

Transfer values and cash transfer sums reflect the various pension increases guaranteed under
the Rules and they do not make any allowance for the value of discretionary benefits. In addition,
with the exception of an allowance for the option for certain members of the Paramount Section
to draw their benefits from age 60 without reduction, no allowance is made for member options.

The last review of the assumptions used for calculating transfer values and cash transfer sums
took place in November 2017. The assumptions were updated to reflect updated mortality
information. A full review of the transfer value basis will be completed in 2019 following the results
of the next actuarial valuation.

Preparation and audit of the financial statements

The Trustee confirms that the financial statements have been prepared and audited in accordance
with regulations made under sections 41(1) and (6) of the Pensions Act 1995.

11
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Contact information
Enquiries concerning the constitution and structure of the Plan should be addressed to:

Pensions Director

The Pearson Pension Plan
80 Strand

London

WC2R ORL

Or alternatively, enquiries can be sent directly to the Directors of the Trustee, and the Pensions
Director via the Plan website at www.pearson-pensions.com/contact_us

Enquiries concerning individual member benefits should be addressed to the:

The Pearson Pension Plan

80 Strand

London

WC2R ORL

Telephone: 0800 781 1378  Email: pensions.helpline@pearson.com

Enquiries in connection with the payment of pensions should be addressed to:

The Pearson Pension Plan
Hartshead House

2 Cutlers Gate

Sheffield

S4 7TL

Telephone: 0800 781 1378  Email: pensionerpayroll@pearson.com

In addition, any queries to the Trustee, Pensions Director and the Plan can also be made online
via the Plan’s website www.pearson-pensions.com.

The Trustee has adopted a procedure for the resolution of internal disputes as required by the
Pensions Act 1995. A copy of the procedure is available from the Plan using the contact details
above, and also online via the Plan’s website www.pearson-pensions.com.

The Trustee has responsibility for overseeing the investment arrangements of the Plan’s Defined
Benefit and Defined Contribution Section assets, the objectives and management of which are
substantially different and as a consequence have been considered separately in this report.

12
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Overview of combined Defined Benefit and Defined Contribution Sections investment
assets

A combined statement of the assets held by the Plan at 31 December 2017 appears in the audited
financial statements on page 32. These assets are held independently and therefore kept separate
from those of Pearson plc and other group companies.

A summary of investments showing their market values at 31 December 2017 together with their
values as a percentage of the total value of the Plan investments is shown below:

(i)

(ii)

Investment by type

Pooled investment vehicles
Equity investment funds
Fixed income investment funds
Property investment funds
Diversified growth funds
Infrastructure funds
Qualifying investor alternative
investment fund
Cash deposit managed funds

Insurance policies

Properties (directly held)

AVC investments

Cash deposits and other
investment assets and liabilities

Classification by geographical sector

UK

Europe

North America
Asia Pacific

Japan

Emerging Markets
Other

DB DC Total Total
£000 £'000 £'000 %
45,315 368,144 413,459 10.7
152 19,271 19,423 0.5
33,473 3,144 36,617 0.9
158,039 47,404 205,443 5.3
344,026 - 344,026 8.9
1,390,039 - 1,390,039 35.9
- 2,255 2,255 0.1
1,971,044 440,218 2,411,262 62.3
1,189,563 - 1,189,563 30.8
251,276 - 251,276 6.5
- 15,724 15,724 04
(649) - (649) 0.0
3,411,234 455,942 3,867,176 100.0
Market Value %
£'000

3,456,776 894
142,120 3.7
189,634 4.9
8,347 0.2
23,002 0.6
47,009 1.2
288 0.0

3,867,176 100.0

13
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(iii) Ten largest investments Market Value
£'000

1 L&G qualifying investor alternative investment fund* 1,390,039
3 Legal and General Assurance Society Ltd - Insurance policy 590,810
2 Aviva Life and Pensions UK Ltd- Insurance policy 590,341
4 BlackRock (30:70) currency hedged global equity index** 336,509
5  Aberdeen infrastructure funds 189,118
6 BlackRock diversified growth fund 80,511
7 Standard Life global absolute return strategies 77,528
8 Meridiam infrastructure fund 78,635
9 Sainsbury’s, Norwich (direct property investment) 71,400
10 Tesco Store Brook Retail Park (direct property investment ) 48,150
3,453,041

The total value of the ten largest investments listed above represents 89.3% (2016: 86.7%) of the
market value of the Plan's investments.

* Plan holdings in specialist pooled funds and unit trusts managed by Legal & General Assurance (Pensions Management) Limited.
** Pooled fund managed by BlackRock for the Plan's defined contributions assets.

Statement of Investment Principles

After seeking advice from Aon Hewitt Limited and consulting with Pearson Services Limited, the
Trustee has adopted a Statement of Investment Principles (SIP) for the Plan in accordance with
section 35 of the Pensions Act 1995, which is reviewed at least annually by the Trustee. All
investments since 6 April 1997 have been made in accordance with the SIP, copies of which are
available from the Plan. The 11 May 2018 version which is applicable as at the signing of these
financial statements is also provided on the Plan’'s website Www.pearson-pensions.com. This also
includes the default lifecycle arrangement which has been designed on the understanding that
members will wish to take the maximum tax free lump sum from their pension fund and purchase
an annuity with the balance.

14
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Investment decisions

The Trustee has ultimate responsibility for decision making on investment matters. In order to
ensure that such decisions are taken effectively, the Trustee uses other bodies either through
direct delegation or in an advisory capacity. These groups include:

Investment Committee

Property Trustee (Pearson Pension Property Trustee Limited)

Fund managers and custodians

External advisers such as the scheme actuary and investment adviser
In-house pensions team.

Socially responsible investments

The Trustee's policy is that the extent to which social, environmental or ethical considerations are
taken into account is left to the discretion of the investment managers. However, the Investment
Committee actively monitors and engages on such issues with fund managers. In addition, the
Plan monitors whether its investment managers are signatories of the Principles for Responsible
Investment (PRI). The Investment Committee encourages investment managers to become PRI
signatories and requests explanations where they are not.

The DC Sections include the Jupiter ecology fund as an option for members who wish to invest in
a fund focussed on long-term environmental protection.

Other than in exceptional circumstances, where the Trustee may instruct the investment
managers on how to exercise the rights attaching to investments, the discretion to exercise the
rights attaching to the Plan’s securities, including voting rights, lies with the investment managers.

The Trustee is in agreement with the principles of effective stewardship included in the Financial
Reporting Council UK Stewardship Code, and has requested the investment managers to comply
with these principles.

15
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Defined Contribution Sections

The Money Purchase 2003 Section was introduced on 1 January 2003, and the Auto Enrolment
Section was introduced on 1 September 2013 (together the Defined Contribution Sections). The
Trustee appointed Aviva as the investment provider for the Defined Contribution Sections and
members currently have a choice of investment funds from the Aviva portfolio or may choose the

default lifecycle arrangement.

The Trustee's objective for the Defined Contribution Sections is to make available to members an
appropriate range of investment options to which members and the Company will contribute in
order to provide each member with a fund which will be used to secure their benefit at retirement.

Defined Contribution assets

The value of assets for members in these sections held within these funds at 31 December 2017

was as follows:

Fund Market Value
£'000 %
BlackRock (30:70) currency hedged global equity index 336,509 76.5
BlackRock market advantage strategy 36,227 8.2
BlackRock world (ex-UK) equity index 16,384 3.7
Standard Life global absolute return strategies 10,216 2.3
BlackRock UK equity index 9,277 2.1
BlackRock over 5 year index-linked gilt index 9,112 2.1
BlackRock over 15 year corporate bond index 6,041 1.4
Jupiter Ecology 4,390 1.0
BlackRock over 15 year gilt index 4,118 0.9
Threadneedle pensions property 3,144 0.7
Aviva Pensions Money Market 2,226 0.5
MFS Meridian global equity 1,584 0.4
Schroder Life intermediated diversified growth 961 0.2
Cash 29 0.0
440,218 100.0

Members have the option to invest separately from the main Defined Contribution Sections to
secure additional benefits by electing to pay additional voluntary contributions (AVCs).

16
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The aggregate amounts of AVC investments are as follows:

2017 2016

£'000 £'000

Aviva (formerly Friends Life) 13,337 13,562
Equitable Life Assurance Society 1,504 1,743
Clerical Medical Investment Management 370 384
Prudential 320 317
Other insurance companies 193 16
15,724 16,022

Default lifecycle arrangement

For those members of Defined Contribution Sections that do not choose to make active
investment choices, the Plan provides a default lifecycle arrangement, which aims to ensure that
member’s funds are invested into appropriate funds based on the number of years until their
selected retirement date. The funds within the default lifecycle arrangement are detailed within
the Chairman'’s Defined Contribution Governance Statement, on page 23. The vast majority of DC
members are invested through the default lifecycle arrangement.

The default lifecycle option involves a phased switching process whereby funds are initially
invested in the BlackRock (30:70) currency hedged global equity index. Starting 15 years from
retirement this holding is gradually switched to a combination of the BlackRock market advantage
strategy fund and the Standard Life global absolute return strategies fund such that 5 years from
selected retirement age the member is invested 75% in the BlackRock market advantage strategy
fund and 25% in the Standard Life global absolute return strategies fund. Over the 5 years
remaining to selected retirement age, the member is gradually switched to the gilt, index-linked
gilt, corporate bond and cash funds.

Administration and investment management fees

The administrative expenses associated with the operation of the Defined Contribution Sections
are incurred by the Defined Benefit Sections and disclosed within the Defined Benefit Sections of
the Fund Account on page 32. The Plan Actuary has incorporated an estimation of the
administrative costs, the life assurance provision and the reference scheme test underpin
associated with this section within the funding arrangements for the Plan.

The Trustee continues to regularly review the annual management charges (AMCs) charged by
Aviva to obtain good value for members invested in Money Purchase funds.

The weighted average fees (0.36%) charged for the Plan’s default lifecycle arrangement continues
to be substantially below the government charge cap of 0.75% per annum for default investment
funds in automatic enrolment schemes.
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Defined Contribution Sections performance

The Trustee monitors the performance of the funds provided by Aviva with the assistance of
Aon Hewitt Limited. The Investment Committee investigates significant departures from
benchmarks with fund managers. Details of fund performance are set out in the table below:

1-year 5-year (p.a.)

oc 08| 2 [ |2 | 2

HEIERHEHE

Furd Nems I 32| : B |3i
% % % % % %
iBr:::I)((Rock (30:70) currency hedged global equity 181 | 183 02 | 125 | 128 | 03
BlackRock world (ex UK) equity index 129 | 129 0.0 16.7 | 16.7 | 0.0
BlackRock UK equity index 13.0 | 131 -0.1 10.1 103 | -0.2
Jupiter ecology* 14.0 | 20.5 65 | 135 | 17.8 | 43
MFS Meridian global equity 124 | 11.8 0.6 159 | 15.8 0.1
BlackRock over 15 years corporate bond index 5.6 5.9 -0.3 7.8 8.0 -0.2
BlackRock over 5 year index linked gilt index 2.2 25 -0.3 9.3 9.5 -0.2
BlackRock over 15 Years gilt index 3.0 33 -0.3 7.6 7.8 -0.2
Aviva Pensions Money market 0.1 0.2 -0.1 0.2 0.3 -0.1
Threadneedle pensions property 98 | 102 | -04 | 104 | 103 0.1
Schroder Life intermediated diversified growth** 7.6 8.1 -0.5 6.1 6.4 -0.3
Standard Life global absolute return strategies** 23 5.5 -3.2 6.4 5.6 0.8
BlackRock market advantage strategy** 115 | 54 6.1 4.4 55 -1.1

Source: Aviva

Performance is shown net of fees. 5 year performance is annualised.

* The Jupiter Ecology Fund's focus on sustainable investing means that the fund performance will diverge from the performance of the
broader equity market as the Fund will invest in a smaller subset of constituents of the benchmark. Our investment advisers have
confidence in the fund’s ability to produce returns in the longer term in line with the fund's objectives. We have benchmarked the Fund

performance against the FTSE Environmental Technology Index.

** Benchmarks for diversified growth funds (which aim to provide positive returns either in excess of cash rates or above an inflation
measure) are outperformance targets over a 3-5 year time period rather than a benchmark of investable assets. Performance over a
shorter term is likely, therefore, to fluctuate in line with the asset class returns of the opportunity set of the funds. Our investment

advisers have confidence in all three funds’ ability to produce returns in the longer term in line with the funds’ objectives.

18



THE PEARSON PENSION PLAN
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Defined Benefit Sections

As stated in the Statement of Investment Principles, the Plan is targeting being fully funded on a
self-sufficiency basis by 2020.

Investment objective and strategy
The Trustee's objectives for the Defined Benefit Sections are:

« An overall objective to invest the Plan’s assets in such a way that sufficient money is
available to meet the liability to provide benefits to the members of the Plan into the future,
including, where possible and agreed with the Principal Employer, discretionary increases
to pensions in payment in excess of the guarantees in the Plan Rules that broadly aim to
protect against the cost of living increases.

e A shorter term objective of investing the Plan’s assets to achieve returns in excess of the
growth in the liabilities, whilst maintaining a prudent approach to meeting the Plan’s
liabilities.

Asset allocation for the Defined Benefit Sections is considered regularly by the Trustee and
reviewed in detail following each actuarial valuation. The Trustee divides the assets of the Plan
into two sections; the Insurance Portfolio and the Main Portfolio which are comprised of:

« The Insurance portfolio consists of assets which are held in the form of insurance
contracts matching a portion of the liabilities of the Plan. The insurer pays the Plan an
amount equal to the pension payment in respect of the members in the underlying
policy. These insurance contracts are assets of the Plan and the pension liability remains
within the Plan.

e The Main portfolio consists of all Plan assets outside the insurance portfolio. The main
portfolio is comprised of liability matching and return seeking assets.

- Liability matching assets are assets which produce cash flows that can be expected
broadly to match the cash flows for a proportion of the membership. The
matching assets include a mixture of UK and overseas bonds, inflation linked
property, and infrastructure. Liability driven investment is a key component of the
Plan’s matching assets as it allows it to match a higher proportion of the expected
liability cash flows.

- Return seeking assets which are invested to generate the returns needed to
provide the remaining expected cash flows for the beneficiaries. This portfolio is
invested in a diversified portfolio of return seeking assets, including diversified
growth funds, property and alternative asset classes.
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Strategic objectives of the Plan

Given the Plan’s strong funding position, the Plan’s primary focus has been to invest in matching
assets and control risk through the allocation of investments. The resulting strategy is intended
to lead to a low probability that the Plan will require further contributions from the Plan's sponsor.

In line with this strategy, in November 2015 the Plan implemented a liability driven investment
mandate (LDI), for which a Qualifying Investor Alternative Investment Fund (QIAIF) was
established, managed by a subsidiary of Legal & General Investment Management (LGIM). The
objective of this fund is to reduce interest rate and inflation risks, using accurate cash flow
matching and risk control.

Continuing with this strategy, the Plan purchased two separate buy-in policies with Aviva Life &
Pensions UK Limited and Legal and General Assurance Society Limited in the second half of 2017.
The policies were purchased to ensure the Plan has sufficient cashflows to match the benefit
payments of the insured members. These purchases saw the strategic asset allocation of liability
matching assets in 2016 of 85% split between liability matching assets 54% and insurance policies
34% in 2017.

The Plan’s actual and target (benchmark) allocation, including property, at 31 December 2017 for
the Defined Benefit Sections is shown below:

2017 2016
Plan actual Strategic asset Plan actual Strategic asset
% allocation % % allocation %
Return seeking assets 11 12 13 15
Equities - - - -
Property 2 3 3 3
Private equity 1 1 2 2
Diversified growth fund 5 5 4 5
Infrastructure 3 3 4 5
Liability matching assets 55 54 87 85
Corporate bonds* - - 8 -
Liability driven investment 40 42 66 73
Infrastructure 6 6 7 6
Property 6 6 6 6
Cash 3 - - -
Insurance Policies 34 34 - -
100 100 100 100

Source: The data in the table above has been calculated by BNY Mellon and the Plan's investment consultants Aon Hewitt.
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The Plan’s assets are divided between a number of investment managers, a large proportion of
which are allocated to liability driven investment. The Trustee determines investment guidelines
for each investment manager and places restrictions on the personnel who can authorise the
transfer of cash, and the bank accounts to which funds can be transferred. The asset allocation
policy is reviewed regularly to ensure that it remains appropriate to the Plan.

During the year, the Plan’s investments were managed by the professional investment managers
listed on page 1. The property investments of the Plan are held within the Pearson Pension
Property Fund and managed by LaSalle Investment Management, save for the holding in
CB Richard Ellis (ex UK) alpha fund.

The Trustee employs Bank of New York Melion (BNY Mellon) as the Plan's global custodian and
monitors its ongoing suitability on a periodic basis. All professional custodian companies, general
partners and solicitors listed on pages 1 and 2, hold secure title to the investments managed by
each investment manager.

The investment managers are remunerated by fees based on the value of the assets under their
management. All of the Plan’s pooled investment vehicles, with the exception of the liability driven
investment, diversified growth funds, and corporate bonds, also have a performance fee built into
their unit prices.

Return on Defined Benefit investments

The short and medium term investment returns for the Plan’s total Defined Benefit investments
for periods ended 31 December 2017, as calculated by BNY Mellon were:

One year Five years
The Plan actual 4.8% 10.7% p.a.
The Plan benchmark 3.5% 8.7% p.a.

The Plan's return seeking assets achieved a return of 3.8% over the last year, compared with a
benchmark return of 5.4%. The liability matching assets return over the year was 5.1% compared
to a benchmark return of 3.3%.

The ‘Plan actual’ returns are calculated on a time-weighted basis, considering the change in value
of assets and the weightings of each asset class over the period, taking account of cash flows.
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Statement of responsibilities with respect to the financial statements and the Schedule of
Contributions

The financial statements are the responsibility of the Trustee. Pension scheme regulations require
the Trustee to make available to Plan members, beneficiaries and certain other parties, audited
financial statements for each Plan year which:

 show a true and fair view of the financial transactions of the Plan during the year and of the
amount and disposition at the end of that year of the assets and liabilities, other than
liabilities to pay pensions and benefits after the end of the Plan year, in accordance with
applicable law and United Kingdom Accounting Standards (United Kingdom Generally
Accepted Accounting Practice), and

e contain the information specified in The Occupational Pension Schemes (Requirement to
obtain Audited Accounts and a Statement from the Auditor) Regulations 1996, including a
statement whether the Financial Statements have been prepared in accordance with the
Statement of Recommended Practice 'Financial Reports of Pension Schemes'.

e are prepared on a going concern basis unless it is inappropriate to presume that the Plan
will not be wound up.

The Trustee has supervised the preparation of the financial statements and has agreed suitable
accounting policies, to be applied consistently, making any estimates and judgements on a
prudent and reasonable basis. The Trustee is also responsible for making available certain other
information about the Plan in the form of an Annual Report.

The Trustee is responsible under pensions legislation for ensuring that there is prepared,
maintained and from time to time revised a Schedule of Contributions showing the rates of
contributions payable to the Plan by or on behalf of the employer and the active members of the
Plan and the dates on or before which such contributions are to be paid. The Trustee is also
responsible for keeping records in respect of contributions received in respect of any active
member of the Plan and for adopting risk-based processes to monitor whether contributions are
made to the Plan by the employer in accordance with the schedule of contributions. Where
breaches of the schedule occur, the Trustee is required by law to consider making reports to the
Pensions Regulator and the members.

The Trustee also has a responsibility for ensuring that adequate accounting records are kept and
for taking such steps as are reasonably appropriate to safeguard the assets of the Plan and to
prevent and detect fraud and other irregularities, including the maintenance of an appropriate
system of internal control.

For ard on ehalf of Pearson Pension Trustee Limited.

Chairman
24 May 2018
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This statement has been prepared in accordance with the Occupational Pensions Schemes
(Charges and Governance) Regulations 2015.

Governance

As set out on pages 4 to 8 of the Trustee's Report the governance of the Plan, including
arrangements with respect to Defined Contribution members, their contributions and benefits, is
undertaken by the Trustee through its board and committees.

The Trustee's priority is to provide a strong and stable pension scheme which operates in the
interests of its members and to achieve this the Trustee Board and its Committees meet regularly
to develop and agree strategy, monitor performance, discuss and explore issues relevant to the
governance and administration of the Defined Contribution (DC) arrangements and make
appropriate decisions. Meeting dates are agreed more than a year in advance and follow a formal
agenda, for which the staff of the Plan and advisers prepare papers.

Trustee Directors have put in place arrangements for ensuring that they take personal
responsibility for keeping themselves up-to-date with relevant developments and maintain
training logs on an ongoing basis. The Pensions Director maintains a record of all Trustee
Knowledge & Understanding (TKU) undertaken during the year, with any TKU compliance
requirements which is shared with the Chairman each year, and incorporated into the Trustee
Action Plan. Documents and guidance with Plan specific information, including Plan Rules, are
provided via the digital board book system to all Trustee Directors and Committee members. The
Pensions Director aims to identify training needs on any topics that become relevant and training
is given in Trustee meetings, by Plan staff or advisers.

All new Trustee Directors during the year have completed the Pension Regulator’s trustee toolkit,
and have received detailed briefings from both the Pensions Director and key advisers, as well as
other Plan staff as required, tailored to individuals existing knowledge and expertise.

All changes to Plan rules are approved by the Trustee, and a Trustee questionnaire each year
identifies whether Trustee Directors feel they have any further training needs. Elements of the
Plan Rules are regularly discussed in Trustee meetings.

The Statement of Investment Principles (SIP) is available on the website (https://www.pearson-
pensions.com/library) and is also regularly discussed in Trustee and committee meetings.

The combined knowledge and understanding of the Trustee directors, the independent members
of certain committees and the staff of the Plan together with external advice where appropriate,
enables the Trustee to exercise properly its functions by providing collectively experience of
governance, pension fund management, administration, investment, finance, audit and member
representation.
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The default lifecycle arrangement

Some members of the DC Sections of the Plan make a positive investment choice but those who
do not make an explicit choice regarding the investment of their funds are placed automatically
into the default lifecycle arrangement. This aims to ensure that members’ pension savings are
invested in appropriate funds at the appropriate times, based on the number of years until their
selected retirement date.

The objective of the default lifecycle arrangement is to provide members with the potential for
higher levels of growth during the accumulation of their retirement savings through exposure to
equity and diversified growth funds and then to diversify gradually their investments in the years
approaching retirement, in order to reduce volatility, provide protection against changes in
annuity prices and to protect cash lump sums as members near retirement. The default lifecycle
arrangement is described on page 17 and the asset allocations in the years leading up to
retirement are shown below.
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By investing in this manner, the Trustee takes into account members' greater capacity for risk early
on and reduced capacity in later years. The Trustee considers this approach to be in the best
interest of relevant members and relevant beneficiaries.

The default lifecycle arrangement meets the requirements for social environmental and ethical
considerations set out in the Trustee's Statement of Investment Principles which is available on
the Plan’s website www. pearson-pensions.com/library.
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During the year the Trustee reviewed the ongoing suitability of the default lifecycle arrangement,
having taken advice from its investment consultants. This review has now been completed and
the resulting investment transition took place in April 2018. Further details of the changes made
can be found at https://www.pearson-pensions.com/investment-change.

The next scheduled review is due to take place in june 2020.

On a quarterly basis the performance of funds after charges comprising the default lifecycle
arrangement is reviewed by the Investment Committee. Throughout the year ended

31 December 2017, investment returns have generally tracked benchmarks, and have performed
in accordance with the objectives of the fund. Where performance is not in line with
benchmarks, the investment committee has investigated the underperformance with investment
consultants and fund managers in order to establish if any further action is necessary.

Administration

The Trustee has a specific duty to secure that core financial transactions (including the investment
of contributions, transfer of member assets into and out of the Plan, transfers between different
investments within the Plan and payments to and in respect of members) relating to the DC
Sections are processed promptly and accurately.

The Trustee delegates responsibility for this to the staff of the Plan and the Plan’s DC provider,
Aviva. The agreement with Aviva incorporates specific service level agreements (SLAs) which
include targets for the accurate and timely processing of core transactions. The Trustee monitors
the performance against these SLAs via regular reports.

The staff of the Plan and Aviva have set up various controls to ensure the accuracy of processing
core financial transactions, for example:

e areconciliation of various transactions including a check to ensure all contributions have been
processed using monthly Aviva reporting data;

e a reconciliation of monies disinvested for member refunds to amounts returned to the Plan
by Aviva; and

o aquarterly reconciliation of membership using data supplied from Aviva against membership
held on the pension administration database.

The Trustee considers that the requirements for processing core financial transactions specified
in the Administration Regulations have been met.
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Charges and transaction costs paid by members

The Administration Regulations also require the Trustee to make an assessment of charges and
transactions costs borne by members of the DC Sections and the extent to which those charges
and costs represent good value for members.

The current defauit lifecycle arrangement attracts an average management charge of 0.36% of
assets under management. The annual management charge for individual members is between
0.28% and 0.67% depending on where they are in the lifecycle (and between 0.29% and 0.45%
following the April 2018 transition). This is much lower than the maximum allowed of 0.75% and
the Trustee is satisfied that it has negotiated good terms for members taking account of the
expected growth in the size of the DC Sections as a result of auto-enrolment.

In addition, there is a range of 13 separate funds (11 funds following the April 2018 transition)
which may be chosen by members as an alternative to the default lifecycle arrangement. These
funds attract annual management charges of between 0.28% and 1.20% (and between 0.18% and
1.16% following the April 2018 transition), and allow members to take a more tailored approach
to managing their own pension investments. Annual management charges for each fund can be
found on the Plan’s website at www.pearson-pensions.com/library.

The Plan’s DC provider has requested transaction cost information from all fund managers but
none is available at this stage. It has now been agreed that a ‘'slippage cost’ methodology will be
utilised for this purpose, whereby the transaction costs are calculated as the difference between
the mid-price valuation immediately prior to the transaction and the actual execution price. It is
expected that data will begin to become available in July 2018 for use in the Chairman’s Defined
Contribution Governance Statement for 2018.

Value for members

The Trustee has assessed the extent to which charges and transaction costs detailed above
represent good value for money to members. Consideration has been given to how the charges
and transaction cost borne by members (the cost of membership) compare with the services and
benefits provided by the Plan (the benefits of membership). The Trustee has also compared the
level of charges in each fund with the levels of return each has delivered to members, and with
available information on other schemes,
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The benefits of membership include (amongst other things):

o The design of the default lifecycle arrangement and how this reflects the interest of
members.

e The range of investment options and strategies.

» The efficiency of administration processes, the quality of communications, support services
and scheme governance, including the additional benefit of an in-house pensions team,
solely focussed on the Plan’s arrangements.

» Access to retirement planning tools through the Aviva member site.

e Access to factsheets and guidance provided on the Plan website.

» Additional ill health and death benefits for Plan members.

* Access to additional discounts and benefits on a wide range of products with the Plan’s DC
provider, Aviva.

Having considered the various aspects of the Plan, the Trustee is confident that the Plan is offering
good value to members and will continue to monitor this.

In addition to value provided by the Plan to members, members also benefit from company
contributions, which in the case of the Money Purchase 2003 Section, provides £2 of contributions
by the employer for every £1 contributed by the employee. Contributions provided by the
employer for the Auto-enrolment section of the Plan are in line with legislation.

The Chairman’s Defined Contribution Governance Statement was approved by the Trustee on
24 May 2018 and signed on their behalf by:

JAB]Joll
Chairman
24 May 2018
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Opinion

We have audited the financial statements of The Pearson Pension Plan for the year ended
31 December 2017 which comprise the Fund Account, the Statement of Net Assets and the related
notes to the financial statements, including a summary of significant accounting policies. The
financial reporting framework that has been applied in their preparation is applicable law and
United Kingdom Accounting Standards, including Financial Reporting Standard 102 The Financial
Reporting Standard applicable in the UK and Republic of Ireland (United Kingdom Generally
Accepted Accounting Practice).

In our opinion, the financial statements:

¢ show a true and fair view of the financial transactions of the Plan during the year ended 31
December 2017, and of the amount and disposition at that date of its assets and liabilities,
other than liabilities to pay pensions and benefits after the end of the year;

e have been properly prepared in accordance with United Kingdom Generally Accepted
Accounting Practice; and

e contain the information specified in Regulations 3 and 3A of the Occupational Pension
Schemes (Requirement to obtain Audited Accounts and a Statement from the Auditor)
Regulations 1996, made under the Pensions Act 1995.

Basis for opinion

We conducted our audit in accordance with International Standards on Auditing (UK) (ISAs (UK))
and applicable law. Our responsibilities under those standards are further described in the
Auditor’s responsibilities for the audit of the financial statements section of our report. We are
independent of the Plan in accordance with the ethical requirements that are relevant to our audit
of the financial statements in the UK, including the FRC's Ethical Standard, and we have fulfilled
our other ethical responsibilities in accordance with these requirements. We believe that the audit
evidence we have obtained is sufficient and appropriate to provide a basis for our opinion.

Conclusions relating to going concern

We have nothing to report in respect of the following matters in relation to which the ISAs (UK)
require us to report to you where:

« the Trustee's use of the going concern basis of accounting in the preparation of the financial
statements is not appropriate; or

o the Trustee has not disclosed in the financial statements any identified material uncertainties
that may cast significant doubt about the Plan’s ability to continue to adopt the going concern
basis of accounting for a period of at least twelve months from the date when the financial
statements are authorised for issue.
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Other information

The Trustee is responsible for the other information. The other information comprises the
information included in the annual report, other than the financial statements and our auditor's
report thereon. Our opinion on the financial statements does not cover the other information and,
except to the extent otherwise explicitly stated in our report, we do not express any form of
assurance conclusion thereon.

In connection with our audit of the financial statements, our responsibility is to read the other
information and, in doing so, consider whether the other information is materially inconsistent
with the financial statements or our knowledge obtained in the audit or otherwise appears to be
materially misstated. If we identify such material inconsistencies or apparent material
misstatements, we are required to determine whether there is a material misstatement in the
financial statements or a material misstatement of the other information. If, based on the work
we have performed, we conclude that there is a material misstatement of this other information,
we are required to report that fact.

We have nothing to report in this regard.
Responsibilities of the Trustee

As explained more fully in the statement of Trustee's responsibilities set out on page 22, the
Trustee is responsible for the preparation of the financial statements, for being satisfied that they
give a true and fair view, and for such internal control as the Trustee determines is necessary to
enable the preparation of financial statements that are free from material misstatement, whether
due to fraud or error.

In preparing the financial statements, the Trustee is responsible for assessing the Plan’s ability to
continue as a going concern, disclosing, as applicable, matters related to going concern and using
the going concern basis of accounting unless the Trustee either intends to wind up the Plan or has
no realistic alternative but to do so.

Auditor’s responsibilities for the audit of the financial statements

Our objectives are to obtain reasonable assurance about whether the financial statements as a
whole are free from material misstatement, whether due to fraud or error, and to issue an
auditor's report that includes our opinion. Reasonable assurance is a high level of assurance, but
is not a guarantee that an audit conducted in accordance with ISAs (UK) will always detect a
material misstatement when it exists.

Misstatements can arise from fraud or error and are considered material if, individually or in
aggregate, they could reasonably be expected to influence the economic decisions of users taken
on the basis of these financial statements.

A further description of our responsibilities for the audit of the financial statements is located on
the Financial Reporting Council's website at: www.frc.org.uk/auditorsresponsibilities. This
description forms part of our auditor’s report.
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Use of our report

This report is made solely to the Trustee, as a body, in accordance with The Occupational Pension
Schemes (Requirement to obtain Audited Accounts and a Statement from the Auditor) Regulations
1996 made under the Pensions Act 1995. Our audit work has been undertaken so that we might
state to the Trustee those matters we are required to state to them in an auditor's report and for
no other purpose. To the fullest extent permitted by law, we do not accept or assume
responsibility to anyone other than the Plan and the Trustee as a body, for our audit work, for this
report, or for the opinion we have formed.

C«MQ QN AN e

Crowe Clark Whitehill LLP
Statutory Auditor

London

24 May 2018
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INDEPENDENT AUDITOR'S STATEMENT ABOUT CONTRIBUTIONS, UNDER REGULATION 4 OF
THE OCCUPATIONAL PENSION SCHEMES (REQUIREMENT TO OBTAIN AUDITED ACCOUNTS
AND A STATEMENT FROM THE AUDITOR) REGULATIONS 1996, TO THE TRUSTEE OF THE
PEARSON PENSION PLAN

We have examined the summary of contributions payable to The Pearson Pension Plan, for the
Plan year ended 31 December 2017 which is set out on page 60.

In our opinion contributions for the Plan year ended 31 December 2017 as reported in the
summary of contributions and payable under the Schedule of Contributions have in all material
respects been paid at least in accordance with the Schedule of Contributions certified by the Plan
Actuary on 18 April 2016.

Basis of opinion

Our objective is to obtain sufficient evidence to give reasonable assurance that contributions
reported in the summary of contributions have in all material respects been paid at least in
accordance with the Schedule of Contributions. This includes an examination, on a test basis, of
evidence relevant to the amounts of contributions payable to the Plan and the timing of those
payments under the Schedule of Contributions.

Responsibilities of the Trustee

As explained more fully in the Statement of Trustee’s Responsibilities, the Plan’s Trustee is
responsible for ensuring that there is prepared, maintained and from time to time revised a
Schedule of Contributions which sets out the rates and due dates of certain contributions payable
towards the Plan by or on behalf of the employer and the active members of the Plan. The Trustee
is also responsible for keeping records in respect of contributions received in respect of active
members of the Plan and for monitoring whether contributions are made to the Plan by the
employer in accordance with the Schedule of Contributions.

Auditor’s responsibilities for the statement about contributions
It is our responsibility to provide a Statement about Contributions paid under the Schedule of
Contributions and to report our opinion to you.

Use of our statement

This statement is made solely to the Plan's Trustee, as a body, in accordance with The Occupational
Pension Schemes (Requirement to obtain Audited Accounts and a Statement from the Auditor)
Regulations 1996 made under the Pensions Act 1995. Our work has been undertaken so that we
might state to the Plan's Trustee those matters we are required to state to them in an auditor’s
statement about contributions and for no other purpose. To the fullest extent permitted by law,
we do not accept or assume responsibility to anyone other than the Plan’s Trustee as a body, for
our work, for this statement, or for the opinion we have formed.

Ce. O WA s
Crowe Clark Whitehill LLP

Statutory Auditor

London

24 May 2018
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Contributions and benefits
Employer contributions
Member contributions

Total contributions

Transfers in
Other income

Benefits

Payments to and on account of
leavers

Administrative expenses

Other payments

Net movements from dealings
with members

Returns on investments
Investment income
Change in market value

Investment management expenses

Net return on investments

Net increase in the Fund during the

year

Transfers between sections
Net assets of the Plan

At 1 January

At 31 December

Notes

3

(4)
(5)

(6)
0

(8)
(9)

(10)
(11a)
(12)

201 2016
Defined Defined Total Total
Benefit Contribution
Sections Sections
£'000 £'000 £'000 £'000
20,968 11,139 32,107 233,575
362 5,650 6,012 6,618
21,330 16,789 38,119 240,193
- 1,135 1,135 445
244 2 246 855
21,574 17,926 39,500 241,493
(92,350) (2,253) (94,603) (90,773)
(87,515) (16,631) (104,146) (36,587)
(8,694) - (8,694) (4,436)
(253) - (253) (290)
(188,812) (18,884) (207,696) (132,086)
(167,238) (958) (168,196) 109,407
42,978 - 42,978 25,818
85,503 58,381 143,884 560,151
(1,537) - (1,537) (1,911)
126,944 58,381 185,325 584,058
(40,294) 57,423 17,129 693,465
(426) 426 - -
3,561,860 398,611 3,960,471 3,267,006
3,521,140 456,460 3,977,600 3,960,471
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Investment assets
Property

Pooled investment vehicles
Insurance policies

Other investment balances
Cash

AVC investments

Investment liabilities
Other investment balances
Total net investments

Current assets
Current liabilities

Net assets of the Plan
at 31 December

(11a)

(11a)

(11a)

(13)
(13)

2017 2016
Defined Defined Total Total
Benefit Contribution
Sections Sections
£'000 £'000 £'000 £'000
251,276 251,276 250,034
1,971,044 440,218 2,411,262 3,449,139
1,189,563 - 1,189,563 10,200
183 - 183 287
4,923 - 4,923 11,929
- 15,724 15,724 16,022
3,416,989 455,942 3,872,931 3,737,611
(5,755) - (5.755) (5,585)
3,411,234 455,942 3,867,176 3,732,026
116,112 1,638 117,750 233,141
(6,206) (1,120) (7,326) (4,696)
3,521,140 456,460 3,977,600 3,960,471

The financial statements summarise the transactions of the Plan including the Pearson Pension
Property Fund and deal with the net assets at the disposal of the Trustee. They do not take account
of obligations to pay pensions and other benefits which fall due after the end of the Plan year. The
actuarial position of the Plan, which does take account of such obligations, is dealt with in the
Report on Actuarial Liabilities on page 62 and Actuary’s certification of the Schedule of
Contributions on page 61 and these financial statements should be read in conjunction therewith.
An actuarial valuation was carried out by the Plan Actuary as at 1 January 2015.

These financial statements were approved by Pearson Pension Trustee Limited as Trustee of the
Planfpn 24 May 2018 and signed on its behalf by:

AL Ve

Direcglr

33



THE PEARSON PENSION PLAN
NOTES TO THE FINANCIAL STATEMENTS FOR THE YEAR ENDED 31 DECEMBER 2017

1 BASIS OF PREPARATION

The financial statements have been prepared in accordance with the Occupational Pension
Schemes (Requirement to obtain Audited Accounts and a Statement from the Auditor) Regulations
1996 and in accordance with the guidelines set out in the Statement of Recommended Practice,
“Financial Reports of Pension Schemes” (Revised November 2014).

2  ACCOUNTING POLICIES

The principal accounting policies adopted by the Trustee, which are consistent with the previous
year, are shown below for the Defined Benefit (DB) and Defined Contribution (DC):

(a) Investments
(i)  Investments other than property

- Hedge funds, private equity funds and infrastructure funds are valued at fair value
by the investment managers or their third-party agents, having regard to
professional valuations, asset values and other appropriate financial information. If
the latest available valuation is not calculated at the Plan’s year end date the latest
valuation prior to the Plan’s year end is adjusted for any draw downs, refunds or
capital distributions since the valuation date. Draw downs and distributions are
accounted for at the date they are declared or notified to the Plan.

- Other pooled investment vehicles are valued at the bid market values for funds with
bid/ offer spreads, or a single price where there are no bid / offer spreads, as
provided by the relevant investment managers on the last dealing day prior to the
year end date. Within other pooled investment vehicles swap contracts are held
under a QIAIF arrangement and are valued by the investment manager using
discounted cash flow models and market data at the reporting date.

- Investments held in foreign currencies are valued as above and translated into
Sterling at the relevant spot rates ruling at the year end date.

(i) ~ Pearson Pension Property Fund

The investments held in the Pearson Pension Property Fund are fully consolidated
into the Plan’s financial statements as the Plan is the only beneficiary.

Freehold and leasehold properties are valued in accordance with the relevant parts
of the current Royal Institution of Chartered Surveyors (RICS) Valuation Standards.
Under these provisions the term “market value” means “the estimated amount for
which a property should exchange on the date of valuation between a willing buyer
and a willing seller in an arm’s-length transaction after proper marketing wherein
the parties had each acted knowledgeably, prudently and without compulsion.” The
RICS considers that the application of the market value definition provides the same
result as current open market values.
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THE PEARSON PENSION PLAN
NOTES TO THE FINANCIAL STATEMENTS FOR THE YEAR ENDED 31 DECEMBER 2017

2 ACCOUNTING POLICIES (continued)

The commercial property portfolio and Housing Association Investments are valued
by Savills, Chartered Surveyors.

- Properties in the course of construction are valued at original purchase cost
including acquisition costs.

Pooled property funds are valued in accordance with the accounting treatment for
pooled investment vehicles disclosed in note 2(ai).

- No depreciation is provided on freehold or leasehold properties.

(iii) Insurance policies

AVCs invested in insurance policies are valued on the basis of their open market
transfer values quoted by the relevant insurance companies as adjusted for additions
and withdrawals between the valuation dates and 31 December.

Bulk annuity polices are valued by the Plan Actuary at the amount of the related
obligation, determined using the most recent technical provisions assumptions.

(b) Contributions receivable
Contributions receivable are included on an accruals basis.
(¢) Investmentincome

(i) Investment income, such as distributions from pooled investment vehicles are
accounted for when declared by the fund manager.

Dividends on unlisted securities are accounted for when declared, with dividends on
certain foreign investments being accounted for when received.

(ii) Net income from properties is accounted for on an accruals basis.

(i) Deposit and other interest receivable is accounted for on an accruals basis.

(iv) Annuity income arising from contracts held with insurers is accounted for on an
accruals basis.

(d) Transfersin

Transfers in from other registered pension arrangements include all transfers which
have been formerly accepted by the Trustee of the Plan as at 31 December in respect of
individual members.
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THE PEARSON PENSION PLAN
NOTES TO THE FINANCIAL STATEMENTS FOR THE YEAR ENDED 31 DECEMBER 2017

2 ACCOUNTING POLICIES (continued)

(e) Benefits payable

(i)  Transfers out are accounted for on a cash basis and represent the capital sums paid to

personal pensions or pension plans of new employers for members who have left
service.

(i)  Benefits payable in respect of retirements and deaths are accounted for on an accruals
basis.

(f)  Expenses

All expenses are accounted for on an accruals basis.

()  Feestofund managers and fees paid directly to the Custodian are shown as investment
management expenses.

(i)  All expenses relating to direct property investments held via the Pearson Pension
Property Fund are deducted from investment income.

(8) Transfers between sections

Transfers between sections relate to the funding of amounts by different sections in the
Plan.
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THE PEARSON PENSION PLAN
NOTES TO THE FINANCIAL STATEMENTS FOR THE YEAR ENDED 31 DECEMBER 2017

3 CONTRIBUTIONS RECEIVABLE

2017
DB Sections DC Sections Total
£'000 £'000 £'000
Employer Contributions
Normal (a) (i) 6,674 10,565 17,239
Augmentations (a) (ii) 143 568 711
Deficit funding (a) (iii) 14,151 - 14,151
Additional voluntary (@) () - 6 6
Member contributions
Normal (b) (i) 362 5,356 5,718
Additional voluntary (b) (ii) - 294 294
21,330 16,789 38,119
2016
DB Sections DC Sections Total
£'000 £'000 £'000
Employer contributions
Normal (a)(i) 7,838 11,372 19,210
Augmentations (a)ii) 77 983 1,060
Deficit funding (a)(iii) 212,400 - 212,400
Special company (a)(iv) 900 - 900
Additional voluntary (a)v) - 5 5
Member contribution
Normal (b)(i) 488 5,754 6,242
Additional voluntary (bX(ii) - 376 376
221,703 18,490 240,193

(@) Employer contributions

(i) Amounts receivable from participating employers in accordance with the Schedule of
Contributions dated 18 April 2016.

(ii) Amounts received from participating employers to enhance members’ benefits on
leaving service.

(iii)  In 2016, the Plan recognised contributions of £212.4m in relation to the Penguin
flexible funding arrangement, although £201.5m were received in 2017, (see note
13) resulting in an over accrual of £10.8m. This over accrual was offset against
deficit contributions of £25m received during the year to improve the funding
position of the Plan.

37



THE PEARSON PENSION PLAN
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3 CONTRIBUTIONS RECEIVABLE (continued)

(iv)  Special company contributions were received in 2016 to fund the reference scheme
test underpin for the Money Purchase 2003 section.

(v) AVCs paid by employers are used to purchase investments, the value of which
determines the benefit to members, and which have been invested separately from
the main fund, (see note 11(a)).

(b) Member contributions

(i) Members’ normal contributions (excluding AVCs) are paid at various rates as set out
in the Plan rules.

(ii) AVCs are paid by members to purchase investments, the value of which determines
the benefit to members, and which have been invested separately from the main
fund, (see note 11(a)).

4  TRANSFERS IN

2017
DB Sections DC Sections Total
£'000 £'000 £'000
Individual transfers in from other - 960 9260
schemes
Group transfers in from other schemes* - 175 175
- 1,135 1,135
2016
DB Sections DC Sections Total
£'000 £'000 £'000
Individual transfers in from other - 445 445

schemes

*AVC polices transferred-in in respect of the merger of the TQ Pension Scheme into the Plan in
2015.
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5 OTHER INCOME

Claims on term insurance policies
Income received on non-investment assets
Other income

Claims on term insurance policies
Income received on non-investment assets

6 BENEFITS PAYABLE

Pensions

Commutations

Purchase of annuities

Lump sum death benefits
Taxation where lifetime or annual
allowance exceeded

2017
DB Sections DC Sections Total
£'000 £'000 £'000
25 - 25
216 - 216
3 2 5
244 2 246
2016
DB Sections DC Sections Total
£'000 £'000 £'000
2 371 373
482 - 482
484 371 855
2017
DB Sections DC Sections Total
£'000 £'000 £'000
82,411 - 82,411
9,257 1,821 11,078
- 389 389
108 33 141
574 10 584
92,350 2,253 94,603
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6

BENEFITS PAYABLE (continued)

2016

DB Sections DC Sections Total

£'000 £'000 £'000

Pensions 78,804 - 78,804

Commutations 8,441 1,818 10,259

Purchase of annuities - 428 428

Lump sum death benefits 162 886 1,048

Taxation where lifetime or annual 233 1 234
allowance exceeded

87,640 3,133 90,773

Members who commenced additional voluntary contributions after 1987 were required to
purchase annuities with the proceeds of their accounts. However, with effect from 6 April
2006 it has been possible (within prescribed limits) to take AVCs as tax free cash. If on
retirement a member has a total money purchase fund or additional voluntary contributions
fund below a level that can be secured by the annuity provider, it may be used to purchase

additional benefits within the Plan.

In accordance with Plan’s Rules, insurance cover, arranged by the Trustee, is maintained to
cover the liability for payment of cash lump sums in respect of members who die during

service.

PAYMENTS TO AND ON ACCOUNT OF LEAVERS

017

DB Sections DC Sections Total

£'000 £'000 £'000

Refunds to members leaving service - 78 78

Payments for members re-joining state - 163 163
scheme

Individual transfers to other schemes 87,515 16,390 103,905

87,515 16,631 104,146
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7 PAYMENTS TO AND ON ACCOUNT OF LEAVERS (continued)

Refunds to members leaving service
Payments for members re-joining state
scheme

Individual transfers to other schemes

8 ADMINISTRATION EXPENSES

Administration and processing*
Professional fees

Administration and processing
Professional fees

*Of this amount, £4.5m relates to administrative costs associated with the setup of the buy-in

annuity policies.

9 OTHER PAYMENTS

Life cover policy premium

2016
DB Sections DC Sections Total
£'000 £'000 £'000
78 78
- 52 52
18,674 17,783 36,457
18,674 17,913 36,587

201

DB Sections DC Sections Total
£'000 £'000 £'000
7,913 - 7,913
781 - 781
8,694 - 8,694

2016
DB Sections DC Sections Total
£'000 £'000 £'000
2,775 - 2,775
1,661 - 1,661
4,436 - 4,436

DB Sections
£'000

253

017

DC Sections
£'000

Total
£'000

253
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9 OTHER PAYMENTS (continued)
201

DB Sections DC Sections Total

£'000 £'000 £'000

Life cover policy premium 290 - 290

10 INVESTMENT INCOME
017

DB Sections DC Sections Total

£'000 £'000 £'000

Income from pooled investment vehicles 19,783 - 19,783
Net income from properties 13,574 - 13,574
Annuity income* 9,727 - 9,727
Other investment income net of foreign (106) (106)

exchange gains and losses
42,978 - 42,978
2016

DB Sections DC Sections Total

£'000 £'000 £'000

Income from pooled investment vehicles 11,306 - 11,306
Net income from properties 13,194 - 13,194
Annuity income 974 - 974
Other investment income net of foreign 344 - 344

exchange gains and losses

25,818 - 25,818

* As part of the implementation process for the buy-in, for the first year of the arrangements we
receive fixed monthly payments which are based on initial data. These will be subject to a ‘true-
up’in late 2018 when further data cleansing will have taken place.



THE PEARSON PENSION PLAN
NOTES TO THE FINANCIAL STATEMENTS FOR THE YEAR ENDED 31 DECEMBER 2017

11(a) INVESTMENTS
Value at  Purchases Sales Changein Value at
Notes 01.01.2017 cost Proceeds Market 31.12.2017
value
£000 £000 £000 £000 £000
DB Sections
Property (11¢) 250,034 86 (9,340) 10,496 251,276
Pooled investment vehicles (11d) 3,067,780 128,214 (1,301,472) 76,522 1,971,044
Insurance policies (11f) 10,200 1,180,878 - (1,515) 1,189,563
3,328,014 1,309,178 (1,310,812) 85,503 3,411,883
Cash & cash equivalents 11,929 4,923
Other investment assets 287 183
Other investment liabilities (5,585) (5,755)
3,334,645 3,411,234
DC Sections
Pooled investment vehicles (11d) 381,359 17,590 (15,638) 56,907 440,218
AVC investments 16,022 315 (2,087) 1,474 15,724
397,381 17,905 (17,725) 58,381 455,942
Total Investments 3,732,026 143,884 3,867,176

AVC investments within the DC Sections include £2.4m (2016: £2.5m) held by DB members. The
AVC investments are defined contributions in nature and are therefore included in that section.

The change in market value of investments during the year comprise all increases and decreases
in the market value of investments held at any time during the year, including profits and losses
realised on the sale of investments during the year.

Transaction costs are included in the cost of purchases and sales proceeds and are disclosed in
note 11(g).

The purchase of insurance policies includes the Plan’s investment into two new bulk annuity
contracts, totalling £1,181m. These were funded mainly by the disinvestment from the QIAIF of
£853m and the sale of the Plan’s corporate bond fund holdings of £287m shown within pooled
investment vehicles. The balance of £41m was funded by the Plan’s cash holding.

The Plan also sold one of its direct property holdings in Milton Keynes for £5.8m, realising a gain
of £2.6m.

The Trustee believes that majority of the Plan’s investments are readily marketable and that the
methods used for their valuation are appropriate to each class of investment.
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11(b) FAIR VALUE HIERARCHY

The investments have been analysed according to the basis on which the fair value has been
categorised. A fair value measurement is categorised in its entirety on the basis of the lowest level
input that is significant to the fair value measurement in its entirety.

Level 1: The unadjusted quoted prices in an active market for identical assets or liabilities that the
entity can access at the measurement date.

Level 2: Inputs other than quoted prices included within level 1 that are observ.

using market data) for the asset or liability, either directly or indirectly.

able (i.e developed

Level 3: Inputs are unobservable (i.e for which market data is unavailable for the asset or liability).

DB Sections

Properties

Pooled investment vehicles
Insurance policies

Cash and cash equivalents
Other investment assets and
liabilities

DC Sections
Pooled investment vehicles
AVC investments

2017
|

Level 1 Level 2 Level 3 Total
£000 £'000 £'000 £000

- - 251,276 251,276

- 1,548,078* 422,966 1,971,044

- - 1,189,563 1,189,563
4,923 - - 4,923
(5,572) - - (5,572)
(649) 1,548,078 1,863,805 3,411,234

- 440,218 - 440,218

- 13,337 2,387 15,724

- 453,555 2,387 455,942

(649) 2,001,633 1,866,161 3,867,176
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11(b) FAIR VALUE HIERARCHY (continued)

2016
Level 1 Level 2 Level 3 Total
£'000 £'000 £000 £000
DB Sections
Properties - - 250,034 250,034
Pooled investment vehicies - 2,618,026* 449,754 3,067,780
Insurance policies - - 10,200 10,200
Cash and cash equivalents 6,929 5,000 - 11,929
Other investment assets and (5,298) - - (5,298)
liabilities

1,631 2,623,026 709,988 3,334,645

DC Sections
Pooled investment vehicles - 381,359 - 381,359
AVC investments - 13,562 2,460 16,022

- 394,921 2,460 397,381
1,631 3,017,947 712,448 3,732,026

*The QIAIF investment which is classed as a pooled investment vehicle is neither listed nor
tradable on a regulated market. The units are priced on a daily basis and there are no redemption
restrictions.

The QIAIF assets can also be transferred to another manager should the need arise. For these
reasons the QIAIF is categorised as a level 2 investment. The underlying gilts are readily tradable
and there is a liquid market for these instruments while the underlying swaps and repurchase
agreements can be terminated prior to their expiry, subject to associated costs.

11(c) PROPERTY

2017 2016
£000 £000

DB Sections
Property 251,276 250,034

The Plan holds a number of interests in UK commercial properties. There are no restrictions on
the realisability of the properties, the remittance of income or disposal proceeds. The properties
are however illiquid as they would take between 3 and 12 months to find a suitable buyer to
purchase them at fair value. For all properties that are occupied it is the tenants who are
responsible for repairs and maintenance and dilapidations at the end of their lease.
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11(c) PROPERTY (continued)

The properties are valued annually at fair value by Savills (UK) Limited, a member firm of the Royal
Institution of Chartered Surveyors, in accordance with the Royal Institution of Chartered Surveyors
Valuation Standards UK PS 1.1 Valuation for Financial Statements. The principal assumptions on
which the valuation was based were rental income, the remaining terms of the leases and the
market rents for those properties.

For direct property holdings, there is a provision of £2.31m (2016: £2.31m) for phase 2
development at Canning Town, London.

11(d) POOLED INVESTMENT VEHICLES

2017 2016
£000 £'000
DB Sections
Return seeking:
Private equity funds 45,315 58,480
Property funds 33,473 33,746
Diversified growth funds* 158,039 149,709
Infrastructure funds 114,097 139,887
350,924 381,822
DB Sections
Liability matching:
Bond funds 153 279,151
Infrastructure funds 229,928 217,490
QIAIF** 1,390,039 2,189,317
1,620,120 2,685,958
1,971,044 3,067,780
DC Sections
Equity funds 368,144 310,859
Bond funds 19,271 20,872
Property funds 3,144 2,700
Diversified growth funds*** 47,404 43,561
Cash funds 2,255 3,367
440,218 381,359
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11(d) POOLED INVESTMENT VEHICLES (continued)
* The Plan holds the following diversified growth investment funds in the DB Sections:

Standard Life global absolute return strategies fund - An actively managed fund aiming to deliver
a positive absolute return in the form of capital growth over the medium to longer term in all
market conditions. The underlying assets are primarily equities, bonds and derivatives.

BlackRock diversified growth fund - primarily invests in a diversified portfolio of equities, bonds,
property and cash with a low tolerance for capital loss.

** Qualifying investor alternative investment fund managed by Legal & General - see note 11(e).
**% The Plan holds the following diversified growth investment funds in the DC Sections:

BlackRock market advantage strategy - A combination of active asset allocation and passive stock
selection decisions with the aim of providing a positive absolute return. The fund achieves this by
investing in a broad range of asset classes.

Standard Life global absolute return strategies fund - This is the same fund invested in by the DB
Section.

Schroders Life intermediated diversified growth fund - An actively managed fund invested in a
diversified range of growth asset classes with a performance objective of achieving a return above
Retail Price Inflation (RPI) over a market cycle (typically about 5 years).

11(e) QUALIFYING INVESTOR ALTERNATIVE INVESTMENT FUND

The qualifying investor alternative investment fund (QIAIF) is a pooled arrangement where the
Plan is the only participant in the fund. The objective of the QIAIF is to hedge the impact of future
changes in interest and inflation rates on the actuarial liabilities using gilts, index-linked gilts, total
return swaps and repurchase agreements where necessary. The following table provides a
breakdown of the securities within the pooled QIAIF investment vehicle as at the year ended
31 December 2017.
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11(e) QUALIFYING INVESTOR ALTERNATIVE INVESTMENT FUND (continued)

2017 2016

£'000 £'000

Government bonds 1,361,682 2,217,032
Payable under repurchase agreements* (185,166) (35,132)
Swap assets ** 454 1,887
Swap liabilities** - (21)
Cash and other investment balances 213,069 5,551
1,390,039 2,189,317

* Under repurchase agreements the value of securities that are delivered (£195,604,887)
continues to be recognised within government bonds. The obligation to pay back the cash
received in respect of the securities is recognised as a liability. The value of collateral pledged by
the Plan as at 31 December 2017 in respect of margin payments was £8,252,428 (2016: £507,192).
The collateral is in the form of gilts.

Income received during the year from investments held within the QIAIF amounted to £35,733,292
(2016: £38,409,821).

Nominal Market value Market
value of
amount of assets o
liabilities
£'000 £'000 £'000
** OTC Swap Contracts
Interest rate
2017 45,110 454 -
2016 45,950 1,887 (21)

The expiration date of the swap contracts are 2022, 2027, 2032 and 2040. The collateral held by
the Pian on these contracts is in the form of a government bond valued at £1,480,223 (the initial
margin) (2016: £1,442,555 pledged by the Plan) and cash of £460,615 (2016: £1,849,619). The swap
contracts are held in line with the strategy to increase the hedge gradually over time.

11(f) INSURANCE POLICIES
The Plan held insurance policies at year end as follows:

2017 2016
£000 £000

Annuity policies 1,189,563 10,200
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11(f) INSURANCE POLICIES (continued)

The annuity policies relate to two new buy in contracts taken by the plan in September 2017, as
well as legacy arrangements. They provide annuity income which is used to pay the benefits for
approximately two thirds of the pensioner population. See further details on page 42. The policies
have been valued by the Plan Actuary using realistic demographic assumptions and a discount
rate based on gilt yields with no margin.

Collateral is held in respect of these arrangements in the Plan's name, with the Plan’s custodian.
At 31 December 2017 £1,267m of collateral held in the form of Corporate and Government Bonds
as well as a small amount of cash. All assets held in the collateral are denominated in Sterling,
Euro and US Dollars.

11(g) TRANSACTION COSTS

Transaction costs are included in the cost of purchases and deducted from sales proceeds. Direct
transaction costs charged to the Plan comprise fees, commission and stamp duty.

Transaction costs analysed by main asset class and type of cost are as follows:

Stamp duty 2017 2016

Fees Commission and taxes Total Total

£000 £'000 £'000 £000 £'000

Property 75 - - 75 -
2017 75 - - 75 -

2016 - - - - -

In addition to the transaction costs disclosed above, indirect costs are incurred though the
bid/offer spread on investments within pooled investment vehicles and charges are made within
those vehicles.

11(h) INVESTMENT RISKS

Information on the Trustee’s approach to risk management, market and credit risk is set out in
this note. Under accounting standards, market risk includes currency risk, interest rate risk and
other price risk. Information is also provided on mismatching risk, inflation risk and longevity risk.
The note covers both the Defined Benefit Sections and Defined Contribution Sections. It does not
cover AVC investments as these are not considered to be significant in relation to the overall
investments of the Plan.
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11(h) INVESTMENT RISKS (continued)

The investment strategy is set out in the SIP and investment decisions are made after taking advice
in line with the requirements of the Pension Act 1995 (as amended). Before investing in any asset
class, or entrusting the investments to a particular manager, the Trustee takes advice on the risks
involved both on a quantitative and qualitative basis from its investment consultant. The decision
as to whether to invest in a particular security is delegated to the manager within specified
investment restrictions.

I Defined Benefit investment risks

The investment objective and strategy for the Defined Benefit Sections is set out on page 19 and
20, while the investment risks that can impact the funding level are set out below. As well as
affecting the value placed on the assets, changes in investment market conditions can also impact
the value placed on the actuarial liabilities, Where this is the case it is noted under the relevant
investment risk heading. The Defined Benefit Sections’ investments are valued at £3,411m (2016:
£3,335m).

Mismatching risk

Mismatching risk relates to a difference in the sensitivity between asset and actuarial liability
values, as a result of changes to financial and demographic factors. This is considered when setting
the investment strategy and is managed through regular reviews. The implementation of liability
driven investment (LDI) has substantially eliminated this mismatching risk by forming a portfolio
of assets, the value of which broadly moves in line with the actuarial liabilities. During 2017, two
buy-in contracts were also entered into. These contracts are intended to provide a match for the
liabilities for the members they cover, substantially reducing risk for the insured population, see
page 48 for details. The Trustee receives regular reports from its managers and investment
consuitant setting out the level of mismatching exposure in the assets of the Defined Benefit
Sections. Regular discussions also involve the Plan actuary who reports on the actuarial liabilities.

There are predominantly three risks which contribute to mismatching risk: interest rate; inflation
and longevity. Further information on these risks is set out below.

Interest rate risk

Interest rate risk is the risk that that the fair value or future cash flows of an investment will
fluctuate because of changes in market interest rates. These fluctuations will affect the valuations
of both investments and actuarial liabilities (given that the Plan Actuary values actuarial liabilities
with reference to the yield on UK government bonds).

The Trustee has set a benchmark of 88% (2016: 85%) of the total investment portfolio, to be held
in the insurance portfolio and in liability matching assets of the main portfolio. Under this strategy,
if interest rates fall, the value of the insurance portfolio and liability matching assets will rise to
help match the increase in actuarial liabilities arising from a fall in the discount rate. Similarly, if
interest rates rise, the assets will fall in value, as will the actuarial liabilities because of an increase
in the discount rate. As at 31 December 2017 the liability matching assets and insurance policies
represented 89% (2016: 87%) of the total investment portfolio.
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11(h) INVESTMENT RISKS (continued)
Interest rate risk (continued)

The Trustee, through the Investment Committee, requires that interest rate risk is regularly looked
at and reported on, by requesting and monitoring a quarterly report which highlights the expected
effect of interest rate changes on the assets and actuarial liabilities. The sensitivities between the
assets and actuarial liabilities are formally reviewed after each triennial valuation or if there are
any significant changes to the profile of the actuarial liabilities, or major changes in investment
markets. The Trustee and Investment Committee receive the support of the Plan Actuary and
investment consultant in this regard.

Within the liability matching assets, the Defined Benefit Sections are exposed to indirect interest
rate risk because the Plan invests in bonds, cash, swaps and repurchase agreements through bond
funds, infrastructure funds and the QIAIF, as shown in notes 11(d) and 11(e).

Within the return seeking assets, the diversified growth funds (as shown in note 11(d)) are also
exposed to a level of interest rate risk depending on the investments held at the time. The fund
manager will consider the risk and expected reward when determining which investments to
invest in.

Inflation risk

Inflation risk is the risk that the fair value or future cash flows from an investment will fluctuate
due to changes in realised or expected inflation. The Defined Benefit Sections’ liabilities are often
directly linked to inflation and the risk is that the assets do not also have this sensitivity. Liability
driven investments are used to help mitigate this risk, by ensuring that the liability inflation
sensitivity is matched to the extent possible. The buy-in insurance portfolio also mitigates this risk
as the insurance policy guarantees to provide income for the pensions of the insured population,
including inflationary increases prescribed in the scheme rules.

The property and certain infrastructure assets also assist in mitigating this risk as the underlying
contracts and asset values are linked to inflation, thereby providing matching characteristics. The
investment consultant reviews the portfolio position should sharp inflation fluctuations occur.

Credit risk

Credit risk is the risk that one party to a financial instrument will cause a financial loss to the other
party by failing to discharge an obligation.

Direct credit risk

Where a pension scheme invests in a pooled investment vehicle such as the QIAIF it has direct
exposure to the credit risk from both the pooled investment vehicle and the investment
manager (see pooled investment vehicles in note 11(d)). Direct credit risk exposure is mitigated
through segregating the Plan’s assets from the assets of the manager in accordance with
applicable regulations, such as the Financial Conduct Authority client asset rules and regulation
by the Prudential Regulation Authority. Direct credit risk is also mitigated by diversification of
investments amongst a number of investment managers.
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11(h) INVESTMENT RISKS (continued)

Direct credit risk has been mitigated in part by the buy-in contracts due to the fact that they are
collateralised, with the collateral pool of assets held in the Trustee's name with a third party
custodian (see note 11(f)). In the event that an insurer was unable to make payment of the
contracted amount, or in other agreed circumstances, the Trustees would have control of the
collateral assets, thereby reducing the exposure to the insurers.

Investment in the QIAIF is via a life insurance policy issued by a subsidiary of Legal & General
Investment Management (LGIM). LGIM manage the assets which are owned by the subsidiary
which writes only a small enough amount of pure life insurance to qualify as a life company
and this is more than covered by its capital and reserves. The assets underlying the policy,
therefore, are effectively ring-fenced. The remaining pooled investment vehicles of the Plan are
primarily held within limited partnerships, open ended vehicles and unit trusts.

The Trustee carries out due diligence checks to ensure the legal structure is appropriate to the
country of jurisdiction, there is sufficient security of assets and adequate diversification of
investments. A due diligence check also takes place upon the appointment of new pooled
investment managers. The investment consultant monitors any changes to the operating
environment of the pooled managers on an ongoing basis.

Indirect credit risk

Indirect exposure to credit risk arises from the underlying investments of the pooled investment
vehicles including bonds, swaps and repurchase agreements that are principally used to manage
the interest rate and inflation exposure of the Defined Benefit Sections within liability matching
assets (see note 11(d)).

The underlying instruments of the QIAIF (see note 11(e)) are either the highest rated UK gilts
available or leverage instruments which are collateralised on a daily basis thus reducing the risk
of counterparty default as far as is reasonably practical (see note 11(e)). Given the level of collateral
within the QIAIF, and the limited use of leverage needed, the Trustee have been advised that the
overall level of liquidity is sufficient and does not believe that tradability in regulated markets is a
concern in relation to this investment. Nonetheless this is monitored regularly.

The credit risk within the current strategy is managed by ensuring that guidelines are in place to
eénsure an appropriate overall level of credit quality and diversification of issuers and
counterparties commensurate with the objectives of the investment. All investments held within
the QIAIF are investment grade.

Diversified growth funds (see note 11(d)) may also be subject to indirect credit risk due to their
exposure to bonds and other financial instruments. This risk is mitigated via a diversified portfolio
and investment in investment grade products.

Property (see note 11(c)) is subject to the risk of the underlying tenant defaulting, hence preventing
the receipt of cash flows. This risk is partially mitigated through the ownership of the building
which enables the property to be let to a different tenant or an alternative use to be employed
should such a default occur.
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The Trustee receives regular reports from the managers setting out the extent of credit risk within
their portfolios and, in particular, whether any agreed guidelines have been complied with.

Currency risk

Currency risk is the risk that the fair value or future cash flows of a financial instrument will
fluctuate because of changes in foreign exchange rates.

The Defined Benefit Section investments are, for the most part, Sterling denominated. As
explained below, currency risk remains in relation to the investment in infrastructure funds,
private equity funds, the diversified growth funds and an investment through the property fund
(see note 11(d)).

The infrastructure funds with foreign currency cash flows are exposed to currency risk as the
payments are affected by fluctuations in exchange rates. The private equity fund and the
diversified growth funds have partial exposure to foreign currency, but form part of a wider asset
allocation strategy. The CBRE property fund mandate is not hedged, but forms a very small
allocation of the property portfolio.

The Trustee is able to take a long term view on currency risk and therefore can accept some of the
short term volatility in currency markets and avoid the costs associated with currency hedging.
The Trustee will monitor this risk and has the ability to reduce the level of currency risk taken if
deemed necessary.

Other price risk

This is the risk that the fair value or future cash flows of a financial asset will fluctuate as all
investments are subject to price risks that arise from factors specific to that asset class or
individual investment.

Other price risk arises principally in relation to the return seeking portfolio which is disclosed in
note 11(d). The Plan has set a target asset allocation of 12% (2016: 15%) of investments being held
in return seeking investments. As shown in the Trustee’s Report (page 20) 11% (2016: 13%) of the
portfolio was held in the return seeking portfolio, based on the fair value of the investments. Other
price risk arises on assets held within diversified growth funds, infrastructure funds and property
funds. The purpose of accepting these risks is to ensure that, when considered as a whole, the
assets of the Defined Benefit Section form a suitably diversified portfolio in terms of the type of
risk taken and the sources of expected future returns.

The Trustee receives regular reports from its investment consultant setting out the nature and
extent of the risks in the Defined Benefit Sections investments.

53



THE PEARSON PENSION PLAN
NOTES TO THE FINANCIAL STATEMENTS FOR THE YEAR ENDED 31 DECEMBER 2017

11(h) INVESTMENT RISKS (continued)
Longevity risk

Longevity risk relates to those risks which are related to the life expectancy of members and
beneficiaries, which would affect the valuation of the actuarial liabilities but not the asset
valuation. This can result in higher than expected payout,

During 2017 the Plan entered into two large buy-in transactions, at a cost of £1,181m insuring the
liabilities for approximately two-thirds of the current pensioner population. This provides
protection against longevity risk, as well as inflation risk and other risks for those members, since
itis intended to provide a perfect match for those liabilities. See further details in note 11(f). The
Trustee will continue to explore further opportunities to mitigate this risk if it believes that this can
be done cost effectively. In addition to buy-in transactions, the remaining longevity risk is
addressed by including a buffer in the targeted returns for the main portfolio of assets.

Il Defined Contribution investment risks

The section below sets out the key direct and indirect risks to which the Defined Contribution
Sections are exposed. An analysis of the funds held is provided in note 11(d). The majority of
holdings in the Defined Contribution Sections are held in the default lifecycle arrangement, as
explained on page 17 with the associated risk described below.

Market risk

The Defined Contribution Sections are subject to indirect currency, interest rate and other price
risks associated with the underlying investments on the Aviva platform. These risks can affect the
valuations of the underlying funds.

The equity fund has the majority of its holding in the BlackRock (30:70) currency hedged global
equity index (£336.5m, (2016: £282.7m)) and its currency risk has largely been removed as a result
of hedging within the fund, therefore the greatest market risk exposure impacting this fund is
other price risk.

The main diversified growth fund held is the BlackRock market advantage strategy fund (£36.2m,
(2016: £32.6m)) which provides an element of downside protection and therefore has lower risk
than the equity funds, however diversified growth funds are exposed to elements of foreign
currency risk, interest rate risk, other price risk and credit risk.

Bonds and cash funds are utilised when a member is near retirement and these are exposed to
interest rate and credit risk, however all of the underlying investments are investment grade.

Further, the Investment Committee closely monitors the performance of the managers and
receives formal quarterly reports from the investment consultant giving views on the manager's
continued performance.
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Credit risk

The credit risk within the current strategy in theory arises from Aviva holding of the funds provided
through its platform and BlackRock as the underlying manager of majority of the funds.

As detailed within credit risk for Defined Benefit Sections above, direct credit risk is unlikely to
exist within pooled arrangements that can be traded on the open market as the underlying assets
of the pooled arrangements are ring-fenced. This is the case for all BlackRock and other funds
available to Defined Contribution Section members. In addition, any residual risk is mitigated by
investments in appropriately regulated vehicles.

Indirect credit risk is experienced through the underlying holdings in the investment platform. This
is managed by ensuring that guidelines are in place for each manager to ensure an appropriate
overall level of credit quality and diversification of issuers and counterparties commensurate with
the objectives of the investment. All underlying bonds within the Defined Contributions Section
funds are investment grade.

Ill. Self-investment in Pearson plc

In accordance with the Trustee's policy, no direct investments were held in Pearson plc, or in
companies in which Pearson plc held 20% or more of the equity share capital. However, the Plan’s
net assets at the 31 December 2017 include a de minimis amount of investments in Pearson plc
through indirect investment holdings which is well below the 5% level permitted by legislation.

12 INVESTMENT MANAGEMENT EXPENSES

2017 016

£'000 £'000

Administration, management and custody 776 1,091
Investment advisory 761 820
1,537 1,911

The administrative expenses associated with the operation of the Defined Contribution Sections
are incurred by the Defined Benefit Sections and disclosed within the Defined Benefit Section of
the Fund Account on page 32. The Plan Actuary has incorporated an estimation of the
administrative costs, the life assurance provision and the reference scheme test underpin
associated with this section within the funding arrangements for the Plan.
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13 CURRENT ASSETS AND LIABILITIES

Current Assets

2017

DB Sections DC Sections Total
£'000 £'000 £'000

Contributions due from employer in respect
of deficit funding 50 - 50
Cash and cash equivalents balances 108,192 1,611 109,803
Cash held with Aviva - 27 27
Pensions paid in advance 5,817 - 5,817
Prepaid expenses and sundry items 2,053 - 2,053
116,112 1,638 117,750

2016

DB Sections DC Sections Total
£'000 £'000 £'000

Contributions due from employer in respect
of flexible apportionment arrangement* 212,400 - 212,400
Cash and cash equivalents balances 12,447 1,884 14,331
Cash held with Aviva - 185 185
Pensions paid in advance 5,673 - 5,673
Prepaid expenses and sundry items 552 - 552
231,072 2,069 233,141

*Estimate of flexible apportionment arrangement debts owed by Pearson Management Services
in relation to Penguin Books Limited previously ceasing to be a participating employer of the Plan.
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13 CURRENT ASSETS AND LIABILITIES (continued)

Current Liabilities

Unpaid benefits
Accrued expenses:

Administration

Investment management expenses
Annuity income received in advance

Unpaid benefits*
Accrued expenses:
Administration
Investment management expenses

2017
DB Sections DC Sections Total
£'000 £'000 £'000
(387) (1,120) (1,507)
(733) - (733)
(501) - (501)
(4,585) - (4,585)
(6,206) (1,120) (7,326)
2016
DB Sections DC Sections Total
£'000 £'000 £'000
(1,419) (839) (2,258)
(1,262) - (1,262)
(1,176) - (1,176)
(3,857) (839) (4,696)

* The majority of this balance relates to amounts owed to Pearson Shared Services for the
reimbursement of pensions paid to retired members on behalf of the Plan.
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14 INVESTMENT COMMITMENTS

At 31 December 2017 there were the following capital commitments made by the Trustee:

(@) £328k(2016: £1,031k) in the property portfolio to subscribe to future investments.

(b) Upto £458k (2016: £3,11 9k) to Meridiam infrastructure (SCA) SICAR, an infrastructure fund.

()  Up to £10,095k (2016: £11,193k) to Pantheon Ventures Limited to finance the private equity
portfolio in future years. This commitment is expected to be partly funded by distributions

from the private equity portfolio.

(d) Up to £1,986k (2016: £1,910k) to EQT infrastructure (No.1) limited partnership, an
infrastructure fund.

(e) Upto£4,557k (2016: £5,552k) to Alinda infrastructure parallel fund 11, an infrastructure fu nd.

() Up to £9k (2016: £9k) to Aberdeen infrastructure partners LP Inc., an infrastructure fund.
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15 RELATED PARTY TRANSACTIONS

Fees paid to Trustee Directors during the year amounted to £192,351 (2016: £197,048). Expenses
paid to Trustee Directors for costs incurred directly in the course of their duties during the year
amounted to £513 (2016: £724). A balance of £14,729 (2016: £21,819) was outstanding at year end
relating to these fees. S Johnson, K Bishop, J Marshall and P Hughes are not remunerated.

All Trustee Directors, with the exception of W) Plender and ] Marshall are also Plan members.

Up until 1 August 2017, Pearson Management Services (PMS) directly employed the Plan’s
administrative and accounting staff and provides the Plan with accommodation and related
services. From that date these costs were transferred to Pearson Pension Trustee Services (PPTS).
The cost of these services to the Plan during the year were approximately £1,657,221 (2016:
£1,467,413). At 31 December 2017, PMS owed the Plan £91,663 (2016: -£506,385) while the Plan
owed PPTS £112,870 (2016: £nil) for recharges and costs.

From 1 January 2017 pensioner payroll services were provided by Capita plc instead of Pearson
Shared Services Ltd, which only continued to provide the Plan with IT services. The cost of
providing these services to the Plan during the year were approximately £57,754 (2016: £187,804).
At 31 December 2017, the Plan owed £57,754 (2016: £1,185,591) for recharges and costs from
Pearson Shared Services Ltd.
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31 DECEMBER 2017

Contributions payable to the Plan in accordance with the Schedule of Contributions in respect of

the year ended 31 December 2017 were as follows:

Employer normal contributions

Employer special contributions

Employer augmentations

Employer additional voluntary contributions

Members normal contributions

Total contributions paid under the Schedule of Contributions*
Members additional voluntary contributions

Contributions disclosed in the financial statements (see page 37, note 3)

2017
£'000

17,239
14,152

711

5,717

37,824

295

38,119

* These contributions were paid in accordance with the Schedule of Contributions certified by the

Actuary.

For and on behalf of
Pearspn Pension Trustee Limited

Chairman
24 May 2018
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