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NOTE CONCERNING FORWARD-LOOKING -STATEMENTS

This Annual Report on Form 10-K, including the Management's Discussion and Analysis of Financial Condition and
Results of Operations, contains statements which constitute forward-looking statemenits within the meaning of the
Private Securities Litigation Reform Act of 1995, including statements relating to trends in operations and financial
results and the business and the products of the Registrant and its subsidiaries, as well as other statements including
words such as “anticipate,” “believe,” “plan,” “estimate,” “expect,” “intend” and other similar expressions. Forward-
looking statements are made based upon management’s current expectations and beliefs concerning future develéopments

and their potential effects on us. Such forward-looking statements arc not guaranices of future performance.

Actual results may differ materially from thosc included in the forward-looking statements as a result of risks and
uncertainties, Those risks and uncertainties include, but are not limited to the risk factors listed in Item 1A. “Risk
Faclors.”




PART I
Item 1. Business

The Principal Financial Group is a leading provider of retirement savings, investment and insurance preducts and
services with $311.1 billion in assets under management (“AUM”) and approximately nineteen million customers
worldwide as of December 31, 2007, e . |

Our U.S. and international operations concentrate primarily on asset accumulation and assct management. In
addition, we offer a broad range of individual and group life insurance, group health insurance, individual and group
disability insurance and group dental and vision insurance. )

We primarily focus on small and medium-sized businesses, which we define as companies with less than 1,000

' employees, providing a broad array of retirement and employee benefit solutions to meet the needs of the business, the

business owner and their employees. With over 32,000 plans, we are the leading provider of corporate defined

contribution plans in the U.S., according to Spectrem Group. We are also the leading employce stock ownership plan

consultant. In addition, we are a leading provider of nonqualified plans, defined benefit plans and plan termination
annuities. We are also one of the largest providers of non-medical insurance product solutions.

We believe small and medium-sized businesses are an underserved market, offering attractive growth opportunities
in the U.S. in retirement services and other employee benefits. We also believe there is a significant opportunity to
leverage our U.S. retirement expertisc into sclect international markets that have adopted or are moving toward private
sector defined contribution pension systems. This opportunity is particularly compelling as aging populations around the
world are driving increased demand for retirement accumulation, retirement asset management and retirement income
management solutions.

| QOur Reportable Segments

Our segment results have been modified to reflect a change in the composition of our reportable segments. Prior to
2007, amounts now reported in the U.S. Asset Accumulation and Global Asset Management segments were reported
together in the U.S. Asset Management and Accumulation segment. We now organize our businesses into the following
. reportable segments:

+ U.S. Asset Accumulation,
* Global Asset Management;

* International Asset Management and Accumulation; and
* Life and Health Insurance.

We also have a Corporate and Other segment, which consists of the assets and activities that have not been allocated
to any other scgment.

See Item 8. “Financial Statements and Supplementary Data, Notes to Consolidated Financial Statements, Note 19,
Segment Information” for financial results of our segments, including our operating revenues for our products and
services described in each of the subsequent segment discubsions.

U.S. Asset Accumulation Segment

Our asset accumulation activities in the U.S. date back to the 1940s when we first began providing pension plan
products and scrvices. We now offer a comprehensive portfolio of asset accumulation products and services for
retirement savings and investment:

+ To businesses of all sizes with a concentration on small and medium-sized businesses, we offer products and
services for defined contribution pension plans, including 401(k) and 403(b) plans, defined benefit pension plans,
non-qualified executive benefit plans and employee stock ownership plan (“ESOP”") consulting services. For more
basic investment needs, we offer SIMPLE IRA and payroll deduction plans;

» To large institutional clients, we also offer investment-only products, including guaranteed investment contracts
(“GICs") and funding agreements; and '

* Tb employees of businesses and other individuals, we offcr the ability to accumulate funds for retircment and
savings through mutual funds, individual annuities and bank products.

.

We organize our U.S. assel accumulation operations into six product and service categories: full service
accumulation, Principal Funds (our mutual fund business), individual annuities, bank and trust services, investment only
and full service payout.




Full Service Accumulation
Products

We offer a wide variety of investment and administrative products for deﬁncd contribution pension plans, including
401(k) and 403(b) plans, defined benefit pension plans, non-qualified executive benefit plans and ESOPs, A 403(b) plan
is a plan described in Section 403(b) of the Internal Revenue Code that provides retirement benefits for employees of
tax-exempl organizations and public schools. o

Full service accumulation products respond to the needs of plan 'spomors seeking both administrative and
investment services for defined contribution plans or defined benefit plané.! The investment component of both the
defined contribution and defined benefit plans may be in the form of a general account, separate account or a mutual
fund offering. .

As of December 31, 2007, we provided full service accumulation products to 33,053 defined contribution pension
plans, of which 27,076 were 401(k) plans, covering 3.1 miltion plan participants, and to 2,745 defined benefit pension
plans, covering 339,356 plan participants. As of December 31, 2007, approximately 70% of our full service accumulation
account values were managed by Principal Global Investors. Third-party asset managers provide assel managemenl
services with respect to the remaining assets.

We deliver both administrative and investment services to our defined contribution plan and defined benefit plan
customers through annuities and muival funds. Annuities and the underlying investment options are not required to be
registered with the United States Securities and Exchange Commission (“SEC™). Our mutual fund offering is called
Principal Advantage. It is a qualified plan product based on our series mutual fund, Principal Investors Fund, and is a
registered product with the SEC. We offer investments covering the full range of stable value, cquity, fixed income and
international investment options managed by our affiliated asset manager, Principal Global lnvestors as well as third-
party assel managers.

Markets and Distribution

We offer our full service accumulation products and scrvices lo employcr—sponsorcd pension plans, mcludmg
qualificd and non-qualified defined contribution plans and defined benefit plans. Our primary target market is plans
sponsored by small and medium-sized businesses, which we believe remains under-penetrated. According to Spectrem
Group, in 2006, only 15% of businesses with between 5 and 99 employees, and 47% of busincsses with between 100 and
500 employees, offered a 401(k) plan. The same study indicates that 63% of employers with between 500 and 1,000
employees; 71% of employers with between 1,000 and 5,000 employees; and 90% of employers with 5,000 or more
employces offered a 401{k) plan in 2006.

We distribute our full service accumulation products and services nationally, primarily through a captive retirement
services sales force. As of December 31, 2007, approximately 315 retirement services sales representatives in over 42
offices, operating as a wholesale distribution netwerk, maintained relationships with over 8,810 independent brokers,
consuftants and agents. Retirement services sales representatives are an integral part of the sales process alongside the
referring consultant or independent broker. We compensate retirement services sales representatives through a blend of
salary and production-based incentives, while we pay independent brokers, consultants and agents a commission or fee.

As of December 31, 2007, we had a separate staff of over 222 service and education specialists located in the sales
offices who play a key role in the ongoing servicing of pension plans by: providing Jocal services to our customers, such as
reviewing plan performance, investment options and plan design; communicating the customers’ needs and feedback to
us; and helping employees understand the benefits of their pension plans. The following summarizes our distribution
channels:

* We distribute our annuity-based preducts through sales representatives, agents and brokers who are primarily
state licensed individuals.

* Principal Advantage, our mutual fund-based product, is targeted at defined contribution plans through broker/
dealer distribution channels. Principal Advantage gives us access 10 Financial Industry Regulatory Authority
(formerly known as the National Association of Securities Dealers)-registered distributors who are not traditional
sellers of annuity-based products and broadens opportunities for us in the investment advisor and broker-dealer
distribution channels.

* Principal Security Builder Retirement Program [ndividual 401(k) is the newest retirement plan solution from the
Principal Financial Group. It was created for the small business owner giving them a low-cost retirement program
that allows them to save on taxes while saving for retirement. The Principal Security Builder Retirement Program
Individual 401(k) is available through the group annuity contract.

* Through our Retire Secure strategy we provide financial education and assistance to individual investors who are
participants/members of employer-based accumulation solutions to help them achieve financial security.




We believe that our approach to full service accumulation plan services distribution gives us a local sales and service
presence that differentiates us from many of our competitors. We have also recently established 2 number of marketing
and distribution relationships to increase the sales of our accumulation products wnh firms such as Bank of America and
Smith Barney.

Prim:ipal Funds

We have been providing mutual funds to customers since 1963, We offer mutual funds to individuals, businesses and
institulional investors for use within variable life and variable annuity contracts, for use in employer-sponsored pension
plans, as a rollover investment option, and for general investment purposes.

Products and Services

We were ranked in the top quartile among U.S. mutual fund managers in terims of total mutual fund AUM as of
December 31, 2007, according to the Investment Company Institute (“1CI"). At $63.5 billion in AUM. we rank 41 out of
330 according to the ICL. We provide accounting, compliance, corporate governance and preduct development for all
mutual funds we organize. As of December 31, 2007, our mutual fund operations served approximately 1.9 million mutual
fund sharcholder accounts. '

Principal Investors Fund. Principal Investors Fund is a series mutual fund, which as of December 31, 2007, offered 68
investment options. This fund acts as thie funding vehicle for Principal Advantage, the-defined contribution product
described above under “U.S. Asset Accumulation Segment-Full Service Accumulation Products.” This fund also offers
retail classes of shares to individuals for IRA rollovers (*J shares”) and general investiment purposes (A, B and C shares)
and a‘class of shares (“1 shares™) offered primarily to specified institutional investors. As of December 31, 2007, the J
share retail class of sharcs had $5.0 billion in AUM; $1.6 billion of the retail AUM invests in other share classes of
Principal Investors Funds. All other share classes of Principal [nvestors Funds, including seed money, had $51.3 billion of
AUM. We report the results for this fund, excluding the retail AUM, under “Full Service Accumulation.” We report the
results of the retail assets under “Principal Funds.” '

Principal .Variable Contracts Fund. Principal Variable Contracts Fund is a series mutual fund, which, as of
December 31, 2007, provided 40 investment options for use as funding choices in variable annuity and variable life
insurance contracts issued by Principal Life Insurance Company (“Principal Life™) and other insurance compamcs As of
December 31, 2007, this fund had $7.2 billion in AUM. AUM backing Principal Life variable annuity contracts is reportcd
in this segment under “Individual Annuities.” AUM backing Principal Life variable life insurance contracts is reported in
the Life and Health Insurance segment.

Principal Managed Portfolio. Principal Managed Portfolio is a wrap product offered by our registered investment
advisor, Princor Financial Services Corporation (“Princor™), which only invests in Principal Investors Funds. We started
to market this product in mid-2005. Clients are charged a quarterly asset-based fee on this account. As of December 31,
2007, Principal Managed Porifolio had accumulated $676.0 million in assets. ,

Principal Advisory Select.  Principal Advisory Select Program is an investment advisory program that permits the client
1o invest in a broad array of investments and is a non-discretionary investment advisory program. Clients are charged a
quarterly asset-based fee on this account. As of December 31, 2007, Principal Advisory Select had accumulated
$1.2 billion in assets.

WM Advisors, Inc.  On Decémber 31, 2006, we completed the purchase of WM Advisors, Inc. and its subsidiaries from
Washington Mutial, Inc. for a total cost of $741.1 million in cash at the time of closing. WM Advisors, Inc. was the
manager of the WM Funds, a famlly of 40 retail mutual funds and variable trust funds. As of December 31, 2006, the WM
Funds acquired had $22.5 billion in AUM. During 2007, the WM Funds were mlcgratcd into the Principal Investors Fund
and Principal Variable Contracts Fund,

Markets and Distribution

Qur markets for retail mutual funds are individuals seeking to accumulate savings for retirement and other purposes
and small businesses seeking 10 use mutual funds as the funding vehicle for pension plans, as well as non-qualified
individual savings plans utilizing payroll deductions. We also market our retail mutual funds to participants in pension
plans who are departing their plans and reinvesting their retirement assets into individual retirement accounts.

Qur retajl mutual funds are sold primarily through cur affiliated financial representatives, independent brokers
registered with aur securities broker-dealer, Princor, registered representatives from other broker-dealers, direct deposits
from our employees and others and Principal Connection. Princor recruits, trains and supervises registered
representatives selling our products. With the WM Advisors, Inc. acquisition, we obtained established relationships with a
number of marketing and outsidc broker dealer distributors to increase the sales of our mutual fund products.




Individual Annuities

Individual annuitics offer a 1ax-deferred means of accumulating retirement savings, as well as a tux-cfficient source
of income during the payout period.

Products

We offer both fixed and variable annuities 1o individuals and pension plans. [ndividual annuities may be categorized
in two ways: (1) deferred, in which case assets accumulate until the contract is surrendered, the customer dics or the
customer begins receiving benefits under an annuity payout option, or (2) immediatefpaycul, in which case payments
begin within one year of issue and continue for a fixed period of lime or for life.

Fixed Deferred Annuities. Our individual fixed deferred annuitics consist of both single premium deferred annuity
contracts and flexible premium deferred annuity contracts (“FPDAs”). Some FPDA contracts limit the period of time
deposits are allowed (i.e., only one year). For most contracts, the principal amount is guarantecd. We credit the
customer’s account with a fixed interest rate and for a specified time period, typically one, three or five years. Thereafter,
we reset, typically annually, the intcrest, rute credited to the contract based upon our discretion, taking intv accoumt
market and other conditions, We also offer a fixed deferred annuity where the interest credited is linked to an external
equity index, subject 1o maximum and minimum values. Qur major source of income from fixed deferred annuitics is the
spread between the investment income earned on the underlying gencral account asscts and the intercst rate credited 1o
the contracts. We bear the investment risk because, while we credit customers’ accounts with a stated interest rate, we
cannot be certain the investment income we carn on our general account assets will exceed that rate. Principal Global
Investors manages the asscts supporting these contracts.

Variable Deferred Annuities. Individual variable defcrred annuities are savings vehicles through which the customer
makes one or more deposils of varying amounts and intervals, Customers have the flexibility to allocate their deposits to
investment sub-accounts managed by Principal Global Investors, or other third-party asset managers. As of December 31,
2007, 66% of our $5.3 billion in variable wnnuity account balances was allocated to investment sub-accounts and our
general account, which arc managed by Principal Global Investors and 34% 1o investment sub-accounts managed by
third-party asset managers. Generally speaking, the customers bear the investment risk and bave the right 10 allocate
their assets among various separate investment sub-accounts. The value of the annuity fluctuates in accordance with the
experience of the invesiment sub-accounts chosen by the customer, Customers have the option to allocate all or a portion
of their account to our general account, in which case we credit intercst at rates we determine, subject to contractual
minimums. Customers may also clect an’enhanced death benefit guaraniee (commonly known in the industry as a
guaranteed minimum death benefit, or “GMDB”) and/or a living bencfit guarantec (commonly known in the indusiry as
a guaranteed minimum withdrawal benefil, or “GMWB”). The GMWB feature hceame available in 2005. Our major
source of revenuc from variable annuitics is mortality and expense fees we charge 1o the customer, generally determined
as a percentage of the market value of the asscts held in a separate investment sub-account.

Fixed Immediate Annuities. Qur individual fixed immediate annuitics consist almost exclusively of single premium
immediate annuity contracts (“SP1As"). SPIAs are products where the customer makes a single deposit, and from which
periodic benefit payments are made, Payments may be contingent upon the survival of one or two individuals, or
payments may be fixed, meaning payments are contractually guarantecd and do not depend on the continuing survival of
any individual. Our major source of income from fixed immediate annuities is the spread between the investment income
earncd on the underlying gencral account assets and the interest rate implied in the calculation of annuity benefit
payments. We bear the investment risk beeause we cannot be certain the investment income we carn on our general
account assets will exceed the rate implied in the SPIA contracts. Principal Global Investors manages the assels
supporting these contracts.

Markets and Distribution

Our target markcts for individual annuitics include owncrs, exccutives and employees of small and medium-sized
businesses, and individuals seeking to accumulate and/or eventually receive distributions of assets for rctirement. We
market both fixed and variable annuities to both qualified and non-qualified pension plans.

We selt our individual annuity products through our affiliated financial representatives, who accounted for 26%,
40% and 43% of annuity sales for 1the years cnded December 31, 2007, 2006 and 2005, respectively. The remaining sales
were made through banks, hrokerage gencral agencies, mutual fund companics, Principal Connection and unaffiliated
broker-dealer firms. Although the overall percentage of sales from affiliated financial representatives has declined, they
continued to be the primary distribution channel of our variable deferred annuities. The overall percentage decline is a
result of focused efforts to increase fixed annuity sales through non-affiliated distribution channels.

Bank and Trust Services

Bank and trust services include Principal Bank and Principal Trust Company. Principal Bank, our clectronic banking
operation, is a federal savings bank thai began its activities in February 1998. We offer flexible banking products and




services via the telephone, Internet, ATM or by mail. Our current products and services include a consumer suite of
checking and savings accounts, money market accounts, certificaies of deposit, consumer loans, home equity loans, home
equity lines of credit, credit cards, debit cards, small account rollovers from qualified retirement plans and health savings
accounts, In addition, we offer deposit and loan services to small and medium-sized businesses. As of Lxecember 31, 2007,
Principal Bank had approximately 181,000 customers and approximately $1.9 billion in assets.

We market our Principal Bank produbts and services to prospects and our existing cuslomers, through Principal
Connection and other means such as the Internet, direct mail and targeted advertising, with a primary focus on
decpening existing relationships with customers of Principal Bank and Principal Financial Group, Inc. Through Principal
Bank, we also pursue asset retention slraiﬂegws with our customers who seek to transfer assets from our other asset
accumulation products by offering them our banking products and services.

Principal Trust Company is a Delaware state chartered non-deposit trust company. Principal Trust Company,
chartered in 1899 as Delaware Charter Guarantee and Trust Company, is one of the largest non-deposit trust companies
in the nation. As of December 31, 2007, we served as trustee to over 300,000 accounts' and held assets in excess of
$65 billion. Principal Trust Company may not accept deposits and cannot make personal or commercial loans.

Principal Trust Company specializes in providing affordable and innovative trust solutions directed at self-directed
tax-advantaged savings accounts, such as Individual Retirement Accounts (“IRAs"), Health Savings Accounts (“HSAs”) -
and a full array of employee benefit plans and accounts including 401(k) and 403(b) plans, defined benefit pension plans,
non-qualified executive benefit plans and ESOPs. We. provide these .services 1o Principal affiliates, brokerage firms,
clearing firms, financial advisors and asset managers. .

investment Only
Products

The three primary products for which we provide investment only services are: GICs; funding agreements and other
investment only products.

GICs and funding agreements pay a specified rate of return. The rate of return can be a floating rate based on an
external market index or a fixed rate. Qur investment only products contain provisions disallowing or limiling early
surrenders, including penalties for early surrenders and minimum notice requirements. -

Deposits to investment only products are predominantly in the form of single payments. As a result, the level of new
deposits can fluctuate from one fiscal quarter to another. Assets invested in GICs and funding agreements generate a
spread between the investment income earned by us and the amount credited to the customer. Qur other investment only
products consist of separate accounts invested in cither equities or fixed income instruments. Principal Global Investors
manages the assets supporting investment only account values.

Markets and Distribution

We market GICs and funding agreements primarily to pension plan sponsors and other institutions. We also offer
them as part of our full service accurnulation products. We sell our GICs primarily 1o plan sponsors for funding of
tax-qualified retirement plans. We sell our funding agreements dircetly to institutions that may or may not be pension
funds and unconsolidated special purpose vehicles domiciled either in the U.S. or offshore for funding agreement-backed
note programs. The funding agreements sold as part of these funding agreement- -backed note programs work by having
investors purchase debt obligations from the special purpose vehicle which, in turn, purchases the funding agreement
from us with terms similar 1o those of the debt obligations. The strength of this market is dependent on debt capital
market conditions. As a result, our sales through this channel can vary widely from one quarter to another. In addition to
the special purpose vehicle selling the funding agreement-backed notes to U.S. and foreign institutional investors, the
special purpose vehicle may also sell notes to U.S. retail investors through a SEC-registered shelf d=bt issuance program.

Full Service Payout
Products

Full service payout products respond to the needs of pension plan participants who, upon reticement or termination
of their employment, seek a guaranieed income stream. Plan participants who seck these services include those from
pension plans we service, as well as pension plans other providers service, We primarily offer single premium group
annuities, which are immediate or deferred annuities that provide a current or future specific income amount, fully
guaraniced by us. These are available to defined contribution and defined benefit plan participants. We make regular
payments to individuals, invest the underlying assets on their behalf and provide tax reporting to them. We aiso reinsure
single premium immediate annuities issued by another insurer. )

Single premium group annuilies are traditionally used in conjunction with defincd benefit plans, particularly those
where the plan is being terminated. In such instances, the plan sponsor transfers all its obligations under the plan to an
insurcr by paying a single premium. Increasingly, these products are purchased by defined contribution plan participants




who reach retircment age. Generally, plan sponsors restrict their purchases to insurance companies with superior or
excellent financial qualny ratings because the Department of Labor has mandalcd that annuities be purchased oniy from
the “safest available” insurers.

Premium received from full service payout products are generally in !hc form of single payments. As a result, the
level of new premiums can fluctuate depending on the number of retirements and large-scale annuity sales in a particular
fiscal quarter, Principal Global Investors manages the assets supporting full service payout account values.

Markets and Distribution I

Qur primary distribution channel for full service payout products is comprlsed of several specialized home office
sales consultants working through consultants and brokers that specialize in ‘this type of business. Our sales consultants
also make sales directly to institutions. Our nationally dispersed retircment services sales representalives act as a
secondary distribution channel for these products. Principal Connection also distributes full service payout products to
participants in plans we service who are terminating employment or retiring. Principal Connection is our direct response
distribution channel for retail financial services products to individuals. Principal Connection’s services are available over
the phone, on the Internet or by mail.

Global Asset Management Segment

QOur Global Asset Management segment consists of Principal Global [nvestors and its affiliates, We focus on
providing a diverse range of asset management services covering a broad range of asset classes, investment styles and
porifolio structures to our other segments and third-party institutional clients,

As of December 31, 2007, Principal Global Envestors, together with its affiliates, Principal Real Estate Investors,
Spectrum Asset Management, Post Advisory Group, Columbus Circle Investors, Edge Asset Management and Moriey
Financial Services managed $236.0 billion in assets. Morley Financial Services was acquired on August 31, 2007. Edge
Asset Management was acquired on December 31, 2006 as part of the WM Advisors, Inc. acquisition. We have offices
outside of the U.S. in the United Kingdom, Australia, Singapore and Japan.

Products and Services
Fee Mandate Business

QOur fee mandate business provides focused investment advisory services across a broad range of asset classes,
investment styles and portfolio structurcs. These scrvices are provided for a fee as defined by the client mandate. Wc are
diversified across three primary asset classes.

Equity Investments.  As of December 31, 2007, Principal Global Investors, along with Columbus Circle Investors and
Edge Asset Management managed $68.1 billion in global equity assets. Our equity capabilities encompass large-cap,
mid-cap and small-cap stocks in developed and emerging markels worldwide. As of December 31, 2007, 43% of equity
AUM was derived from our pension products, 33% from other products of the Principal Financial Group and the
remaining 24% from third-party institutional clients.

Fixed Income Investments. Principal Global Investors, along with Spectrum Asset Management, Post Advisory Group,
Edge Asset Management and Morley Financial Services managed $122.5 billion in global fixed income assets as of
December 31, 2007. Collectively, we provide our clients with access to investment-grade corporate debt, government
bonds, mortgage-backed, assct-backed and commercial mortgage-backed securities, high yield and municipal bonds,
private and syndicated debt instruments and preferred securities. As of December 31, 2007, 33% of these assets were
derived from our pension products, 23% from other products of the Principal Financial Group, and the temaining 44%
from third-party institutional clients.

Real Estate Investments.  Principal Global Investors, through its affiliate Principal Real Estate Investors, managed a
portfolic of primarily U.S. commercial real estate assels of $43.7 billion as of December 31, 2007. Principal Real Estate
Investors provides our clients with a broad range of real estate investment options, including private real estate equity,
commercial mortgages, credit tenant debt, construction-permanent financing, bridge/mezzanine loans, commercial
mortgage-backed securities and real estate investment trusts. As of December 31, 2007, 36% of the commercial real
estate portfolio was derived from our pension products, 25% [rom other products of the Principal Financial Group and
the remaining 39% from third-party institutional clients.

Spread and Securitization Business

We also have spread and securitization businesses. Principal Commercial Acceptance offers commercial real estate
niche financing opportunities, including bridge/mezzanine loans and land loans. We had $0.4 billion of bridge/mezzanine
loans as of December 31, 2007. Principal Commercial Funding in partnership with Principal Real Estate Investors
historically had originated commercial mortgage loans, warehouscd pool loans and facilitated the issuance of mortgage-
backed securities. In 2005, Principal Real Estate Investors and U.S. Bank National Association, the principal banking




subsidiary of U.S. Bancorp, created Principal Commercial Funding 11, a jointly-owned business thut competes in the
commercial mortgage-backed securities (“CMBS”) market. This company is the CMBS platform for both Principal Real
Estatc Investors and U.S. Bank National Association and focuses on securitizing commercial mortgages originated by
both Principal Rea! Estatc Investors and U.S. Bunk National Association on their behalf. Principal Commercial Funding
11 started contributing collateral to sccuritizations during the first quarter of 2006.

Markets and Distribution

We employed 122 institutional sales, relationship management and client service professionals as of December 31,
2007, who wurked with consultants and dircctly with large investors to acquire and retain third-party institutional clients.
As of December 31, 2007, Principal Global lnvestors and its affiliatcs have approximately 460 third-parly institutional
clients with $87.3 bllllon of AUM in 25 countrics.

International Asset Monagement and Accumulation Segment

Our International Asset Management and Accumulation segment consists of Principal International, which has
operations in Brazil, Chile, China, Hong Kong, India, Malaysia and Mexico, We focus on countries with favorable
demographics and growing long-term savings and defined contribution markets. We cntcred these countries through
acquisitions, start-up operations and joint ventures. :

The activities of Principal International reflect our efforts to accelerate the growth of our AUM by capitalizing on
the international trend toward private sector defined coniribution pension systems and individual long-term savings,
Through Principal Inicrnational, we offer retirement products and scrvices, annuities, mutual funds, institutional asset
management and life insurance accumulation products.

Products, Markets and Distribution

Brazil. In Brazil we offer pension, retircment and asset accumulation products through a minority-held joint
venture arrangement with Banco do Brasil, which has a 3,977 branch network, We ure Banco do Brasil’s exclusive partner
for distributing pension, retirement and long-term assel accumulation products. Qur joint venture provides defined
contribution products, complementary life protection and annuities for the relirement needs of employers and
individuasls. Banco do Brasil’s employecs sel) these products directly to individual clients through its bank branches. In
addition, our joint venture rcaches corporate clients through two wholesale distribution channcls: (1) a network of
independent brokers who sell to the public, and (2) Banco do Brasi¥’s corporate account excculives selling Lo existing
corporate clients. Based upon managed assets, our joinl venture ranked third in the private pension market as of
December 2007. :

Chile. In Chile we offer long-term savings products, rctirement annuities, mutual funds, life insurance
accumulation products, mortgage loans and institutional assct management services.

We offer retirement annuitics to individuals cxiting the pre-retirement accumulation system. We distribute our
annuity products through a network of brokers and independent agents, of which we had 163 as of December 31, 2007.

We serve the voluntary/complementary long-term savings market by offering “APV plans” (qualified individuyl
solutions). As of September 30, 2007, we ranked first in AUM for mutual fund companies offering these plans. We
distribute to retail clients through our proprietary sales force, alliances with financial lnsmuuons and the largest retailer
in Chile, Falabella.

in addition, we market life insurance accumulation products (qualified and non-qualified) to individuals through
brokers; originate, sell and service individual residential mortgage loans in Chile through our proprietary sales force; and
offer asset munagement scrvices to institutional investors and family businesses through our proprietary staff.

China. In China wc market muwal funds through a minarity-held joint venture with China Construction Bank
(“CCB”). We sell mutual funds primarily through our partner bank, CCB. This bank dclivers expansive distribution
capabilities for the joint venture in terms of brand awareness and the number of outlets, of which we had 13,000 as of
December 31, 2007,

Hong Kong. 1n Hong Kong we scll defined contribution, mutwat fund and institutional asset management products.

We have subsidiarics in Hung Kong that actively compete in the defined contribution pension plan market. The
government requires both employers and employees to centribute 5% of an cmployce’s income 10 a Mandatory Providem
Fund. We 1arget small and medium-sized employers and distribute products through strategic alliances with insurance
companies, mutual funds or banks, dircct marketing and through our own sales representatives. Our strategic pariners
distribute our Mandatory Provident Fund products and services, or use our administrative and invesiment services in
their own products.
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We compete in the Flong Kang mutual fund market distributed primarily through strategic alliances with banks to
retail customers. In addition, we have initiated our development of an institutional asset management business
distributed primarily through strategic alliances with banks Lo retail customers,

India. In India we offer mutual funds, insurance brokerage and institutional asset management products.

We compete in the mutual fund market, managing and administering funds for both individuats and corporations.
We seil our mutual funds through regional offices and regional bank branches located throughout India. In addition to
the current mutual fund business, we are positioning ourselves (o compete in the emerging pension and long-term savings
market in india. . -

We have a joint venture agreement with Punjab National Bank ("PNB") and Vijaya Bank, two large Indian
commercial banks with a combined branch network of approximately 5,000, to sell mutual funds and related financial
services in India.

We have a stake in a company that is a distributor of financial products including mutual fund products for other
providers, bonds, retail debt offerings and portfolio management services.

We also have a stake and management control of an insurance brokcrage company in India. We broker insurance
products through regional offices and regional bank branches located throughout India.

Discussions are taking place with our partners 1o review the optimal ownership and organizational structure for the
future, including distribution.

Malaysia. In Malaysia we offer conventional and Islamic mutual funds through our minority-held joint venture with
CIMB Group, a large Malaysian bank holding company with a presence in many southeast Asian countrics. The company
markets mutual funds through wholesale bank channels and its own sales force of around 5,000 agents. The joint
venture's main bank channel is through the 380 CIMB Bank branches. As of September 30, 2007, our joint venture
company ranked third in unit trust assets managed and sccond in Islamic unit trust assets managed in the Malaysian asset
management industry. In addition, the company manages a sigaificant amount of institutional asset mandales ranking
first among assct management companies as of September 30, 2007. The joint venture began an asset management
start-up operation in Singapore, CIMB-Principal Asset Management (5) Pte Lid, in 2007 and acquired a small asset
managemenl operation in lndonesia, PT Niaga Asct Manajem.

Mexice. In Mexico we offer defined contribution pension products, mutual funds, annuities and asset management
services to institutional clients.

Through our private pension company, we manage and administer more than 3 million individual retirement
accounts under the mandatory privatized social security system for all non-government employees in Mexico. We
distribute products and services through a proprielary sales force of sales representaltives, of which we had approximately
2,000 as of December 31, 2007, as well as independent brokers, who sell directly to individuals,

Through our mutual fund company, we distribute products and services through a sales force of approximately 100
employecs and through distribution agreements with other financial entities. We administer annuities and life products
that complement these annuities, which we previously distributed directly 1o customers who were exiting the
pre-retirement accumulation system. We have iemporarily suspended sales of cur annuity and life products in Mexico due
to unfavorable market conditions.

Our focus is on both pre-retirement and post-retirement savings plans. Mexico has also initiated institutional asset
management services, offering both domestic and international products.

Life and Health Insurance Segment

Our Life and Health Insurance segment offers (1) individual life insurance (2) group health insurance and
(3) specialty benefits, which includes group dental, group vision, group life, group long-term disability, group short-term
disability and individual disability insurance throughout the U.S. We focus on providing comprehensive insurance
solutions for small and medium-sized businesses.

Individual Life Insurance

We began as an individual life insurer in 1879. Our U.S. operations administer approximately 600,000 individual life
insurance policies with $113.2 billion of individual life insurance in force as of December 31, 2007, As of September 30,
2007, our life insurance business was ranked 22nd in the U.S. for annualized sales according to LIMRA.

Products and Services

We offer a varicty of individual life insurance products, including universal and variable universal life insurance and
term life insurance sold through traditional retail insurance intermediaries. In addition, we have an increasing focus on
using these products for nonqualified executive benefits for smalt and medium-sized businesses.

Nongqualified Executive Benefits. Small and medium-sized companies are challenged with how to build quality benefits
packages for executives, how to transition the company’s ownership to a partner or family member and how te save for
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rctirement. In addition, executives and other kcy employees often have pcrsonal insurance nccds. These needs are thc
focus of our products within the individual life insurance arena.

We have a growing focus and cxpemse in providing executive life insurance benefits to .companies designated by the
Internal Revenue Service (“IRS™) as S-cofporations, in addition to traditional C-corporation clicnts. As a growing
segment of the small and medium-sized business market, S-corporations require .unique plan designs that meet very
specific legal requirements. o

Universal and Variable Universal Life | fnsumnce. Universal and variable universal life insucance products offer life
insurance protection f{or which both the prc;mmm and the death benefit may be adjusted by the pohc'vholder Universal
life insurance usually includes a cash value account that accumulates at a floating interest rate, with a minimum rate
guarantee. Variable universal life insurancé substitutes various investment options for the single floating interest rate of
universal life insurance.

For the year cnded December 31, 2007, 88% of individual life insurance annualized first year premium sales have
come from universal and variable universal life insurance products. Universal and variable universal life insurance
represents 55% of individual life insurance premium and deposits for the year ended December 31, 2007, and 46% of
individual life insurance in force as of December 31, 2007. Variable universal life insurance products represented 41% of
our universal and variable universal life insurance deposits for the year ended December 31, 2007,

After removing expenses for a policy, we credit net deposits to an account maintained for the policyholder. For
universal life contracts, the cntire account balance is invested in our general account. Interest is credited 10 the
policyhelder’s account based on the eamings on general account investments. For variable universal life contracts, the
pollcyholdcr may allocate the account balance among our gcneral account and a variety of separate account choices.
Interest is credited on amounts allocated to the general account in the same manner as for universal life. Net investment
performance on separale account investments is allocated directly to the policyholder accounts; the policyholder bears
the investment risk. Some of our universal life and variable universal life insurance contracts contain what are commonly
refcrred to as “secondary” or “no-lapse” guarantce provisions. A no-lapse guarantee keeps the contract in force, even if
the contractholder's account balance is insufficient to cover all of lhc contract charges, prowded that the contractholder
has continually paid a specified minimum premivm. :

Traditional Life Insurance. Traditional life insurance includes participating whole life, adjustable life products and
non-participating term life insurance products. Participating products and non-participating term lifc insurance products
each represented 6% of our individval life insurance annualized first year premium sales for the year ended
December 31, 2007, and 28% and 26%, respectively, of individual life insurance in force as of December 31, 2007.
Adjustable life insurance products provide a guaranteed benefit in return for the payment of a fixed premium and allow
the policyholder to reset the premium and face amount combination. Term insurance products provide a guaranteed
death benefit for a specificd period of time in return for the payment of a fixed premium. Policyholder dividends are not
paid on term insurance.

Group Health Insurance

We began offering group health insurance in 1941, We offer a variety of traditional group medical insurance
products, consumer driven high deductible health plans with health savings accounts, administrative services and wellness
products. We provide administrative Scrvn:cs on a fee-for-service basis for medical, dental, disabilitv, vision and wellness
benefits.

Products and Services

Our group heaith insurance products' described below provide appropriate interactions for members along a
continuum of care management, from wellness services to acute and chronic care and disease management programs.
These programs include care management, a transplant network, chronic disease management, pre-natat assistance and
24-hour access to online health managemént resources such as symptom checkets, prescription drug information and
provider information.

Group Health Insurance. As of December 31, 2007, we provided group medical insurance benefits to more than
19,000 émployer customers and their 566,000 employees and dependents. Our traditional group medical insurance plans
provide reimbursement of medical expenses for insured employees and their dependents. Theése members are responsibie
for deductibles, co-payments and co-insurance. Through our wholly owned subsidiary, HealthRisk Resource
Group, LLC., we negotiate discounts with providers on claims for which we hgve no other pre-airanged discount.

Our consumer-driven health care plans offer greater flexibility for employers and more opportunity for members to
take charge of their health and health care. We offer Health Reimbursement Arrangements (“HRA”) and HSAs. The
Principal HRA is an employer funded benefit plan that allows the employer to desigri a consumer driven health care
program to mee! their specific needs. The employer determines if a deductible applies before the HRA, what percentage
the HRA reimburses, the maximum benefit, the ability to roll over the funds to future periods and accessibility of the
funds when employment has ended. The Principal Health Savings Account (“Principal HSA") can be funded by
employers and employee members. Money can be contributed pre-tax and grows tax free. Funds can be used to pay for
qualified medical expenses tax free. The account is portable from job to job or from work to retirement. The Principal
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HSA is coupled with a high deductible health plan, typically either msured or administered by Principal Lifc. The
Principal HSA features a checking account with a debit card and certificates of deposit through Principal Bank and
investment options through Princor Financial Services Corporation. Because of these internal resources and expertise, we
are uniquely positioned to offer competitive and high-quality health savmgs account plans and high deductible health
plans.

Fee-for-Service. 'We offer administration of group medical, dental, disability and vision benefits on a fee-for-service
basis to over 360 self-insured employers and their approximately 1.0 million employees and dependents as of
December 31, 2007. Effective September 1, 2007, we entered into an agreem‘em with Aetna Signature Administrators to
utilize their networks, which has improved our competitive position in a number of markets.

We also recognize the lmporlancc of promoting hcallhy behavior. Prmapal Wellness Company contributes expertise
in providing wellness screenings, counselmg and services to employers and their employees, demonstrating health
improvement through reduced health insurance claim costs, reduced absenteeism and increased employee productivity.
This preventative focus has been integrated into both our fully-insured and fee-for-service offerings. We provide wellness
services to over 350 employers and nearly 110,000 employees.

Specialty Benefits

Specialty benefits, which includes group dental, vision and life insurance, as well as individual and group disability
insurance, is an important component of the employee benefit offering at small and medium-sized businesses. We offer
traditional employer sponsored and voluntary products for group dental, vision, life and disability. We began sclling our
first specialty benefit products in 1941 with group disability and ‘group life insurance. We began selling individual
disability insurance in 1952 and group dental and group vision insurance in the late 1960s.

Products and Services

Group Dental and Vision Insurance. Group dental and vision insurance plans provide partial reimbursement for
dental and vision expenses. As of December 31, 2007, we had approximately 37,100 group dental and vision insurance
pelicies in force covering nearly 1 million employee lives. According to LIMRA, we were the 5th largest group dental
insurer in terms of number of contracis/employer groups in force in 2006. In addition to indemnity and PPO dental
offered on both an employer paid and voluntary basis, we offer a prepaid dental plan in Arizona through our Principal
Dental Services, Inc. subsidiary.

Group Life Insurance. Group life insurance provides coverage to employees and their dependents for a specified
period. As of December 31, 2007, we had approximately 53,000 group policies providing $125.2 billion of group life
insurance in force (o approximatety 2.3 million employee lives. According to LIMRA in 2006, we were ranked 4th in the
U.S. in terms of the number of life insurance contracts in force. We currently scll traditional group life insurance that
does not provide for accumulation of cash values on both an employer paid and voluntary basis. Our group life insurance
business remains focused on the traditional, annually renewable term product. Group term life and group universal life
accounted for 96% and 4% respectively of our total group life insurance in force as of December 31, 2007. We no longer
market group universal life insurance to new employer groups.

Group Disability Insurance. Group disability insurance provides a benefit to insured emiployees who become disabled.
Our group disability products include both short-term and long-term disability, offercd on both an employer paid and
voluntary basis. Long-term disability represents 63% of total group disability premium, while short-term disability
represents 37% of total group disability premium. In addition, we provide disability management services, also called
rehabilitation services, to assist individuals in returning to work as quickly as possible following disability. We also work
with disability claimants to improve the approval rate of Social Security benefits, thereby reducing payment of benefits by
the amount of Social Security payments reccived. As of December 31, 2007, we served approximately 1.5 million
cmployee lives under nearly 32,000 contracts, with our group short-term disability busincss being ranked 4th and our
group long-term disability business being ranked 6th in the U.S. as of December 31, 2006, in terms of number of
contractsfemployer groups in force, according to LIMRA.

Individual Disability Insurance. Individual disability insurance products provide a benefit to the insured member in
the event he/she becomes disabled. In most instances, this benefit is in the form of a monthly income. In addition to
income replacement, we offer products to pay business overhead expenscs for a disabled business owner, and for the
purchase by the other business owners of the disabled business owner's interests in the business. As of December 31,
2007, we served approximately 114,000 individual disability policyhoiders, with our individual disability business being
ranked 7th in the U.S. as of December 31, 2006, in terms of premium in force, according to LIMRA.

Life and Health Markets and Distribution

For cach of our products, administration and distribution channels are customized to meet customer necds and
expectations for that product.

We sell our individual life and individual disability income products in"all 50 states and the District of Columbia,
primarily targeting owners and executives of small and medium-sized businesses. Small and medium-sized business sales
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represented 79% of individual life sales and 64% of individual disability sales for the year ended December 31, 2007,
based on first year annualized premium.:

We distribute our individual insurance products through our affiliated financial representatives and independent
brokers, as well as other marketing and ‘distribution alliances. Affiliated financial representatives were responsible for
42% of individual life insurance sales based on first year annualized premium and 18% of individual disability sales for
the year ended December 31, 2007. We had 1,114 effiliated financial representatives in 29 offices. Although they are
independent contractors, we have a close tié with affiliated financial representatives and offer them benefits, training and
access to tools and expertise. To meet theméeds of the various marketing channcls, particularly the independent brokers,
we employ wholesale distributors — Regional Vice Presidents for individual life and Disability Income Regional Vice
Presidents for individual disability. A key!differentiator in the nonqualified executive benefit sale is our Regional Vice
Presidents-Nongualified Plans, who are not only wholesalers but also consuliants and subject-matter experts providing
point-of-sale support in closing cases.

We market our group medical, life, disability, dental and vision insurance product$ to small and medium-sized
businesses, primarily targeting our sales toward owners and human resources professionals, We scll our group life,
disability and dental products in all 50 states and the District of Columbia. We sell vision coverage in 48 states, plus the
District of Columbia. We sell our group medical insurance in 34 states and the District of Columbia with a focus on 13
states that we consider 10 have the best competitive environments. We continually adapt our products and pricing to meet
Jocal market conditions. We market our fee-for-service capabilities 10 employers that sclf-insure their employees’
benefits. We scll our fee-for-service business in all 50 states and the District of Columbia.

Group insurance and fee-for-service products are distributed through independent benefit brokers, consultants,
financial planners and the same channels that sell our U.S. asset accumulation products. To reach these marketers, we
cmploy three types of wholesale distributors: our medical sales representatives, our non-medical sales representatives (for
Specialty Benefits products) and an independent wholesale organization, Rogers Benefit Group, dedicated to marketing
group medical, life, disability, dental and vision insurance products. We have also formed a number of strategic
distribution alliances with national brokerages and regional brokerage agencics.

The non-medical group insurance market continues to sce a shift to voluntary/worksite products. In keeping with this
market change, which shifts the funding of such products from the employer to the employee, we have cnhanced our
focus on our voluntary benefits platform. We believe the voluntaryiworksite market prescms growth opportunities, and

we will continue to develop strategics to capitalize on this cxpanding market.

As of December 31, 2007, we had 125 medical and non-medical sales representaiives and 123 service representatives
in 40 offices. Our medical and non-medical sales representatives accounted for 74% of our group insurance salcs for the
year ended December 31, 2007. The group sales force plays a key role in the ongoing scryicing of the case by providing
tocal, responsive services (0 our customers and their brokers, such as renewing contracts, revising plans and solving any
administrative issues; communicating the customers’ needs and feedback to us; and hclpmg employces understand the
benefits of their plans.

Rogers Benefit Group is a marketing and service orgamzamn that represents major ‘high quality insurance carriers
specializing in group medical, life, disability and dental insurance pl.ms. Our relationship with Rogers Benefit Group
dates back 10 its creation in 1970, It accounted for 24% of our group insurance sales for the year cnded December 31,
2007. < i

Corporate and Other Segment

Our Corporate.and Other segment manages the assets representing capital that has not been allocated te any other
segmenl. Financial results of the Corporate and Other segment primarily reflect our financing activities (including
interest cxpense and preferred stock dividends), income on capital not allocated to other segments, inter-segment
eliminations, income tax risks and certain ircome, expenses and other after-tax adjustments not allocated to the segments
based on the nature of such items.

Competilion

Competition in our segments is based on a number of factors including: service, product features, price, investment
performance, commission structure, distribution capacity, financial strength ratings and name recognition. We compete
for customers and distributors with a large aumber of financial services companies such as banks, mutual funds, broker-
dealers, insurers and asset managers. Some of these companies offer a broader array of products, more competitive
pricing, greater diversity of distribution sources, better brand recognition or, with respect to insurers, higher financial
strength ratings. Some may also have greater financial resources with which to compete or may have better investment
performance at various times.

Competlition in the retirement services market is very fragmented. Our main comipetitors in this market include
Fidelity, Nationwide, AXA, Mass Mutual and Manulife. We belicve the infrastructure and system support needed to meet
the needs of the small and medium-sized business market is a significant barrier to entry for our competitors. Many of
our competitors in the mutual fund industry are larger, have been established for a 19nger perind of time, offer less
expensive products, have deeper penctration in key distribution channels and have more resources than we do. There
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were over 8,000 mutual funds in the U.S. as of 2006 according to the Invéstment Company Institute 2007 Investment
Company Fact Book. The institutional asset management market has grown at a rapid pace over the last decade. Our
primary competitors in this market are large institutional asset management, firms, such as J.P. Morgan Chase, Morgan
Stanley Investment Management and T. Rowe Price, some of which offer a broader array of investment products and
services and are better known, The asset management business has refatively few barriers to entry and continually attracts
new entrants. The variable annuity market is also highly competitive. As we expand into additional distribution channels
for this product, we will face strong competition from Nationwide and Hartford. Competition in the international
markets in which we operate comes primarily from local financial services.firms and other international companies
operating on a stand-alone basis or in a partnership with local firms, including ING, AXA, Allianz and AIG. In the highly
competitive life and health insurance business, our competitors include other insurers such as UNUM, Guardian,
Northwestern Mutual Life, Manulife, Blue Cross and Blue Shicld organizations and health maintenance organizations
such as United Health Care and Aetna. We believe we distinguish ourselves from our competitors through our:

* full service platform;

« strong customer relationships;

* focus on financial performance; and
* performance-oriented culture.

Ratings

Insurance companics are assigned financial strength ratings by rating agencics bascd upon factors relevant to
policyholders. Financial strength ratings are generally defined as opinions as to an insurer’s financial strength and ability
to meet ongoing obligations to policyholders. Information about ratings provides both industry participants and insurance
consumers meaningful insights on specific insurance companies. Higher ratings generally indicate financial stability and a
stronger ability to pay claims.

" Principal Life has been assigned the following long-term insurance financial strength ratings:

Rating Agency . Financia! Strength Raling ) Raling Structure

A.M. Best Company, Inc. ........ A+ (“Superior”) with a stable outlook - Second highest of 16 rating levels

Fitch Ratings . . .......... oo« AA (“Very Strong”) with a stable Third highest of 21 rating levels
outlook.

Moody’s Investors Service .. ... ... Aa2 (“Excellem”) with a stable outlook  Third highest of 21 rating levels

Standard & Poor’s Rating Services . . AA (*Very Strong”) with a stable Third highest of 21 rating levels
outlook

A.M. Best's ratings for insurance companies range from “A++" to “S”. A.M. Best indicates that “A++” and “A+"
ratings are assigned to those companies that in A.M. Best’s opinion have superior ability to meet ongoing obligations to
policyholders. Fitch’s ratings for insurance companies range from “AAA” to “C"”. Fitch “AA” ratings indicate very strong
capacity to meet policyholder and contractholder obligations on a timely basis. Moody's ratings for insurance companies
range from “Aaa” to “C”. Moody's indicates that “Aa” ratings are assigned to those companics that have demonstrated
excellent financial security. Standard & Poor’s ratings for insurance companies range from “AAA” to “R”. Standard &
Poor’s indicates that “AA” ratings are assigned to those companies that have demonstrated very strong financial security
characteristics. In evaluating a company’s financial and operating performance, these raling agencies review its
profitability, leverage and liquidity, as well as its book of business, the adequacy and soundness of its reinsurance, the
quality and estimated market valuc of its assets, the adequacy of its policy reserves, the soundness of its risk management
programs, the experience and competency of its management and other factors.

We believe that our strong ratings are an important factor in marketing our products to our distributors and
customers, since ratings information is broadly disseminated and generally used throughout the industry. Our ratings
reflect each rating agency’s opinion of our financial strength, operating performance and ability to meet our obligations
to policyholders and are not evaluations directed toward the protection of investors. Such ratings are neither a rating of
securities nor a recommendation 1o buy, hold or self any security, including our common stock.

Risk Management

Like all financial services companies, we are exposed to a wide variety of financial, operational and other risks, as
described in ltem 1A. “Risk Factors”. Effective enterprise risk management is, therefore, a key component of our
business model. Enterprise risk management enables us to:

« identify and successfully manage those risks that present profitable growth opportunities, and walk away from
those that do not;

* avoid surprises and deliver on the promises that we make; and

» balance the sometimes competing demands of our various stakeholders, meet our customer obligations, satisfy
regulatory requirements and optimize shareholder returns relative to the risks we take.
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We use a variety of methods to- help us identify, monitor, measure, communicate and manage our risks within
established limits and risk tolerances.

Our Board of Directors and senior management are knowledgeable of and accounlablc for key risks. Our Board
mcets at least quarterly and regularly hears reports from the Chief Executive Officer, the Chief Opcrating Officer, the
business unit Presidents, the Chief Financial Officer and the Chief Investment Officer. The Board has several
committees, which include the Audit Committee, the Human Resources Committee and the Nominating and Governance
Committee, that mect at least quarterly and address various aspects of risks. In addition, the Board of Directors and
senior management receive quarterly updates from the Chief Risk Officer.

‘We also have several senior management groups and committees that meet on a regular and frequent basis to discuss
various issues and risks associated with our businesses. These committees encompass numerous functions such as
discussing and setting business unit and company strategy, reviewing and approving poteritial uses of corporate capital,
and seiting investment policy and reviewing its implementation. Many key members of senior management serve on
multiple committees, allowing them to provide oversight and take a holistic view of our key risks.

Our enterprise risk management program is executed via a federated model. The Chief Risk Officer and the
corporate risk units are independent of the business units, and work closely with the business units, providing oversight
and integration of all risk management activities. Each business unit is responsible for identifying, monitoring, measuring
and managing its risks, as well as monitoring how its risks impact our overall risk exposure, The business unils provide
risk reports to the Chief Risk Officer quarterly with current risk management information.

We have established risk tolerances from an overalt corporate perspective as well as for specific types of risks. All
potentially significant actions are considered in terms of the possible impact on our risk profile, including the capital
required, the impact on near term and long-term earnings and the ability to meet our targets with respect to returm on
equity, liquidity, debt/capital, cash coverage and other ratios and metrics. We monitor a variety of risk metrics on an
on-going basis and make any necessary adjustments to help us stay within our established risk tolerances. We have
developed a Business Continuity Program that identifies critical business functions and includes plans for their protection
and recovery in the event of a disasier or other business interruption. We continually monitor emerging risks, and we
regularly build upon our already strong risk management practices to incorporate updated modeling tools, processes and
metrics which we actively use to better understand and manage our business, We have added three new risk metrics to
our enterprise risk management framework:

. Eammgs at Risk, which is a measure of the potential reduction in operating earnings relative to basclmc operating
earnings under relatively adverse business and-economic conditions. -

* Embedded Value at Risk, which is a measure of the potential reduction in embedded value relative to baseline
embedded value under relatively adverse business and economic conditions.

* Economic Total Asset Requirement, which is the total assets required to ensure that we can meet all of our
obligations with a high degree of confidence. Economic Total Asset Requnremcm is the sum of Economic Reserves
and Economic Capital.

Employees
As of December 31, 2007, we had 16,585 employees. None of our employees are subject to collective bargaining
agreements governing employment with us. We believe that our employee relations are satisfactory.

.

Internet Website

Our Internet website can be found at www.principal.com. We make available free of chargz on or through our
Internet website, access to our annual report on Form, 10-K, quarterly reparts on Form 10-Q, current reports on
Form 8-K and amendments to those reports filed or furnished pursuant to Section 13(a) or 15(d) of the Sccurities
Exchange Act of 1934 as soon as reasonably practicable after such material is filed with or furnished to the SEC. Also
available free of charge on our Internet website, and in print to any requesting stockholder, is our code of business
conduct and ethics, corporate governance guidclines and charters for the audit, human resources and nominating and
governance commitiees of our Board of Directors. Also see Item 10. “Directors, Executive Officers and Corporale
Governance.”
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Item 1A. Risk Factors

This section provides an overview of the risks that may impact our performance in the future. We have included the
results of our sensitivity testing for risks that can be objectively and reliably quantified. The sensitivity testing results
represent hypothetical scenarios. While these scenarios do not represent our expectations of future experience, they are
intended to illustrate the potential impacts of reasonably possible hypothetical changes in experience. These sensitivities
are based on our risk exposures at a point in time and may not be representative of future results,

A decline or increased volatility in the securities markets could result in investors withdrawing from the markets or
decreasing their rates of investment, either of which could reduce our net income, revenues and AUM.

Favorable performance by the U.S. and international securities markets increases investments in these markets and
benefits our asset management and accumulation businesses and increases our AUM. Because the revenues of our asset
management businesses are, o a large extent, based on the value of AUM, a decline in these securities markets would
decrease our revenues. Turmoil in these securities markets could lead investors to withdraw from these markets, decrease
their rates of investment or refrain from making new investments which may reduce our net income, revenues and AUM.
Using assumptions and data in effect as of December 31, 2007, we estimale that an immediate 10% drop in the
Standard & Poors index, followed by a 2% per quarter increase, would reduce our annual operating carnings by
approximately 4% — 6%.

Our investment portfolio is subject to severnl risks which may diminish the value of our invested assets and the
investment returns credited to customers, which could reduce our sales, revenues, AUM and net income.

An increase in defaults on our fixed maturity securities portfolio may reduce our profitability.

We are subject to the risk that the issuers of the fixed maturity securities we own will default on principal and interest
payments, particularly if a major downturn in economic activity occurs. As of December 31, 2007, our U.S. investment
operations held $44.5 billion of fixed maturity securities, or 74% of total U.S. invested assets, of which approximately
4.9% were below investment grade, including $48.2 million, or 0.11% of our total fixed maturity securities which we
classified as either “problem,” “potential problem,” or “restructured.” See Item 7. “Management’s Discussion and
Analysis of Financial Condition and Results of Operations — Investments — U.S. Investment Operations — Fixed
Maturity Securities.” As of December 31, 2007, the international investment operations of our fully consolidated
subsidiaries held $2.7 billion, or 67%, of total international invested assets in fixed maturity securities, of which 19% are
government bonds. Some non-government bonds have been rated on the basis of the issuer’s country credit rating.
However, the ratings relationship between national ratings and global ratings is not linear with the U.S. The starting point
for national ratings differs by country, which makes the assessment of credit quality more difficull. See ltem 7.
“Management’s Discussion and Analysis of Financial Condition and Results of Operations — Investments —
International Investment Operations.” An increase in defaults on our fixed maturity sccurities portfolio could barm our
financial strength and reduce our profitability.

An increased rate of delinquency and defaults on our commercial mortgage loans, especially those with balloon payments,
could decrease our profitability.

Our commercial mortgage loan portfolio faces both delinquency and default risk. Commercial mortgage loans of
$10.8 billion represented 17% of our total invested assets as of December 31, 2007. As of December 31, 2007, loans that
were in the process of foreclosure totaled $13.0 million, or 0.12% of our commercial mortgage loan portfotio. The
performance of our commercial morigage loan portfolio, however, may fluctuale in the future. An increase in the
delinquency rate of our commercial mortgage loan portfolio could harm our financial strength and decrease our
profitability.

As of December 31, 2007, approximately $9.1 billion, or 84%, of our commercial mortgage loans before valuation
allowance had balloon payment maturities. A balloon maturity is a loan with larger doliar amounts of payments becoming
due in the later years of the loan. The default rate on commercial mortgage loans with balloon payment maturities has
historically been higher than for commercial morigage loans with standard repayment schedules. Since most of the
principal is being repaid at maturity, the amount of loss on a default is gencrally greater than on other commercial
mortgage loans. An increase in defaults on such loans as a result of the foregoing factors could harm our financial
strength and reduce our nel income.

We may have difficulty selling our privately placed fixed maturity securities, commercial mortgage loans and real estate
investments because they are less liguid than our publicly traded fixed maturity securities,

As of December 31, 2007, our privately placed fixed maturity securities, commercial mortgage loans and real estate
investments represented approximately 42% of the value of our invested assets. If we require sigrificant amounts of cash
on short notice, we may have difficulty selling these investments at attractive prices, in a timely manner, or both.
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Derivative instruments may not be honored by counterparties resulting in ineffective hedging of our risks.

We use derivalive instruments to hedge various risks we face in our businesses. See Item 7A. “Quantitative and
Qualitative Disclosures About Market Risk.” We enter into a variety of derivative instruments, including interest rate
swaps, swaptions, futures, currency swaps, currency forwards, credit default swaps, treasury lock agreemenis, commodity
swaps and options, with a number of counterpartics. ¥, however, our counterpartics fail 10 honor their obligations under
the derivative instruments, we will have failed to effectively hedge the related risk. That failure may harm our financial
strength and reduce our profitability.

Environmental liability exposure may resulf from our commercial morigage loan portfolio and reaf estate investments.

Liability under environmental protection laws resulting from our commercial mortgage loan portfolio and real estate
investments may harm our financial strength and reduce our profitability. Under the laws of several states, contamination
of a property may give rise to a lien on the property to secure recovery of the costs of cleaniip. In some states, this kind of
lien has priority over the lien of an existing mortgage against the property, which would impair our ability to foreclose on
that property should the related loan be in default. In addition, under the laws of some states and under the federal
Comprehensive Environmental Response, Compensation and Liability Act of 1980, we may be liable, for costs of
addressing releases or threatened releases of hazardous subsiances that require remedy at a property securing a morigage
toan held by us, if our agents or employees have become sufficiently involved in the hazardous waste aspects of the
operations of the related obligor on that loan, regardless of whether or not the environmental damage or threat was
caused by the obligor. We also may face this liability after fore«closmg on a property secunng a mortgage loan held by us.
This may harm our financial strength and decrease our profitability. .

Regional concentration of our commercial mortgage loan portfolio in California may subject us 10 economic downturns or
losses attributable to earthquakes in that state.

Credit extensions in the state of California accounted for 18%, or $1.9 billion, of our commercial morigage loan
portfolio as of December 31, 2607. Due to this concentration of commercial morigage loans in Califomia, we are exposed
to potential losses resulting from the risk of an economic downturn in California as well as to catastrophes, such as
carthquakes, that may affect the region. While we generally do not require canhquakc insurance for propertics on which
we make commercial mortgage loans, we do take into account property specific cngmeermg reports, construction type
and geographical concentration by fault lines in our investment underwriting guidelines. If economic conditions in
California deteriorate or cataslrophes occur, we may experience delinquencies on the portion of our commercial
morigage loan portfolio located in California in the future, which may harm our fi nanc:al strength and reduce our
profitability.

Competition from companies that may have greater financial resources, broader arrays of products, higher l.'allngs
and stronger financial performance may impair our ability to retain existing customers, attract new customers and
malintain our profitability.

We belicve that our ability 10 compete is based on a number of factors including scale, service, product features,
price, investment performance, commission structure, distribution capabilitics financial strength ratings and name
recognmon. We compete with a large number of financial services companies such as banks, broker-dealers, insurers and
asset managers, many of which have advantages over us in ong or more of the above competitive {actors.

Each of our segments faces strong compelition. The primary competitors for our U.S. Asset Accumulation and
Global Asset Management segments are asset managers, banks, broker-dealers and insurers, Our ability to increase and
retain AUM is directly related to the performance of our investments as measured against market averages and the
performance of our competitors. Even when securitics prices are generally rising, performance can be affected by
investment styles. Also, there is a risk that we may not be able to attract and retain the top talent needed to compete in
our induslry.

Competition for our International Asset Management and Accumulation segment comes primarily from’ local
financial services firms and other-international companies operating on a stand-alone basis or in partnership with local
firms. Qur Life and Health Insurance segment competes with insurers and health maintenance organizations.

National banks, with their large existing customer bases, may increasingly compete with insurers as a result of court
rulings allowing national banks to sell annuity products in some circumstances, and as a result of legislation removing
restrictions on bank affiliations with insurers. Specifically, the Gramm-Leach-Bliley Act of 1999 permils mergers that
combine commercial banks, insurers and securities firms under one holding company. These developments may increase
compctition in particular for our asset management and accumulation businesses, by substantially in'creasirig the number,
size and financia! strength of potential competitors who may be able to offer dué to cconomies of scale, more
competitive pricing than we can,

18




A downgrade in our financial strength or credit ratings may increase policy surrenders and withdrawals, reduce new
sales and terminate relationships with distributors, impact existing liabilities and increase our cost of capital, any of
which could adversely affect our profitability and financial condition. i

Ratings are imporiant factors in establishing the competitive position of.insurance companies. A rating downgrade,
or the potential for such a downgrade, could, among other things: . i

-

» materially increase the number of policy or contract surrenders for all’'or a portion of their net cash values and
withdrawais by policyholders of cash values from their policies or with respect to general account guaranteed
investment contracts and funding agrcements purchased by pension R!gms and other institutions;

+ result in the termination of our relationships with broker-dealers, banks, agents, wholesalers and other distributors
of our products and services;

* reduce new sales, particularly with respect to gencral account guarantced investment contracts and funding
agreements purchased by pensien plans and other institutions;

» cause some of our existing liabilities 10 be subject to acceleration, additional collateral support, changes in terms,
or creation of additional financial obligations; and

* increase our cost of capital and limil our access to the capital markets.

Any of these consequences could adversely affect our profitability and financial condition.

Unforeseen increases in cash outflows may negatively impact our liquidity.

We maintain a level of cash and securities which, combined with expected cash inflows from investments and
operations, is believed adequate to meet anticipated short-term and long-term benefit and expense payment obligations.
However, withdrawal and surrender levels may differ from anticipated levels for a variety of reasons, such as changes in
the interest rate environment or changes in our claims paying ability and financial strength ratings. For example, a
significant increase in interest rates may cause our policyholders to withdraw the cash values of their policies in order to
seek more altraclive returns elsewhere. A downgrade in our financial sirength ratings could also cause an increasc in
policyholder withdrawals. If policyholder withdrawals significantly exceed our expectations, we may be forced to borrow
funds or liquidate investments 10 raise the funds necessary to fund the withdrawals. Liguidations may result in capital
losses, particularly in periods of volatile interest rates. Because volatile interest rates often make it more difficull to sell
certain fixed income securities, there is also a risk that we will find it difficult to raise the cash necessary 1o fund a very
large amount of withdrawal activity.

Certain aspects of our businesses help us mitigate potential liquidity risk:

* Qur liability portfolio is diverse. Many of our products have fairly predictable cash demands, and where cash
demands are less predictable, we have the ability to defer or spread out the cash payments. importantly, our
products have features to discourage surrenders..

* Our -asset portfolio is also diverse and spread over many different types of exposures (asset class, credit,
geography, industry, etc.).

For further discussion on liquidity risk managecment, see Item 7. “Management’s Discussion and Analysis of
Financial Condition and Results of Operations — Liquidity and Capital Resaurces.”

Qur efforts to reduce the Impact of interest rate changes on our profitability and retained earnings may not be
effective.

We attempt to significantly reduce the impact of changes in interest rates on the profitability and retained carnings
of our asset accumulation and life and health insurance operations, We accomplish this reduction primarily by managing
the duration of our assets relative to the duration of our liabilities. During a period of rising interest rates, policy
surrenders, withdrawals and requests for policy loans may increase as customers seek to achieve higher returns. Despite
our efforts to reduce the impact of rising interest rates, we may be required to sell assets to raise the cash necessary to
respond to such surrenders, withdrawals and loans, thereby rcalizing capital losses on the assets sold. An increase in
policy surrenders and withdrawals may also require us to accclerate amortization of deferred policy acquisition costs
(“DPAC”) relating to these contracts, which would further reduce our profitability.

During periods of declining inlerest rates, borrowers may prepay or redcem mortgages and bonds that we own,
which would force us to reinvest the proceeds at lower interest rates. For some of our products, such as guaranteed
investment contracts and funding agrcements, we are unable to lower the rate we credit to customers in responsc to the
lower return we will earn on our investments. In addition, it may be more difficult for us to maintain our dcsired spread
between the invesiment income we earn and the interest we credit to our customers during periods of declining interest
rates, thereby reducing our profitability.
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We estimate that an immediate intcrest rate decrease of 100 basis points would reduce our operating earnings by less
than 1% over the next year. However, if the lower interest rate level continues, the fiet impact could grow over time, as
our existing investments mature and the proceeds are reinvested in lower yielding assets. Total cumulative opcrating
earnings over the next 5 years could be reduced by approximaiely 1% per year if interest rates.were to remain at the
lower levels.

For further discussion on interest rate-risk management, see Item 7A. “Quantitative and Qualilative Disclosures
About Market Risk — Interest Rate Risk”. - . ‘

If we are unable to attract and retain salés representatives and develop new distribution sources, sales of our °
products and services may be reduced.

We distribute our asset accumulation, asset management and life, health and specialty benefit insurance products
and services through a variety of distribution channels, including our own.internal sales representatives, independent
brokers, banks, broker-dealers and other third-party marketing organizations. We must attract and retain sales
representatives to sell our products. Strong competition exists among financial services compamcs for efficient sales
representatives. We compete with other financial services companies for sales representatives primarily on the basis of
our financial position, support services and compensation and product features. If we are unable to attract and retain
sufficient sales representatives to sell our products, our ability to compete and revenues from new sales woutd suffer.

Our international businesses face political, legal, operational and other risks that could reduce our profitability in
those businesses.

Our international businesses are subject to comprehensive regulation and supervision from central and/or local
governmental authorities in each country in which we operate. New interpretations of existing laws and regulations or the
adoption of new laws and regulations may harm our mlcmatmnal businesses and reduce our profitability in those
businesses. '

Our interpational businesses face political, legal, operational and other.risks that we do not face in our operations in
the U.S. We face the risk of discriminatory regulation, nationalization or expropriation of assets, price controls and
exchange controls or other restrictions that prevent us from transferring funds from these operations out of the countries
in which they operate or converting local currencies we hold into U.S. dollars or other currencics. Some of our
international businesses are, and are likely to continue to be, in emerging or potentially volatile markets. In addition, we
rely on local staff, including local sales forces, in these countries where there is a risk that we may encounter labor
problems with local staff, especially in countries where workers' associations and trade unions are strong. If our business
model is not successful in a particular country, we may lose all or most of our investment in that country.

We may face losses if our actual experience differs significantly from our pricing. and reserving assmhplions-

Qur profitability depends significantly upon the extent to which our actual claims experience is consistent with the
assumptions used in setting prices for our products and establishing liabilities for future insurance and annuity policy
benefits and claims. The premiums that we charge and the liabilities that we hold for future policy benefits are based on
assumptions concerning a number of factors, including the amount of premiums that we will receive in the future, rate of
return on assets we purchase with premiums received, expected claims, mortality, morbidity, expenses and persistency,
which is the measurement of the percentage of insurance policies remaining in force from year to year, as measured by
premiums. However, due to the nature of the underlying risks and the high degree of uncertainty associated with the
determination of the liabilities for unpaid policy benefits and claims, we cannot determine precisely the amounts we will
ultimately pay to settle these iabilities. As a result, we may experience volatility in the level of our profitability and our
reserves from period to period, particularly for our health and disability insurance products. To the extent that actual
claims expericnce is less favorable than our underlying assumptions, we could be required to increase our liabilities,
which may harm our financial strength and reduce our profitability. .

For cxample, if mortality rates are higher than our pricing assumptions, we will be required 10 make greater claims
payments on our life insurance policies than we had projected. However, this risk is partially offset by our payoul annuity
business, where an ‘increase in mortality rates will result in a decrease in benefit payments. We estimate that an
immediate and sustained 5% increase in all mortality rates above what we are expecting would reduce total company
operating ¢arnings by less than 1% over the next year,

Our earnings may also be adversely impacted by an increase in morbidity rates. We estimaic that an increase of
5 percentage points in our medical loss ratios above what we are expecting would reduce total company operating
carnings by approximately 5-7% over the next year, and an increase of 5 percentage 'points in our dental, vision and
disability loss ratios above what we arc expecting would reduce total company operating camings by approximately 3-4%
over the next year.

For additional information on our insurance reserves, see Item 7. “Management’s Discussion and Analysis of
Financial Condition and Results of Operations — Critical Accounting Policies and Estimates — Insurance Reserves.”
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Our ability to pay stockholder dividends and meet our obligations may be constrained by the limitations on
dividends lowa insurance laws impose on Principal Lile.

We are an insurance holding company whose assets include all of the outstanding shares of the common stock of
Principal Life and other direct subsidiaries. Our ability to pay dividends to oiir stockholders and mect our obligations,
including paying operating expenses and any debt service, depends upon the receipt of dividends from Principal Life.
lowa insurance laws impose limitations on the ability of Principal Life to pay dividends to vs. Any inability of Principal
Life to pay dividends to us in the future may cause us to be unable to pay dividends to our stockholders and meet our
other obligations. See ltem 7. “Management’s Discussion and Analysis of Financial Condition and Results of
Operations — Liquidity and Capital Resources” for a discussion of regulatory restrictions on Principal Life’s ability to
pay us dividends.

The pattern of amortizing our DPAC and other actuarial balances on our investment contract, participating life
insurance and universal life-type products may change, impacting both the level of the asset and the timing of our
net income, '

Amortization of the DPAC asset depends on the actual and expected profits generated by the lines of business that
incurred the expenses. Expected profits are dependent on assumptions regarding a number of factors including
investment returns, benefit payments, expenses, mortality and policy lapse. Duc to the uncerlainty associated with
establishing these assumptions, we cannot, with precision, determine the exact pattern of profit emergence. As a result,
amortization of DPAC will vary from period to period. To the extent that actual experience emerges less favorably than
expected, or our expeciation for future profits decreases, the DPAC asset may be reduced, reducing our profitability in
the current, period.

For additional information, see Iiem 7. “Management’s Discussion and Analysis of Financtal Condition and Results
of Operation — Critical Accounting Policies and Estimates — Deferred Policy Acquisition Costs and Other Actuarial
Balances.”

We may need to fund deficiencies in our Closed Block assets.

In connection with its conversion in 1998 into a stock life insurance company, Principal Lifc established an
accounting mechanism, known as a “Closed Block” for the benefit of participating ordinary life insurance policies that
had a dividend scale in force on July 1, 1998. Dividend scales are the actuarial formulas used by lifc insurance companies
to determine amounts payable as dividends on participating policies based on experience factors relating to, among other
things, invesiment results, mortality, lapse rates, expenses, premium taxes and policy loan intcrest and utilization rates.
The Closed Block was designed to provide reasonable assurance to policyholders included in the Closed Block that, after
the conversion, assets would be available to maintain the aggregate dividend scalcs in effect for 1997 if the experience
underlying such scales were to continue.

We allocated assets to the Closed Block as of July 1, 1998 in an amount such that we expect their cash flows, together
with anticipated revenues from the policies in the Closed Block, to be sufficient to support the Closed Block business,
including payment of claims, expenses, charges and taxes and to provide for the continuation of aggregate dividend scales
in accordance with the 1997 policy dividend scales if the experience, underlying such scales continues, and to allow for
appropriate adjustments in such scales if the expericnce changes. We bear the costs of expenses associated with Closed
Block policics and, accordingly, these costs were not funded as part of the assets altocated to the Closed Block. Any
increase in such costs in the future will be borne by us. As of December 31, 2007, Closcd Block assets and liabilities were
$4,806.5 million and $5,811.0 million, respectively,

4

We will continue to pay guaranteed benefits under the policies included in the Closed Block, in accordance with their
terms. The Closed Block assets, cash flows generated by the Closed Block assets and anticipated revenues from polices
included in the Closed Block may not be sufficient to provide for the benefits guaranteed under thesc policies. If they are
not sufficient, we must fund the shortfall. Even if they are sufficient, we may choose for business reasons to support
dividend payments on policies in the Closed Block with our general account funds.

The Closed Block assets, cash flows generated by the Closed Block assets and anticipated revenues from policies in
the Closed Block will benefit only the holders of those policies. In addition, to the extent that these amounts are greater
than the amounts estimated at the time we funded the Closed Block, dividends payable in respect of the policies included
in the Closed Block may be greater than they would have been in the absence of a Closed Block. Any excess earnings will
be available for distribution over time to Closed Block policyholders but will not be available to our stockholders.

A pandemic, terrorist attack, or other catastrophic event could adversely affect our net income.

Our mortality and morbidity experience could be adversely impacted by a catastrophic event. In addition, a severe
catastrophic event may cause significant volatility in global financial markets, disruptions to commerce and reduced
economic activity. The resulting macroeconomic conditions could adversely affect our cash flows, as well as the value and
liquidity of our invested assets. We may also experience operational disruptions if our employees are unable or unwilling
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to come to work due to a pandemic or other catastrophe, We have developed extensive contingency plans to minimize the
risk of operational disruptions. In addition, our use of reinsurance reduces our exposure-10 adverse mortality experience.
Despite these measures, we may still be exposed to losses in the event of a pandemlc terrorist autack, or other
catastrophe.

Il .t

Our reinsurers could default on their obligations or increase their rates, which could adve{'sély impact our net
income and profitability.

We cede malerial amounts of insurance to other insurance companies through reinsurance. See Item 8. “Financial
Statements and Supplementary Data, Notes to Consolidated Financial Statements, Note 1, Nature of Operations and
Significant Accounting Policies.” However, we remain liable 1o the policyholder, even if the reinsurer defaults on its
obligations with respect to the ceded business. If a reinsurer fails to meet its obligations, we will be forced 1o cover the
claims on the reinsured policies. In addition, a reinsurer insolvency may cause us to lose our reserve credits on the ceded
business, in which case we would be required to establish additional reserves.

The premium rates that we charge arc based, in part, on the assumption that reinsurance will be available at a
certain cost. Some of our reinsurance contracts contain provisions which limit the reinsurer’s ability 1o increase rates on
in-force business; however, some do not. If a reinsurer raises the rates that it charges on a block of in-force business, our
profitability may be negatively impacted if we are not able to pass the increascd costs on to the customer. If reinsurers
raise the rales that they charge on new business, we may be forced to raise the premiums that we charge, which could
have a negative impact on our compelitive position.

. } '
To mitigate the risks associated with the usc of reinsurance, we carcfully select our reinsurers, and we monitor their
ratings and financial condition on a regular basis. We also spread our business among several reinsurers, in order to
diversify our risk exposure.

We face risks arising from acquisitions of businesses.

We have engaged in acquisitions of businesses in the past, and expect to continue to do 50 in the future. We face a
number of risks arising from acquisition transactions, including difficulties in integrating the acquired business into our
operations, difficulties in assimilating and retaining employees and intermediaries, difficultics in rctaining the existing
customers of the acquired entity, and unforeseen liabilities that arise in connection with the acquired business. These
risks may prevent us from realizing the expected benefiss from acquisitions. : -

Changes in laws, regulations or accounting stondards may reduce our profitability.

Changes in regulations may reduce our profitability.

Our insurance business is subject to comprehensive state regulation and supervision throughout the U.S and in the
international markeis in which we operate. We are also impacted by federal legislation and administrative policies in
areas such as employee benefit plan regulation, financial services regulations and federal.taxation. The primary purpose
of state regulation of the insurance business is to protect policyholders, not stockholders. The laws of the various states
establish insurance departments with broad powers to regulate such matters as:

* licensing companies to transaci business,

+ licensing agents, '

* admitting statutory asscts,

* mandating a number of insurance benefits,
* regulating premium rates,
= approving policy forms, . _ _ l
* regulating unfair trade and claims practices,

* cstablishing statutory reserve requirements and solvency standards,

* fixing maximuem interest rates on life insurancé policy loans and m:mmum rates for accumulation of surrender
values,

* restricting various transactions between affiliates, and
= regulating the types, amounts and valuztion of investments.

State insurance regulators, federal regulators and the National Association of Insurance Commissioners (“NAIC”)
continually reexamine existing laws and regulations, and may impose changes in the future.
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Federal legislation and administravive policies in arcas such as employce bencfit plan regulation, linancial services
regulation and federal taxation can reduce our profitability. For example, Congress has, from time to time, considered
legistation relating 1o changes in the Employce Retirement Income Security Act of 1974 to permit application of state law
remedies, such as conscquential and punitive damages, in lawsuits for wrongful denial of benefits, which, if adopted,
could increase our liability for damages in futvre litigation. Additionally, new interpretations of existing laws and the
passage of new legislalion may harm our ability to sell new policies and increase our claims cxposurc on policies we issued
previously. In addition, reductions in contribution levels to defined contribution plans may decreuse our profitability.

Changes in tax laws could increase our tax costs and reduce sales of our insurance, annuily and investment products.

Current federal income tax laws gencrally permit the tax-deferred accumulation of earnings on the premiums paid by
the holders of annuitics and life insurance products, Taxcs, if any, arc payable on income attributable to a distribution
under the contract for the year in which the distribution is made. Congress has, from time to time, considered legislation
that would reduce or eliminate the benefit of such deferral of taxation on the accretion of value within life insurance and
non-qualificd annuity contracts. Enactment of this legislation, including a simplified “flat tax” income structure with an
exemption from taxation for investment income, could result in fewer sales of our insurance, annuity and investment
products. :

From time to time, Congress, as well as foreign, state und local governments, considers legislation that could increase
our tax costs. If such legislation is adopted, our profitability could be negatively impacted.

Repeal or modification of the federal estate tax could reduce our revenues.

The Economic Growth and Tax Relief Reconcilintion Act of 2001 (the “Act™) amended the federal estatc tax laws by
increasing the amount of the unified credit beginning in 2002, thereby increasing the amount of property not subject to
the estate tax. The Act also gradually reduces the federal estate tax rate over a period of years beginning in 2002, and
repeals the 1ax cntirely in 2010. The law in effect prior to the Act, however, is reinstated for years afier 2010. Through the
year ended December 31, 2007, we received recurring premium of $51.0 mitlion for survivorship life insurance policies we
have sold. A significant number of these policies were purchased for the purpose of providing cash o pay federa) estate
taxes, The reduction of the federal estate tax and temporary repeal could result in policyholders reducing coverage under,
or surrcndering, these policies.

Changes in federal, state and foreign securities laws may reduce our profitability.

Qur asset managemen! and accumulation and life insurance busingsses are subject to various levels of regulation
under federal, state and foreign securitics laws. Thesc laws and rcgulations arc primarily intended to protect investors in
the securities markets or investment advisory or brokerage clicnts and generally grant supervisory agencies broad
administrative powers, including the power to limit or restrict the conduct of business for failure to comply with such laws
and regulations. Changes to these laws or regulations that restrict the conduct of our business could reduce our
profitability.

Changes in accounting standards may reduce our profitability.

Accounting standards are subject to change and can ncgatively impact our profitability. See Ttem 8. “Financial
Statements and Supplementary Data, Notes to Consolidated Financial Stutements, Note 1, Nature of Operations and
Significant Accounting Policies.” In addition to recently issucd accounting guidance, the standard setters have a full
agenda of topics they plan to review, any of which have the potcntial to negatively impact our profitability. The results for
past accounting periods are not necessarily indicative of the results to be expected for any future accounting period.

A computer system failure or security breach could disrupt our business, damage our reputation and adversely
impact our earnings,

We rely on computer systems to conduct business, including customer service, marketing and sales activities,
customer relationship management and producing financial statements. While we have policies, procedures, automation
and backup plans designed to prevent or limit the effect of failure, our compuler systems may be vulnerable to
disruptions or breaches as the result of natural disasters, man-made disasters, criminal activity, pandemics, or other
events beyond our control. The failure of our computer systems for any reason could disrupt our operations, result in the
loss of customer business and adversely impact our profitability.

We retain confidential information on our computer systems, inctuding customer information and proprietary
business information, Any compromise of the sccurity of our computer systems that resuvlts in the disclosure of personally
identifiable customer information could damage our repulation, exposc us to litigation, increase regulatory scrutiny and
require us to incur significant technical, legal and other expenses.
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Results of litigation and regulatory investigations may affect our financial strength or reduce our prufitability. .

We are a plaintiff or defendant in actions arising out of our insurance businesses and investment operations. We are,
from time to time, also involved in various governmental, regulatory and administrative proceedings and inquiries. These
factors may affect our financial strength or:reduce our profitability. For further discussion on litigation and regulatory
investigation risk, see Item 3. “Legal Proceedings.” .

Fluctuations in foreign currency exchnhge rates could reduce our profitability,

Principal International generally writes policies denominated in various local currencies and invests the premiums
and deposits in local currencies. Although investing in local currencies limits the effcct of currency exchange rate
fluctuation on local operating results, fluctuations in such rates affect the translation of these results into our
consolidated financial statements. For further discussion on foreign currency exchange nsk see ltem 7A. “Quantitative
and Qualitative Disclosures About Market Risk — Foreign Currency Risk.”

Applicable laws and our stockholder rights plam, certifteate of incorporation and by-laws may discourage takeovers
and business combinations that our stockholders might consider in their best interests,

State laws and our certificate of incorporation and by-laws may delay, defer, prevent, or render more difficult a
takeover attempt that our stockholders might consider in their best interests. For instance, they may prevent our
stockholders from receiving the benefit from any premium to the market price of our common stock offered by a bidder
in a 1akeover context. Even in the absence of a takeover attempt, the existence of these provisions may adversely affect
the prevailing market price of our common stock'if they are viewed as discouraging takeover attempts in the future.

State laws and our certificate of incorporation and by-laws may also make it difficult for stockholders to replace or
remove our maragement. These provisions may facilitate management entrenchment, which may delay, defer or prevent
a change in our control, which may not be in the best interests of our stockholders. .

The following provisions, included in our certificate of incorporation and by-laws, may also have anti-takeover
effects and may delay, defer or prevent a takeover attempt that our stockholders mlght consider in their best interests. In
panticular, our centificate of incorporation and by-laws:

« permit our Board of Directors to issuc one or more series of preferred stock;

* divide our Board of Directors into three classes; :
* limit the ability of stockholders to remove directors;

* prohibit stockholders from filling vacancies on our Board of Directors;

» prohibit stockholders from calling special meetings of stockhelders,

* impose advance notice requirements for stockholder proposals and nominations of directors 10 be considered at
stockholder meetings; and .

* require the approval by the holders of at least 75% of our ‘outstanding common stock for the amendment of our
by-laws and provisions of our certificate of incorporation governing:

+ the classified board,

» the director’s discretion in determining what he or she reasonably belicves to be in the best interests of
Principal Financial Group, Inc.,

* the liability of directors and .
* the elimination of the prohibition on stockholder actions by written consent.

In addition, Section 203 of the General Corporation Law of the State of Delaware may limit the ability of an
“interested stockholder” 10 engage in business combinations with us. An interested stockholder is defined 1o include
persons owning 15% or more of our outstanding voting stock.

Our stockholder rights plan may have anti-takcover cffccts. The stockholder rights plan is designed to protect our
stockholders in the cvent of unsolicited offers to acquire us and other coercive takeover tactics, which, in the opinion of
our Board of Direclors, could impair the board’s ability to represent stockhelder interests. Our stockholder rights plan
might render an unsolicited takeover more difficult or less likely to occur, even though such a takeover might offer our
stockholders the opportunity to sell their stock at a price above the prevailing market price and may be favored by our
stockholders.
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Our financial results may be adversely impacted by global climate changes.

Atmospheric concentrations of carbon dioxide and other greenhouse gases have increased dramatically since the
industrial revolution, resulting in a gradual increasc in globat average temperatures and an increase in the frequency and
severity of natural disasters. These trends are expected to continue in the future, and have the potential to impact nearly
all sectors of the economy to varying degrees. Our initial research indicates that climate change does not pose an
imminent or significant threat to our operations or business, but we will continue to monitor new developments in the
future.

Potential impacts may include the following: v

« Changes in temperatures and air quality may adversely impact our m'prta]ity and morbidity rates. For example,
increases in the level of pollution and aitborne allergens may cause an increasc in upper respiratory and
cardiovascular diseases, leading to increased claims in our life, health and disability income business. However, the
risk of increased mortality on our life insurance business is partly offsct by our payout annuity business, where an
increase in mortality results in a decrease in benefit payments.

* Climate change may impact assel prices, as well as general economic conditions, For example, rising sea levels may
lead to decreases in real estate values in coastal areas. Additionally, government policies 1o slow climate change
(e.g., seiting limits on carbon emissions) may have an adverse impact on sectors such as utilities, transporiation
and manufacturing, Changes in asset prices may impact the value of our fixed income, real estate and commercial
morigage invesiments. We manage our investment risks by maintaining a well-diversified portfolio, both
geographically and by sector. We also monitor our investments on an on-going basis, allowing us to adjust our
exposure to seclors and/or geographical areas that face severe risks due to climate change.

«. A natural disaster that affects one of our office locations could disrupt our operations and pose a threat to the
safety of our employees. However, we have extensive Disaster Recovery programs in place to help mitigate this
risk. .

Item 1B. Unresolved Stall Comments

None.

Item 2. Properties

We own 26 properties in our home office complex in Des Moines, lowa, and in various other locations. Of these 26
properties, 11 are office buildings, 2 are warchouse facilities, 11 are parking lots and ramps, 1 is a park/green space and 1
is a childcare center that is currently under construction. Of the office and warehouse space, we occupy approximately
90% of the 2.8 million square feet of space in these buildings. The balance of the space in these buildings is rented to
commercial tenants or is occupied by the property management company scrvicing these properties. Of the parking
properties there are approximately 5,119 stalls, which does not include additional stalls that will be created once
construction of a new parking ramp is compicted. We lease office space for various offices located throughout the U.S.
and internationally. We believe that our owned and leased properties are suitable and adequate for our current business
operations.

Item 3. Legal Proceedings

Disclosure concerning material legal proceedings can be found in Item 8. “Financial Statements and Supplementary
Data, Notes to Consolidated Financial Statements, Note 15, Contingencies, Guarantees and Indemnifications™ under the
caption, “Litigation and Regulatory Contingencies.”

Item 4. Submission of Matters to a Vote of Security Holders

No matler was submitted to a vote of security holders of Principal Financial Group, inc. during the fourth quarter of
the fiscal year covered by this report.

EXECUTIVE OFFICERS OF THE REGISTRANT

The following information is furnished with respect to each of the executive officers of 1the Caompany, each of whom
is elected by and serves at the pleasure of the Board of Directors.

J. Barry Griswell, 58, has been Chairman and Chiel Executive Officer of the Company and Principal Life since 2002, a
director of the Company since 2001 and a Principal Life director since 1998. Prior thereto, he had been President of the
Company from April 2001 until June 2006, Chief Executive Offtcer of the Company since April 2001 and President and
Chief Executive Officer of Principal Life since January 2000. He is a Chartered Life Underwriter, a Chartered Financial
Consultant and a LIMRA Leadership Institute Fellow. Mr. Griswell is a director of Herman Miller, Inc., an office
furnishings designer and manufacturer. He is Chairman of the Board and Chair of the Board's Executive Committee.
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John E. Aschenbrenner, 58, who heads the Lifc and Health Insurance division of our operations, has been President,
Insurance and Financial Services, of the Company and of Principal Life since December 2003, Prior to that time, he
served as Executive Vice President of the Company since April 2001, and Executive Vice President of Principal Life since
January 2000. Mr. Aschenbrenner serves as a director of the Principal Mutual Funds.

Michael H. Gersie, 59, has been Executive Vice President and Chief Financial Officer of the Company since April 2001,
and Executive Vice President and Chief Financial Officer of Principal Life since January 2000.

Daniel J, Houston, 46, was named Executive Vice President, Retirement and Investor Services, in June 2006. He has
served as a Senior Vice President of Principal Life since 2000.

Ellen Z, Lamale, 54, has been Senior Vice President and Chief Actuary of the Company since April 2001, and Senior
Vice President and Chief Actuary of Principal Life since June 1999,

Julia M. Lawler, 48, has been Senior Vice President and Chief Investment Officer of the Company and of Principal Life
since July 2002. From 2000 - 2002, she was President of the Real Estate Equity Group of Principal Glohal Investors, LLC.
From 1999 - 2000, she was Vice President — Capital Markets.

James P McCaughan, 54, who heads the Global Assct Management division of our operations, has been President,
Global Asset Management of the Company and of Principal Life since December 2003, Prior to that time, he served as
Executive Vice President and global head of asset management for the Company and Principal Life since April 2002.
From 2000 - 2002, he was CEQ of the Amecricas division of Credit Suisse Asset Management in New York, New York.

Mary A. O’Keefe, 51, who heads Corporate Relations and Stra\eglc Development, has been Senior Vice President and
Chief Marketing Officer of the Company and Principal Life since February 2005, Senior Vice President of the Company
since April 2001, and Senior Vice President of Principal Life since January 1998,

Gary P, Scholten, 50, has been Senior Vice President and Chief Information Officer of the Company and Principal Life
since November 2002. From 1998 - 2002, he was Vice President of retail information services of Principal Life.

Karen E. Shaff, 53, has been Exccutive Vice President and General Counsel of the Company and of Principal Life since
February 2004. Prior therclo, she was Senior Vice President and General Counsel of the Company since April 2001, and
Senior Vice President and General Counsel of Principal Life since Junuary 2000.

Norman R. Sorensen, 62, has been President of Principal International, Inc. since 1998, Seniur Vice President,
International Asset Accumulation, of the Company since April 2001, and Senior Vice Président of Principal Life since
December 1998.

Larry D, Zimpleman, 56, has been President and Chief Operating Officer since June 2006 and oversces all of our global
and domestic operations. He was President, Retirement and Investor Services of the Company and of Principal Life from
Dccember 2003 to June 2006. Prior thereto, he served as head of our International Asset Accumulation business since
January 2003, our U. S. Asset Accumulation business since February 2002, and Exccutive Vice President of the Company
and Principai Lifc since August 2001. Previously, Mr. Zimpleman was Senior Vice President of Principal Life from June
1999 — August 2001. Mr. Zimpleman serves on the Company’s Board and as Chairman of the Board and a director of
the Principal Mutual Funds,

PART 1l

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and lssuer Purchases of Equity
Securities

Our common stock began trading on the New York Stock Exchange (“*NYSE”) undcr the symbol “PFG” on
October 23, 2001. Prior to such date, there was no established public trading market for our common stock. On
Fehruary 20, 2008, there were 474,032 stockholders of record of our common stock.
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The following table presents the high and low prices for our common stock on the NYSE for the periods indicated

and the dividends declared per share during such periods.

High Low Dividends

2007

First QUarter . ....... oot et e it e S, $64.17 $57.87 —

Second QUATIEE . .. ... vttt i e e $64.92 $56.56 —

Third QUArTEr . . ... oo e e e e $63.24 $51.52 —_

Fourth QUarter. . . ... ... i it e i $70.85 $60.55  $0.90
2006

FirSt QUArEr . ..ottt ittt it i i e it $50.72 84591 —

SECONM QUATIET ..\ ottt et e et i e e .. $55.93 .$48.51 —_

T I T $56.47 $52.62 -

Fourth QUarer. . ... ...ttt ittt i e e $59.40 $53.75  $0.80

We declared an annual cash dividend of $0.90 per common share on October 29, 2007, and paid such dividend on
December 7, 2007, to stockholders of record on the close of business on November 16, 2007. We declared an annuval cash
dividend of $0.80 per common share on November 7, 2006, and paid such dividend on December 15, 2006, to
stockholders of record on the closc of business on November 22, 2006, Future dividend decisions will be based on and
affected by a number of factors, including our operating results and financial requirements and the impact of regulatory
restrictions. See Item 7, “Management’s Discussion and Analysis of Financial Condition and Results of Operations —
Liquidity and Capital Resources” for a discussion of regulatory resirictions on Principal Life’s ability to pay us dividends.
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The following table presents the amount of our share purchase activity for the perio&s indicated:

Issuer Purchases of Equity Securities
A

o Total Number Matimum Number (or
of Shares Appruximate Dollar Value)
Y {or Units). of Shares (or Units) that
Total Number  Average Purchased as Part Moy Yet Be Purchased
- of Shares Price Paid of Publicly Under the Plans or
NIE {or Units)  per Share  Announced Plans Programs (In millions)

Period ... Purchased(l)  (or Unit} or Programs (2)(3)4)

January 1, 2007 — January 31, 2007 ......... 530,243  $59.80 530,243 $218.3

February 1, 2007 — February 28, 2007 .~ -. . . .. 523900 $62.86 523,900 $185.4

March 1, 2007 — March 31, 2007 ... .. e 687,786  $60.40 588,131 $150.0

April 1, 20{}7 —Apri! 30,2007 ............. 588  $60.23 — $150.0

May 1, 2007 — May 31, 2007 ., ... .. B 152,398  $61.10 152,000 . $390.7

June 1, 2007 — June 30,2007. .. .... ... v 1,823,253 $59.55 1,822,600 $282.2

July 1, 2007 — July 31,2007, ... ......... ., 545,533  $59.01 §45,343 $250.0

August 1, 2007 — August 31,2007 .......... 1,806,169  $55.37 1,806,000 $150.0

Septernber 1, 2007 — September 30, 2007 ... .. 1,416,961  $56.43 1,416,961 $ 70.0

October 1, 2007 — October 31, 2007 . ...... .. 1,099,028  $63.75 1,098,439 $ —

November 1, 2007 — November 30, 2007. .. . .. 2,917,645  $85.6%(4) 2,917,380 $250.0

December 1, 2007 — December 31, 2007 . . . . .. —  $ - . - $250.0

Total ........ [P 11,503,504 11,400,997

(1) The number of shares includes shares of common stock utilized to execute certain stock incentive awards in 2007:
99,655 shares in March, 588 sharcs in April, 398 shares in May, 653 shares in June, 190 shares in July, 169 shares in
August, 589 shares in October and 265 shares in November.

(2) On November 28, 2006, our Board of Dircctors authorized a repurchase program of up to $250.0 million of our
oumlandmg common stock. This program was completed in July 2007. Under this program, we acquired 4.2 million
shares in the open market at an aggregate cost of $250.0 million.

(3) On May 22, 2007, our Board of Directors authorized a repurchase program of up to $250.0 million of our
outstanding common stock. This program was completed in October 2007. Under this program, we acquired
4.3 million shares in the open market at an aggregate cost of $250.0 million.

(4) During November 2007, our Board of Directors authorized a share repurchase program of up to $500.0 million of

our outstanding common stock. On November 30, 2007, we entered into an accelerated commaon stock repurchase
agreemenl with a third party investment bank for an aggregate purchase price of $250.0 million. On this date, we
paid $250.0 million and received the initial delivery of 2.9 million common shares, while retaining the right to receive
additional common shares depending on the volume weighted-average price for our common stock over the
program’s exccution period. The program was completed in January 2008, at which time we received 0.9 million
additional common shares under this agreement, which were not reflected in the average price. As of December 31,
2007, $250.0 million remained under the November 2007 authorization.
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Item 6. Selected Financial Data

The following table sets forth certain selected historical consolidated financial information of Principal Financial
Group, Inc. We derived the consolidated financial information (except for amounts referred to as “Other Supplemental
Data™) for each of the years ended December 31, 2007, 2006 and 2005 and as of December 31, 2007 and 2005 from our
audited consolidated financial statements and notes to the financial statements included in this Form 10-K. We derived
the consolidated financial information (except for amounts referred 1o as *Other Supplemental Data™} for the years
ended December 31, 2004 and 2003 and as of December 31, 2005, 2004 and 2003 from our audited consolidated financial
statements not included in this Form 10-K. The following summary of consolidated financial information (except for
amounts referred to as “Other Supplemental Data") has been prepared in accordance with U.S. GAAP.

In order to fully undersiand our consolidated financial information, you should also read Item 7. “Management’s
Discussion and Analysis of Financial Condition and Results of Operations” and our audited consolidated financial
statements and the notes 1o the financial statements included in this Form 10-K. The results for past accounting periods
are not necessarily indicative of the results to be expected for any future accounting period.

' As of or for the year ended December 31,
2007(1) 2006(1) 2005(1) 2004 2003
(¥ in millions, except as noted)

Income Statement Data:

Revenues: .

Premiums and other considerations . ......... $ 46341 § 43053 § 39750 § 37100 § 3,630.7

Fees and other revenues .. ................ 2,634.7 1,902.5 1,1Vi8 1,491.7 1,196.5

Net investment iNCOME . .. v v v v v v rerernnns 3,966.5 3,620.6 3,358.0 3,223.6 3,228.1

Net realized/unrealized capital gains (losses) .. . . (328.8) 44.7 (11.2) . (104.8) (63.2)

Total revenues. . ..o vr i e e s $ 109065 $ 98731 $§ 90396 $ 83205 § 79921

Income from continuing operations, net of related ’ '

INCOME 1AXES . . vt v it et s it te v n e taran e £ 8401 $ 10354 $ 8902 § 7006 $ 6436
Income from discontinued operations, net of related )

income taxes(2) . ... ...l 20.2 289 28.8 130.7 106.1
Income before cumulative effect of accounting

changes . ........ ... i 8603 1,064.3 919.0 8313 . 7497
Cumulative effect of accounting changes, net of

related income taxes . . ...... .. ... — — —_ 5.7) (34)
Nt iNCOMIE . . v v i vt v s e nv s snmeenenes 860.3 1,064.3 919.0 825.6 746.3
Prefcrred stock dividends(3) . ......... ... ..., 330 33.0 17.7 — —_
Net income available to common stockholders .... $ 8273 § 10313 $ 9013 $ 8256 § 7463

Eamings per Share Data:
Income from continuing operations, net of related
income taxes, per share:

Basic. ... e $ 304 § 367 8 303§ 224 % 1.98

Diluted . ... . .. . $ 3in § 34 8 o1 3 223 % 1.97
Net income per share:

Basic............... e e $ 312 378§ 313§ 264 3 229

Diluted .. ... . e $ 309 3 34 s in s 262 § 2.28
Common shares outstanding at year-end (in

miions) ... .. . e 259.1 268.4 280.6 3006 320.7
Weighted-average common shares outstanding for

the vear (inmillions) .................... 2654 2729 2879 3133 326.0
Weighted-average common shares and potential

common shares outstanding for the year for

computation of diluted earnings per share (in

millions) . .. ... e e 268.1 275.5 289.9 3147 3268
Cash dividends per common share. . ........... $ 090 $ 080 § 065 § 055 § 0.45
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As of or for the year ended December 31,
2007(1) 2006(1) 2005(1) 2004 2003
{3 in millions, except es noted)

Batance Sheet Data:

Total assels . ... .. ...t e $154,520.2 $143,658.1 $127,0354 31137983 $107,754.4
Longtermdebt . ......................... $ 13988 $ 15113 $ 8557 $ 7998 § 1,330
Series A preferred stock . ... ... ... ... L. $ — 3 — § ~ 5 — 8 —
Series B preferred stock . .. ...... ... ... L. 0.1 0.1 0.t . — —
Commonstock ........c0viininnnnenenn. 39 18 38 38 38
Additional paid-incapital . .................. 8,295.4 8,141.8 8,000.0 7.269.4 7,153.2
Retained earnings . ...... ... ..., S 31,4143 2,824 2,008.6 1,289.5 6304
Accumulated other comprehensive income . ... ... 420.2 846.9 994.8 1,313.3 1,171.3
Treasury stock, atcost - . ................... (4,712.2) (3,955.9) {3,200.1) (2,331.7) (1,559.1)
Total stockholders’ equity . . ... ... ... ...... $ 74217 $§ 78608 $§ 78072 § 75443 § 7,390.6
Other Supplemental Data:

AUM ($inbillions) . ...................... $ 3111 $ 2569 $§ 1952 $ 1670 § 1443
Number of employees (actual) ... ............ 16,585 15,289 14,507 13,976 14,976

(1) For a discussion of items materially affecting the comparability of 2007, 2006 and 2005, please see liem 7.
“Management’s Discussion and Analysis of Financial Condition and Results of Operations — Triunsactions Affecting
Comparability of Results of Operations.” '

(2) Sec ltem 8. “Financial Statements and Supplementary Data, Notes to Consolidated Financial Statements, Note 3,
Discontinued Operations” for a description of our discontinued operations for 2007, 2006 and 2005. For each of the
years ended December 31, 2004 and 2003, income from discontinued operations related to our sale of Principal
Residential Mortgage, Inc., the sale of our Argentinc companies and operating revenues of rcal estate propertics
that qualify for discontinued operations treatment. In addition, income from discontinued opcrations for the year
ended December 31, 2003, related to our sale of BT Financial Group.

(3) On June 16, 2005, we issued 13.0 million shares of non-cumulative perpetual preferred stock under our shelf
registration. We declared preferred stock dividends of $33.0 million in 2007 and 2006 and $12.7 million in 2005.
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following analysis discusses our financial condition as of December 31, 2007, compared with December 31, 2006,
and our consolidated results of operations for the years ended December 31, 2007, 2006 and 2005, and, where
appropriate, factors that may affect our future financial performance. The discussion should be read in conjunction with
our audited consolidated financial statements and the related notes to the financial statements and the other financial
information included elsewhere in this Form 10-K.

Forword-Looking Information

Our narrative analysis below contains forward-looking statements intended to enhance the reader’s ability to assess
our future financial performance. Forward-looking statements include, but are not limited to, statements that represent
our beliefs concerning future operations, stratcgies, financial results or other developments, and contain words and
phrases such as “anticipate,” “believe,” “plan,” “estimate,” “‘expect,” “intend,” and similar expressions. Forward-looking
statements are made based upon management’s current expectations and beliefs concerning future developments and
their potential effects on us. Such forward-looking statements are not guarantees of future performance.

Actual results may differ materially from those included in the forward-looking statements as a result of risks and
uncertainties. Those risks and uncertainties include, but are not limited to the risk factors listed in Item 1A, “Risk
Factors.”

Overview
We provide financial products and services through the following reportable segments:

= U.S. Asset Accumulation, which consists of our asset accumulation operations that provide retirement savings and
related investment products and services. We provide a comprehensive portfolio of asset accumulation products
and services 1o businesses and individuals in the 1.S., with a concentration on small and medium-sized businesses.
We offer 10 businesscs products and services for defined contribution pension plans, including 401(k) and 403(b)
plans, defined benefit pension plans, non-qualified executive benefit plans and employee stock ownership plan
consulting services, We also offer annuities, mutual funds and bank products and services to the employees of our
business customers and other individuals.

» Global Asset Management, which consists of our asset management operations conducted through Principal
Global Investors and its affiliates. Global Asset Management offers an extensive range of equity, fixed income and
real estatc investments as well as specialized overlay and advisory services to institutional investors,

» International Asset Management and Accumulation, which consists of Principal International, offers retirement
products and services, annuities, mutual funds, institutional asset management and lifc insurance accumulation
products through operations in Brazil, Chile, China, Hong Kong, India, Malaysia, and Mexico.

* Life and Health Insurance, which provides individual life insurance, group health insurance as well as specialty
benefits in the U.S. Qur individual life insurance products include universal and variable universal life insurance
and traditional life insurance. Our health insurance products include group medica! insurance and fee-for-service
claims administration and wellness services. Qur specialty bencfit products include group dental and vision
insurance, individual and group disability insurance and group life insurance. .

* Corporate and Other, which manages the assets representing capital that has not becn allocated to any other

" segment. Finaacial results of the Corporate and Other segment primarily reflect our financing activities (including
interest expense), income on capital not allocated to other segments, inter-segment eliminations, income tax risks
and certain income, expenses and other after-tax adjustments not allocated to the segments based on the naturc of
such items.

Economic Factors and Trends

Modest results in the equity markets along with an increase in nmet cash flow have led 1o increases in asset
accumulation’s account values and our asset management's AUM. The credit market disruptions and market illiquidity
experienced during the second half of 2007 resulted in an increase in our realized and unrealized capital losses.

in our International Asset Management and Accumulation segment, we continued to grow our existing business
through organic growth in our existing subsidiaries and a combination of joint ventures and strategic acquisitions.

Over the past few years, we have shifted our marketing cmphasis to universal and variable universal life insurance
products from traditional life insurance products in our Life and Health segment. We are also in the early stages of a
trend toward volumary individual life insurance and specialty benefit products sponsored by employers. Qur health
insurance business has become less competitive, which has led to declines in covered members.
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Profitability
Our profitability depends in large part upon our: . .
* amount of AUM;

* spreads we earn on our policyholders’ general account asset accumulation business that result from the difference
between what we earn and what we credit;

ability 1o generate fee revenues by providing administrative and investment managément services;

ability to price our life and heaith insurance producls at a Jevel that enables us to earn a margin over the cost of
providing benefits and the related expenses, .

» ability to manage our investment portfolio to maximize investment returns and minimizc risks such as interest rate
changes or defaults or impairments of invested assets; -

ability to effectively hedge fluctuations in foreign currency to U.S. dollar exchange rates on certain transactions;
and

* ability to manage our operaling expenses.

Critical Accounting Policies and Estimates

The increasing complexity of the business environment and applicable authoritative accounting guidance requires us
to closely monitor our accounting policies. Our significant accounting policies are described in Item 8. “Financial
Statements and Supplementary Data, Notes to Consolidated Financial Statements, Note 1, Nature of Operations and
Significant Accounting Policies.” We have identified five critical accounting policies thar are complex and require
significant judgment and estimates about matters that are inherently uncertain. A summary of our critical accounting
policies is intended to enhance the reader’s ability to assess our financial condition and results of operations and the
potential volatility due to changes in estimates and changes in guidance. The identification, selection and disclosure of
critical accounting cstimates and policies have been discussed with the Audit Commitiee of the Board of Direclors.

Valuation of Invested Assets

Fixed Maturities, Available-for-Sale. -Fixed maturity securilies include bonds, mortgage-backed securities and
redeemable preferred stock. We classify our fixed maturity. securities as either available-for-sale or trading and,
accordingly, carry them at fair value in the statement of financial position. The fair valués of our public fixed maturity
securities are based on quoted market prices or estimates from independent pricing services. However, 24% of our
invested asset portfolio is invested in fixed maturity securities that are private market assets, where there are no readily
available market quotes to determine the fair markel value. These asscts arc valued using a spread pricing matrix.
Securities are grouped into pricing categories that vary by asset class, sector, rating and average life. Each pricing
calegory is assigned a risk spread based on studies of observable public market data or market clearing data from the
investment professionals assigned 1o specific security classes. The expected cash flows of the security are then discounted
back at the current Treasury curve plus the appropriate risk spread. Although the matrix valuation approach provides a
fair valuation of each pricing category, the valuation of an individual security within each pricing categery may actually be
impacted by company specific factors. Certain markel events that could impact the valuation of securities include issuer
credit ratings, business climate, management changes, litigation and government actions among others.

Over the past several months, we have seen credit market disruption as the result of widening spreads and illiquid
markets. These market conditions have been particularly hard on structured investment transactions where we rely on
broker quoles or internal pricing models given the thinly traded markels (approximately 5% of the fixed maturity
securities portfolio). We have received broker quotes that are owtside a normal range {or historical spreads and, in our
view, are conscrvative given the quality of the underlying cash flows. Analysis has been performed to reconcile these
external values to our view of the transaction. We view these broker quotes as conservative and at the low end of a
reasonable range, and attribute the decreased values to the overall market conditions.

An interest rate increase in the range of 20 1o 100 basis points, while holding credit spreads constant, produces total
values of $40.2 billion to $38.6 billion, as compared to the recorded amount of $40.5 billion related to our fixed maturity,
available-for-sale assets held by the Principal Life gencral account as of December 31, 2007. This portfolio has a weighted
average life of 7 years, An analysis of historical changes in the 7-year Treasury rate supports our belief that an interest
rate change of 20 to 100 basis points is reasonably likely.

Investments classified as available-for-sale are subject to impairment reviews. When evaluating a fixed maturity
security for impairment, we consider relevant facts and circurnstances in evaluating whether a credit or interest-retated
impairment is other than temporary. Relevant facts and circumstances considered include: (1) the extent and length of
time the fair value has been below cost; (2} the reasons for the decline in vatue; (3) the financial position and access to
capital of the issuer, including the current and future impact of any specific events; and (4) our ability and intent to hold
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the security for a period of time that allows for the recovery of value which, in some cases, may extend to maturity. When
it is determined that the decline in value is other than temporary the carrying value of the security is reduced to its fair
value, with a corresponding charge to net income. The corresponding charge is referred to as an other-than-temporary
impairment and is reported in net income in our consolidated statement of operations.

There are a number of significant risks and uncertainties inherent in the process of monitoring impairments and
determining if an impairment is other than temporary. These risks and uncertainties include: (1) the risk thai our
assessment of an issuer’s ability to meet alt of its contractual obligations will change based on changes in the credit
characteristics of that issuer; (2) the risk that the economic outiook will be worse than expected or have more of an
impact on the issuer than anticipated; (3) the risk that our investment professionals are making decisions based on
fraudulent or misstated information in the financial statements provided by issuers; and (4) the risk thal new information
obtained by us or changes in other facts and circumstances tead us 10 change our intent 10 hold the security until it
recovers in value. Any of these situations could result in a charge to net income in a future period. At December 31, 2007,
we had $19,9904 million in available-for-sale fixed maturity securities with gross unrealized losses totaling
$1,187.6 million. Included in the gross unrcalized losses are losses attributable to both movements in market interest
rates as well as temporary credil issues. Net income would be reduced by approximately §1,187.6 million, on a pre-tax
basis, if all the securities were deemed to be other than temporarily impaired.

Mortgage Loans. Mortgage loans consist primarily of commercial morigage loans on real estate. At December 31,
2007, commercial mortgage loans aggregated to $10,763.5 million. Commercial mortgage loans are generally reported at
cost adjusted for amortization of premiums and accrual of discounts, computed using the interest method and net of
valuation allowances. Commercial morigage loans held for sale are carried at the lower of cost or fair value, less cost to
sell, and reported as mortgage loans in the slatements of financial position.

Commercial mortgage loans on real estate are considered impaired when, based on current information and events,
it is probable that we will be unable to collect all amounts due according to contractual terms of the loan agreement.
When we determine that a loan is impaired, a valuation allowance is established for the difference between the carrying
amount of the morigage loan and the estimated value. Estimated value is based on cither the present value of the
expected future cash flows discounted at the loan’s effective interest rate, the loan's observable market price or fair value
of the collateral. The change in valuation sllowance is reported in net income on our consolidatcd statements of
operations.

The determination of the calculation and the adequacy of the mortgage loan allowance and mortgage impairments
are subjective. Our periodic evaluation and assessment of the adequacy of the allowance for losses and the need for
mortgage impairments is based on known and inherent risks in the portfolio, adverse situations that may affect the
borrower's ability to repay, the estimated value of the underlying collateral, composition of the loan portfolic, current
economic conditions, loss experience and other relevant factors. The calculation for determining loan specific impairment
amounts is also subjective, as it requires estimating the amounts and timing of future cash flows expected to be received
on impaired loans. Qur financial position is sensitive to changes in estimated cash flows from mortgages, the value of the

collateral and changes in the economic environment in general. The allowance for losses can be expected 1o increase

when economic conditions worsen and decrcase when economic conditions improve.

We have a large experienced commercial real cstate staff centrally located in Des Moines, which includes
commercial mortgage underwriters, loan closers, loan servicers, engineers, appraisers, credit analysts, research staff, legal
staff, information technology personnel and pertfolio managers. Experienced commercial reat estate senior management
adheres 10 a disciplined process in reviewing all transactions for approval on a consistent basis. The typical commercial
mortgage foan for us averages in the mid-60 percent loan-1o-value range at origination with a net operating income
coverage ratio of 1.7 times the annual debt service and is internally rated A- on a bond equivalent basis, Based on the
most recent analysis, cur commercial mortgage portfolio has an overall loan-1o-value ratio of 59% with a 1.9 times debt
service coverage. The large equity cushion and strong debt service coverage in our commercial mortgage invesiments will
help insulate us from stress during times of weak commercial real estate fundamentals.

Deferred Policy Acquisition Costs and Other Actuarial Balances ‘ .

Commissions and other costs (underwriting, issuance and agency expenses) that vary with and are primarily related
to the acquisition of new and renewal insurance policics and investment contract business are capilalized to the extent
recoverable. Maintenance costs and acquisition costs that are not deferrable are charged to operations as incurred.

Amortization Based on Estimated Gross Profits. DPAC for universal life-type insurance contracts, participating life
insurance policies and certain investment contracis are amortized over the expecied lifetime of the policies in relation to
cstimated gross profits. In addition to DPAC, the following actuarial balances are also amortized in relation to estimated
gross profits or contract assessments.
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* Sales inducement asset — Sales inducements are amounts that are credited to the contractholder’s account
balance as an inducement to increase sales. Like DPAC, the cost of the sales inducement is capitalized and
amortized over the expected life of the contract, in proportion to estimated gross profits.

* Uncarncd revenue liability — An unearned revenue liability is established when we collect fees or other
policyholder assessments that represent compensation for services to be provided in future periods. These
revenues are deferred and then amortized over the expected life of the contract, in proportion 1o estimated gross
profits.

= Rcinsurance asset or liability — For universal-life type products that are reinsured, a reinsurance asset or liability
is established 10 spread the net reinsurance costs or profits in proportion 10 the estimated gross profits on the
underlying business.

* Present value of future profits (“PVFP”) — This is an intangible asset that arises in connection with the
acquisition of a life insurance company. PVFP is amortized over the expected life 'of the contracts acquired, in
proportion to estimated gross profits.

* Additional benefit reserves — These are additional liabilities that are established for'annuity or universal life-type
contracts that provide benefit guarantees, or for contracts that are expected to produce profits followed by losses.
The liabilities are accrued in relation to estimated contract assessments.

At issue and each valuation date, we develop an estimate of the expected future gross profits. These estimated gross
profits contain assumptions relating to mortzlity, morbidity, investment yield and expenses. As actual experience
emerges, the gross profits may vary from those expected either in magnitude or timing in which case 4 true-up to actual
occurs as a charge or credit 1o current operations. In addition, we are required 10 revise our'assumptions regarding future
experience as soon as the current assumptions are no longer actuarially credible. Both actions, reflecting actual
experience and changing future estimates, can change both the current amount and the future amortization pattern of the
DPAC assct and related actuarial balances. .

For individual variable annuities and group annuities which have separate account equity invesiment options, we
utilize a mean reversion method (reversion to the mean assumption), a common industry practice, to determine the
future domestic equity market growth rate assumption used for the calculation of estimated gross profits. If actual equity
market performance varies from the 8% assumption, we assume different performance levels over the next 30 quarters
such that the mean return equals the long-term assumption. However, our mean reversion process generally limits
assumed returns to 4-12% during the 30-quarter mean reversion period,

Internal Replacements. We review polices for modifications that result in the exchange of an existing contract for a
new contract, If the new contract is determined to be an internal replacement that is substantially changed from the
replaccd contract, any unamortized DPAC and actuarial balances are written off and acquisition cosis related to the new
contract are capitalized as appropriate. If the ncw contract is substantially unchanged, we continue to amortize the
related DPAC and actuarial balances.

Recoverability. DPAC and sales inducement assets are subject 1o recoverability testing at the time of policy issue and
loss recognition testing on an annual basis, or when an event occurs that may warrant loss recognition. Likewise, PVFP is
subject (0 impairment testing on an annual basis, or when an cvent occurs that may warrant impairment. If loss
recognition or impairment is necessary, the asset balances are written off to the extent that it is determined that future
policy premiums and investment income or gross profits are not adequate to cover relatéd losses and expenses.
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Sensitivities. As of December 31, 2007, the net balance of DPAC and related actuarial balances was a
$3,014.7 million assel, We perform sensitivity analyses to assess the impact that certain assumptions have on our DPAC
and related actuarial balances. The following table shows the estimated immediate impact of various assumption changes
on our DPAC and related actuarial balances.

Estimated impact to

net income(l)

{in millions)
Reducing the future equity refurn assumption by 1% ...... ... ..o en ot e $(104)
Removing the mean reversion methodology from the estimated gross profit calculation ... ... .. $ (04)
A one-lime, 10% drop in equity market values . .. .. ettt e e $(12.5)
Increasing all fulure lapse rate assumptions by 10% of the basclmc assumption (2) . .......... $(22.9)

(1) Reflects the net impact of changes 10 the DPAC asset, sales inducement assel, uncarned revenue liability,
reinsurance asset or liability, PVFP and additional benefit reserves.

(2) This calculation reflects an increase in lapse rates only for products where increasing the lapse rate leads 10 a
write-down of the DPAC asset. Lapse rates were left unchanged for those products where an increase in lapsc rates
would lead 10 a write-up of the DPAC asset.

Amortization Based on Premium-paying Period. DPAC of non-participating term life and individual disability
insurance policies are amortized over the premium-paying period of the related policies using assumptions consistent
with those used in computing policyholder liabilities. Once these assumptions are made for a given policy or group of
policies, they will not be changed over the life of the policy unless a loss recognilion event occurs.

Insurance Reserves

Reserves are liabilities representing estimates of the amounts that will come due, al some point in the future, to or
on behalf of our policyholders. U.S. GAAP, allowing for some degree of managerial judgment, prescribes the methods of
establishing reserves.

Future policy benefits and claims include reserves for traditional and group lifc insurance, accident and health
insurance and individual and group annuities that provide periodic income payments, which are computed using
assumptions of mortality, morbidity, lapse, investment performance and expense. These assumptions are based on our
experience and are periodically reviewed against industry standards to ensure actuarial credibility. For long duration
insurance contracts, once these assumptions are made for a given policy or group of policies, they will not be changed
over the life of the policy. However, significant changes in experience or assumplions may require us to provide for
expected future losses on a product by establishing premium deficiency reserves. Premium deficiency reserves may also
be established for short duration contracts to provide for expected future losses. Our reserve levels are reviewed
throughout the year using internal analysis including, among other things, experience studies, claim development analysis
and annual statutory asset adequacy analysis. To the extent experience indicates potential loss recognition, we recognize
losses on certain lines of business. The ultimate accuracy of the assumptions on these long-tailed insurance products
cannot be determined until the obligation of the entire block of business on which the assumptions were made is
extinguished. Short-term variances of actual results from the assumptions used in the computation of the reserves are
reflected in current period net income and can impact quarter-to-gquarter net income,

Future policy benefits and claims also include reserves for incurred but unreported health, disability and life
insurance claims. We recognize claims costs in the period the service was provided to our policyowners. However, claims
costs incurted in a particular period are not known with certainty until after we receive, process and pay the claims. We
determine the amoumt of this liability using actuarial methods based on historical claim payment patterns as well as
emerging medical cost trends, where applicable, to determine our estimate of claim liabilities. We also look back to assess
how our prior periods’ estimates developed. To the extent appropriate, changes in such development are recorded as a
change to current period claim expense. Historically, the amount of the claim reserve adjustment made in subsequent
reporting periods for prior period estimates was within a reasonable range given our normal claim fluctuations.

Benefut Plans

The reported expense and liability associated with pension and other postretirement benefit plans requires the use of
assumptions. Numecrous assumptions are made regarding the discount rate, expected long-term rate of return on plan
assels, turnover, expected compensation increases, health care claim costs, health care cost trends, retirement rates and
mortality. The discount rate and the expected return on plan assets have the most significant impact on the level of cost.

The assumed discount rate is determined by projecting future benefit payments inherent in the Projected Benefit
Obligation and discounting those cash flows using a spot yicld curve known as the Citigroup Pension Discount Curve.
This curve is constructed from the Treasury curve by adding option-adjusted spreads that are drawn from the double-A
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carporate scctor of the Salomon Broad Invesiment-Grade Bond Index. The bonds with excessive call exposure are
excluded, as are securities with option-adjusted sprcads thal are morc than two standard deviations away from the
preliminary average. The final spreads-are determined using this call-protected sample of double-A. corporate bonds.
Based on this methodology for 2007 year-end, we set the discount rate at 6.30%. A 0.25% decrease in the discount rate
would incrcase pension benefits Projected Bencfit Obligation and the 2008 Net Periodic Pension Cost (“NPPC”) by
approximately $61.4 million and $9.3 million, respectively. A (.25% decrease in the discount rate would increase other
post-retirement benefits Accumulated Postretirement Benefit Obligation and the 2008 Net Periodic Benefit Cost
(*NPBC”™) by approximatcly $8.3 million and $0.7 million, respectively. A 0.25% increase in the discount rate would
result in decreases in benefit obligations and expenses at a level generally commensurale with those noted above.

The assumcd long-term rate of return on plan assets is set at the long-term rate expected to be earned based on the
long-term investment policy of the plans and the various classes of the invested funds. Historical and future expected
rcturns of multiple assct classes were analyzed to develop a risk-free real rate of return and risk premiums for each asset
class. The overall long-term rate for each asset class was developed by combining a long-term inflation component, the
risk free real rate of return and the associated risk premium. A weighted average rate was developed based on long-term
returns for each asset class, the plan's target asset allocation policy and the tax structure of the trusts. For the 2007 NPPC
and 2007 NPBC, an 8.25% and 7.3% weighted average long-term ratc of rcturn was uséd, respectively. For the 2008
NPPC and 2008 NPBC, an 8.25% und 7.3% weighted average long-term rate of return assumption will be used,
respectively. A 0.25% decrease in the assumcd long-term rate of return would increase 2008 NPP(C by approximately
$3.9 million and the 2008 NPBC by approximately $1.3 million. A 0.25% increase in this rate would result in a decrease 1o
expensc al thc same lovels. The assumed return on plan asscts is based on the fair market value of plan asscts as of
Scptember 30, 2007.

The compensation increase assumption is generally set at a rate consistent with curremt and expected long-term
compensation and salary policy, including inflation.

Actuarial gains and losses are amortized using a straight-line amortization method over the average remaining
service period of cmployces, which is approxnmatclv 8 years for pcnsuon costs and approximately 13 years for other
postretirement henefit costs. :

Prior service costs are amortized on a weighted average basis over approximately 7 years for both pension and other
postretirement benefit costs.

Income Taxes

We provide for income taxes based on our ¢stimate of the liability for taxes due. Our tax accounting represcnis
management's best estimate of various cvenls and transactions, such as completion of tax audits, which could have an
impact on our estimatcs and cffective tax rate in a particular quarter or annual pcriod.

Inherent in the provision for income taxes are cstimates regarding the deductibility’ of certain items, the timing of
income and expense recognition and the realization of certain tax credits. In the evenl our estimates of the ultimate
deductibility of certain items, the timing of the recognition of income and expense or the realization of certain tax credits
differ from prior estimates due o the receipt of new information, we may be required to significantly change the
provision for income taxes recorded in the conselidated financial statements. Any such ¢hange could significantly affect
the amounts reported in the consolidated financial statcments in the year these estimates change.

[n addition, the amount of income taxes paid is subject to audits in various jurisdictions. Tax benchits are recognized
for book purposcs when the more-likely-than-not threshold is met with regard to the validity of the tax position. Once this
threshold is mey, for each tax reporting issue, we provide for the largest amount of benefit that is greater than 50% likely
of being realized upon ultimate seulement with the [RS and other income taxing authorities for audits ongoing or not yet
commenced. We believe that we have adequate defenses against, or sufficicnt provisions for, the contested issues, but
final resolution of contested issues could take several years while legal remedics are pursued. Consequently, we do not
anticipate the vltimate resolution of audits ongoing or not yet commenced to have a material impact on our net income.

Transactions Affecting Comparability of Results of Operations
Acquisitions ]
W acquired the following businesses, among others, during the past three years:

Moriey Financial Services, Inc, On August 31, 2007, we acquired Morley Financial Services, Inc. (“Morley Financial
Services™) from Nationwide Mutual Insurance Company, for $75.0 million in cash, subject to closing adjustments. Morley
Financial Scrvices is a stable value asset manager with approximately $14.0 billion in institutional AUM as of August 31,
2007. The operations of Morley Financial Scrwces are reported and consolidated in our Global Asset Management
segment.
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WM Advisors, Inc.  On December 31, 2006, we acquired WM Advisors, Inc. and its subsidiaries from Washington
Mutual, loc. for a total cost of $741.1 million in cash at the time of closing. As of December 31, 2006, WM Advisors, Inc.
had approximately $28.0 billion in AUM and provided investment advisory services to mutual funds, variable trust funds
and asset allocation portfolios to approximately 800,000 sharcholder accounts nationwide. The operations of WM
Advisors, Inc. are reported and consolidaied in our U.S. Asset Accumulation and Global Asset Management segments.

Principal Global Services Private Limited. In December 2005, we formed Principal Global Services Private Limited
(“PGS"), which began operations in Pune, India, as of August 2006. PGS employecs perform services for our U.S.
operations including claims data entry, 401(k) processing, IT coding/application development and IT quality assurance.
PGS start up costs were reported in our Corporate and Other segment through 2006, Beginning in 2007, expenses are
allocated to the segments for which services are performed.

Principal Commercial Funding II.  On October 24, 2005, Principal Real Estate Investors and U.S. Bank National
Association announced that they agreed to create Principal Commercial Funding I}, a jointly-owned business that
competes in the CMBS market. Principal Real Estate Investors is the real estate investment arm of Principal. Global
Investors. U.S. Bank National Association is 1the principal banking subsidiary of U.S. Bancorp. The new company is the
CMBS platform for both Principal Real Estate [nvestors and U.S. Bank National Association and focuses on securitizing
commercial mortgages originated by both Principal Real Estate Investors and U.S, Bank National Association on their
behalf. Principal Commercial Funding 11 began operations in late 2005 and began contributing collaterat 10
securitizations during the first quarter of 2006. The operations of Principal Commercial Funding IT are reported in our
Global Asset Management segment using the equity method of accounting,

CCRH-Principal Asset Management Company, Ltd.  On September 19, 2005, we entered into a joint venture with China
Construction Bank {“CCB") to markel mutual funds in the People’s Republic of China, with a 25% ownership in
CCB-Principal Asset Management Company, Ltd. The operations of CCB-Principal Asset Management Company, Lid.
are reported in our International Asset Management and Accumulation segment using the equity method of accounting.

PNB Principal Insurance Advisory Company Pvi. Lid. On February 21, 2005, Principal Financial Group
(Mauritius) Ltd. acquired a 26% stake and management contro! of PNB Principal Insurance Advisory Company Pvi. Lid.
(“PPIAC"), an insurance brokerage company in India. The operations of PPIAC are rcported and consolidated in our
International Asset Management and Accumulation segment.

Dispositions

We cntered into disposition agreements or disposed of the following businesses, among others, during the past three
years:

Principal Dental Services, Inc.  Effective July 1, 2006, we sold five dental offices which were substantially all of the
assets of Dental Net Group, one component of Principal Dental Services, Inc. The realized gain was reported in our Life
and Health segment. '

ING/Principal Pensions Company Ltd. On May 26, 2005, we announced joinily with our partner, ING, the intent to
liquidate the ING/Principal Pensions Company, Lid. operation in Japan. On December 20, 2005, the liquidation process
was completed with a formal liquidation filing to the Japanese corporate registry. The results of ING/Principal Pensions
Company Ltd. were reported in our International Asset Management and Accumulation scgment.

Discontinued Operations. For divestitures that qualify for discontinued operations treatment, see Item 8. “Financial
Statemenis and Supplementary Data, Noites to Consolidated Financial Statements, Note 3, Discontinued Operations.”

Other

SBB Mutual Berhad and SBB Asset Management Sdn Bhd. On February 5, 2007, we invested an additional
RM$192.4 million Malaysian ringgits (“RM3$”) (approximately U.S. $55.1 million) to retain our 40% ownership interest
in CIMB-Principal, our joint venture company in Malaysia, as a result of its decision 10 purchase the mutual fund and
asset management companies of the former Southern Bank Bhd (*SBB”) Mutua! Berhad and SBB Asset Management
Sdn Bhd.

Senior Note Issuance.  During fourth quarter 2006, we issucd $600.0 million of senior notes from our shelf regisiration,
which became effective on June 30, 2004. The notes bear interest at a rate of 6.05% per year. Interest on the notes is
payable scmi-annually on April 15 and October 15, and began on April 15, 2007. The notes will mature on October 15,
2036. A portion of the proceeds was used to fund the acquisition of WM Advisors, Inc., with the remaining proceeds
being used for general corporate purposcs,

Principal Reinsurance Company of Vermont. 1n November 2006, Principal Life established a wholly owned rcinsurance
subsidiary, Principal Reinsurance Company of Vermont (“PVT”), which rcinsures a portion of our universal life
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“secondary” or “no-lapse” guarantee provisions through an intercompany reinsurance agreement with Principal Life.
Effective June 30, 2007, we amended our reinsurance agreement with PVT to include in force and future policy issuances
of a current term insurance product. The reinsurance agreement, which was accompanicd with a third party letter of
credit issucd to PVT and guaranteed by PFG, allowed us to redeploy capital for other gencral corporate purposes.

Fluctuations in Foreign Currency to U.S. Dollar Exchange Rates

Fluctuations in foreign currency to U.S. dollar exchange rates for countries in which we have operations can affect
reported financial results. In years when forcign currencies weaken against the U.S, dollar, translating foreign currencies
into U.S. dollars results in fewer U.S. dollars to be reported. When foreign currencies strengthen, translating foreign
currencies into U.S. dollars results in more U.S. dollars Lo be rcported.

Foreign currency exchange rate fluctuations create variances in our financial statement line items but have not had a
material impact on our consoliduted income from continuing opcrations. Qur consolidated income from continuing
operations was positively impacted $5.9 million, $5.4 million and $7.t million for the ycars ended December 31, 2007,
2006 and 2005, respectively, as a result of Muctuations in forcign currency to U.S. dollar exchange rates for our foreign
operations. For a discussion of our approaches to foreign currency exchange ratc risk, sce Item 7A. “Quantitative and
Quulitative Disclosures about Market Risk.”

Stock-Based Compensation Plans

For information related to our Stock-Based Compensation Plans, see Item 8. “Financial Statements and
Supplementary Data, Notes to Consolidated Financial Statements, Note 20, Stock-Based Compensation Plans,”

Defined Benefit Pension and 401(k) Expense

Effective January 1, 2006, we made changes to our rctircment program, including the Principal Selecr Savings Plan
(**401(k)") and the Principal Pension Plan (“Pension Plan”) and the corresponding nonqualified plans. The qualificd and
nonqualified Pension Plans’ changes include a reduction to the traditional and cash balance formulas, a change in the
early rctirement factors and the removal of the cost of living adjusiments for traditional benefits carncd after January 1,
2006. The qualified and nonqualified 401(k) Plans’ company match increased from 50% of a contribution rate up to a
maximum 3% of the participant’s compensation to0 75% of a contribution rate up to a maximum of 6% of the
participant’s compensation. Empioyees who were 47 years old, with a minimum of ten years of service as of December 31,
2005, were given the choice to remain under the current pension and 401(k) arrangement or move to the new plan design.
The Pension Plan changes reduced the Pension Plan expense in 2006, whilc the 401(k) changes increased the 401(k)
expense. :

The 2007 annual pension benefit expense for substantially all of our cmployees and certain agents was $24.0 million
pre-tax, which was a $10.6 million decrease from the 2006 pre-tax pension expense of $34.6 million. This decrease is
primarily duc to the increase in discount rate. The discount rate used to develop the 207 expense was raised to 6.15%,
up from the 5.75% discount ratc used to develop the 2006 cxpense, The expecied long-term return on plan assels
assumption remained at 8.25%. '

The 2008 annual pension benefit expense for substantially all of our employces and certain agents is expected to be
$12.3 million pre-tax, which is an $11.7 miilion decrease from the 2007 pre-1ax pension expense of $24.0 million. This
decrease is due to the increase in discount rate and greater than estimated returns on plan asscts. The discount rate used
to devclop the 2008 expense was raised Lo 6.3%, up from the 6.15% discount rate uscd 10 develop the 2007 expense. The
long-term asset assumption remained al 8.25%.

Recent Accounting Changes

For recent accounting changes, see Item 8. “Financial Statements and Supplementary Data, Notes to Consolidated
Financial Statements, Note 1, Nature of Operations and Significant Accounting Policies.”
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Results of Operations

The following lable presents summary consolidated financial information for the years indicated:

For the year ended December 31, Increase (decrease)
2007 2006 2005 2007 vs, 2006 2006 vs. 2005
{in millions}
Revenucs:
Premiums and other considerations ... ... ....... $ 4,634.1 543053 339750 3 3288 $3303
Fees and otherrevenues . . ... .o oo v e v 2,634,7 19025 11,7178 732.2 184.7
Net investment income . .. .. ... ... .. ........ 39665 36206 33580 345.9 262.6
Net realized/unrealized capital gains (losses). .. .. .. (328.8) 44.7 {(11.2) (373.5) 559
Total reveniues ... ... 10,906.5 9,873.1 9,039.6 1,033.4 8335
Expenses:
Benefits, claims and scitlement expenses . ... ... .. 64353 56924 52829 7429 409.5
Dividends 1o policyhelders .. ... ... .. .. ... 293.8 290.7 293.0 3.1 (2.3)
Operating expenses . ... ... o 3,129.2 25587 2,342.0 570.5 216.6
Total EXPeNSCES . . o v v i e 98583 85418 7918.0 1,316.5 623.8
Income from continuing operations before income taxes 1,482  1,3313 11216 (283.1) 209.7
INCOME LAXCS . . . v v i m i e it e ee e miaes e 208.1 295.9 2314 (87.8) 64.5
Income from continuing operations, net of related
IMCOME LAXES . . v vt i e iie e e eneenan 840.1 10354 890.2 (195.3) 145.2
Income from discontinued opcrations, net of related
INCOME LAXES . . . o ottt i e e i e e ns 20.2 28.9 28.8 (8.7) 0.1
NELImCOME o vy e et e e B60.3  1,064.3 2190 (204.0) 1453
Preferred stock dividends . . . .. ................. 33.0 33.0 17.7 — 15.3
Net income available to common stockholders .. . .. $ 8273 $1,031.3 5 9013 5 (204.0) $130.0

Year Ended December 31, 2007 Compared to Year Ended December 31, 2006
Net Income Available to Common Stockholders

Net income available 10 common stockhotders for the year ended December 31, 2007, includes $184.6 million of
after-tax realized capital losscs rclated to impairments of fixed maturity and equity securities compared to after-tax
realized capital losses of $6.2 million for the year ended December 31, 2006, Excluding the impacts of impairments and
increased realized/unrealized capital losses associated with derivative activity, net income available to common
stockholders incrcased $28.7 million, as incrcased earnings in the U.S. Asset Accumulation, Intcrnational Assect
Management and Accumulation and Global Assct Management scgments were partially offset by decrcases within the
Lifc and Health and Corporate and Other segments. See segment discussion for more details.

Total Revenues

Premiums increased $248.5 million for the U.S. Asset Accumulation segment primarily due to an increasc in singic
premium group annuily sales within our full service payout business and an increase in our individual payout annuities
business primarily relating 10 increased sales from certain distribution channels. In addition, Lifc and Health Insurance
segment premiums increased $72.9 million primarily due 10 growth in our specialty bencefits business.

Fees increased $590.7 million for our U.S. Asset Accumulation segment due to higher management and distribution
fees for Principal Funds stemming from an increase in average account values resulting from cur December 31, 2006,
acquisition of WM Advisors, Inc. In addition, fees from our full service accumulation business increased due 10 a
comprehensive assumption study that was completed during the third quarter 2007 which resulted in the unlocking of our
unearned revenue and DPAC assumptions and lcd to the recognition of previously deferred revenue.

Net investment income increased due to a $3,376.8 million incrcase in average invested asscts and cash and an
increasc in the annualized investment yicld, The yield on average invested assets and cash was 6.2% for the year ended
December 31, 2007, compared 10 6.0% for the ycar ended December 31, 2006

Net rcalized/unrealized capital gains (losses) can be volatile duc to mark to market adjustments of certain invested
asscis, our deeision to sell appreciated invested assets and other than temporary impairments of invested assets. Net
rcalized/unrealized capital losses increased primarily duc 10 higher impairments, n¢t of recoverics, on fixed maturity
securities as well as higher mark 1o market losses on derivative activities, For additional information, see “Invesiments —
Investment Results.”
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Total Expenses

Benefits, claims and scttlement expenses increased $416.4 million for the U.S. Asset Accumwulation segment,
primarily due to an increase in reserves related to higher sales of individual payout annuities and higher cost of interest
credited related 10 a growing block in our individual arnuilies business. In addition, in full service payout, benefit
teserves and expense increased primarily due to strong single premium group annuity sales. Benefits, claims and
settlement expenses also increased $201.1 million for the Life and Health Insurance segment, primarily duc to growth in
our spectalty benefits business and due to higher medical costs and unfavorable prior year claim development in our
health insurance business.

U.S. Asset Accumulation operating expenses increased $461.4 million, primarily due to an increase within Principal
Funds relating to higher costs associated with an incrcase in staff and infrastructure needed to suppori the growth in the
business and the impact from the WM Advisors, Inc. acquisition. In addition, 2 $108.6 million increase from the Global
Assct Management segment, primarily in our fee mandate business, was due to continued growth in staff and staff related
costs as a result of continued growth in AUM and the acquisitions of Edge Asset Management and Morley Financial
Services.

Income Taxes

The effective income tax rates were 20% and 22% for the years ¢nded December 31, 2007 and 20086, respectively.
The effective income tax rate for the year ended December 31, 2007 was lower than the U.S. corporate income tax rate of
35% primarily due to income tax deductions allowed for corporate dividends received and interest exclusion from taxable
income. The effective income tax rate for the year ended December 31, 2006 was lower than the U.S. corporate income
tax rate of 35% primarily due 10 income tax deductions allowed for corporate dividends received, interest exclusion from
taxable income and tax refinements in Mexico and Chile.

Year Ended December 31, 2006 Compared to Year Ended December 31, 2005
Net Income Available to Common Stockholders

Net income available 10 common stockholders for our U.S. Asset Accumulation segment increased $69.3 million as
solid investment performance and strong net cash flows drove a similar increase in account values within our full service
accumulation, individual annuities and Principal Funds businesses, In addition, net income available to common
stockholders for our Global Asset Management segment increased $27.1 million as solid investment performance and
strong net cash flows increased AUM within our fec mandate business. The Corporate and Other sepment’s net income
available to common stockholders increased $18.6 million primarily due 10 a gain on the sale of stock of an equity method
investment, gains on sales of invested assets largely due to real estate properties and a prior year other than temporary
impairment of an equity partnership interest. These increases are offset in part by a change in income tax reserves and
associated interest established for IRS tax matters and higher preferred stock dividends as a result of issuing preferred
stock in June 2005, '

Total Revenues

Premiums increased $331.6 million for the Life and Health segment primarily due to growth in our health insurance
and specialty benefits businesses.

Fees increased $155.7 million for our 'U.S. Asset Accumulation segment due to higher accouni values for our full
service accumulation and Principal Funds businesses.

Net investment income increased due to a $2,333.2 million increase in average invested assets and cash and an
increase in the annualized investment yield. The yicld on average invested assets and cash was 6.0% for the year ended
December 31, 2006, compared to 5.8% for the year ended December 31, 2005. '

Net realizedfunrealized capital gains (losses) can be volatile due to mark to market adjustments of certain invested
assets, our decision to sell appreciatcd invested assets and other than temporary impairments of invested assets. Net
realizedfunrealized capital gains increased primarily due to a $44.3 million gain due to the sale of stock of an cquity
method investment in 2006. For additional information, sec “Investments — Investment Results.”

Total Expenses

Benefits, claims and settlement cxpenses increased $290.1 million for the Life and Health Insurance segment,
primarily due to growth in the our health insurance and specialty benefits businesses. In addition, henefits, claims and
settlement cxpenses incrcased $130.9 million for the U.S. Asset Accumulation segment, primarily due to an increase in
reserves related to higher sales of individual payout annuities and higher cost of interest credited related 10 a growing
block in our individual annuities and investment only businesses.
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1.5, Asset Accumulation operating expenses increased $103.7 million, primarily due to growth in our full service
accumulation and individual annuities businesses. The increase in operating expenses was also due to a $39.7 million
increase from the Life and Health Insurance segment primarily resulling from growih in our health insurance and
specialty benefits businesses partially offset by lower DPAC amortization from the individual life business. In addition,
the increase reflected a $33.4 million increase from the Global Asset Management segment, primarily due to continued
growth in AUM and an expansion of our U.S. institutional sales function within our fee mandate business and the
transition to our joint venture with U.S. Bank.

Income Taxes

The effective income tax rates were 22% and 21% for the years ended December 31, 2006 and 2005, respectively.
The effective income tax rate for the year ended December 31, 2006 was lower than the U.S. corporate income tax ratc of
35% primarily due to income tax deductions allowed for corporate dividends received, interest exclusion from taxable
income and tax refinements in Mexico and Chile. The effective income tax rate for the year ended December 31, 2005
was lower than the U.S. corporate income 1ax rale of 35% primarily due to income tax deductions allowed for corporate
dividends received, tax credits on our investment in a synthetic fuel production facility and interest exclusion from taxable
income.

Results of Operations by Segment

For results of operations by segment sce Item 8. “Financial Statements and Supplementary Data, Notes to
Consolidated Financial Statements, Note 19, Segment Information.”
U.S. Asset Accumulation Segment

U.S. Asset Accumulation Segment Summary Financial Data

Account values are a key indicator of earnings growth for the segment, as account values are the asset base by which
the segment generates its fee and spread-based profits. Net cash flow and market performance are the two main drivers
of account value growth. Net cash flow reflects the segment’s ability to atiract and retain client deposits. Market
performance reflects not only the equity market performance, but also the investment performance of fixed income
investments supporting our spread business. The percentage growth in earnings of the segment should generally track the
percentage growth in accounl values, This trend may vary due to changes in business and/or product mix.

The following table presents the U.S. Assel Accumulation account value rollforward for the years indicated:

For the year ended

December 31,
2007 2006 2008
{in billions)

Account values, beginning of period . ......... ... ... e $163.3 § 1203  $108.6
Netcash flow ... . i i i e e i 6.7 6.9 49
Credited investment performance . ........ .. ... ...ttty 10.3 13.0 1.7
OUREE o ot e e 0.5 23.1(1)  (0.9)

Accounm values, end of period . ... .. L e e e $1808 § 1633 51203

(1) Includes $22.5 billion relating to the December 31, 2006, acquisition of WM Advisors, Inc.
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The following table presents certain summary financial data relating to the U.S. Asset Accumulation segment for the
years indicated:

For the year ended December 31, Increase (decrease)
2007 2006 2005 2007 vs. 2006 2006 vs. 2005
fin millions)
Operating revenues:
Premiums and other considerations .. ..., .., .. ;.- $ TIOB 0§ 4623 § 4552 8 2435 $
Fees and otherrevenues. . ... ... i in i v nss 1,691.4 1,105.9 960.7 585.5 145.2
Net invesiment inCoOMeE. . ... v in e nansons 2,7480 25388  2,371.7 209.2 167.1
Total operating revenues . .. ... .. 0o 5180.2 41070 3,7876 1,043.2 3194
Expenses:
Benefits, claims and settlement expenses, including
dividends to policyholders .. ................. 2,812.6 23921 2,265.3 420.5 126.8
Opcrating expenses . ..o v v e i e 1,510.1 11,0408 935.7 469.3 105.1
Total eXpenses .. ...t i 43227 34329 32010 889.8 2319
Operating earnings before income taxes ............ B21.5 674.1 586.6 1534 87.5
INCOME (AXES . ..ot i e 171.7 131.5 1222 40.2 9.3
Operaling Carmings .. . .o vvn i e $ 6558 § 5426 5 4644 0§ 1132 $ 78.2

Year Ended December 31, 2007 Compared 1o Year Ended December 31, 2006
Operating Earnings

Full service accumulation operating earnings increased $68.1 million primarily duc 1o an increase in account values
stemming from solid investment performance and strong net cash flows. In addition, the 2007 results benefited from the
third quarter 2007 completion of a comprehensive assumption study, which resulted in the unlocking of our uncamed
revenue and DPAC assumptions and led to the recognition of an operating earnings benefit of $30.1 million after-tax.
Principal Funds opcrating carnings increascd $23.4 million primarily due to higher net commission incomc and
management fecs stemming from an increase in sales and an increase in average account values.

Operating Revenues

Premiums in our full service payout business increased $140.0 million primarily due 10 an increase in single premium
group annuity sales. The single premium group annuity product, which is typically used (o fund defined benefit plan
terminations, can generaie large premiums from very few customers and thercfore tends to vary from period to period.
Premiums in our individual payout annuities business increased $108.5 million pnmanly duc to incrcased sales from
certain distribution channels.

Fees in our Principal Funds business increased $346.0 primarily due to higher management and distribution fecs
stemming from an increase in average accoum values resulting from our December 31, 2006, acquisition of WM
Advisors, Inc. Fees in our full service accumulation business increased $208.6 million primarily due 10 a comprehensive
assumption study that was compleled during the third quarter 2007, which resulted in the unlocking of our uncarned
revenue and DPAC assumptions and led to the recognition of previously deferred revenue. Higher fees generated from
the increase in account values also contributed to the increase.

Net investment income increased primarily due to a $3,097.4 million increase in average invested assets and cash,
Average annualized yield on invested asscts and cash, was 5.8% for both the years ended December 31, 2007 and 2006.

Total Expenses

Bencfits, claims and scttiement expenses incrcased $195.9 million within our individual annuitics business primarily
due 1o an increase in reserves related to higher sales of individual payout annuilies. Also, as a resuli of a growing block of
individual annuities, cost of interest credited on fixed deferred annuities increased. In addition, in full service payout,
benefit reserves and expense increased $141.9 million, primarily due 1o strong single premium group annuity sales.
Furthermore, our investment only business incrcased $81.9 million primarily due to an increase in cost of interest
credited on this block of business resulting from an increasc in account values and higher crediting rates.

Operating expenses increased $305.5 miltion within Principal Funds primarily due to higher costs associated with an
increase in staff and infrastructure needed to support the growth in the business and the impact from the WM
Advisors, Inc. acquisition. Operating expenscs in our full service accumulation business increased $1720.9 million primarily
due to a comprehensive assumption study that was completed during the third quarter, which resulted in the unlocking of
our uncarned revenue and DPAC assumptions and led to the recognition of previously deferred expenses. Also
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contributing to the increase was growth in the business, which drove increases in staff related costs and management fees
paid.

Income Taxes

The effective income tax ratcs for the segment were 21% and 20% for the years ended December 31, 2007 and 2006,
respectively. The effective income tax rates were lower than the U.S. corporate income tax rate of 35%, primarily duc to
income tax deductions allowed for corporate dividends received and interest exclusion from taxable income.

Year Ended December 31, 2006 Compared to Year Ended December 31, 2005
Operating Earnings

Full service accumulation and individual annuitics operating carnings increased $43.9 million and $12.7 million,
respectively, as solid investment performance and strong net cash flows drove a similar increase in account values for
cach of these businesses. In addition, earnings within Principal Funds increased $9.1 million primarily due to growth in
account values. Also contributing to the increase was higher net commission income stemming from an increase in sales
within Principal Funds.

Operating Revenues

Premiums in our individual payout annuities business increased $44.9 million primarily due 1o increascd sales from
certain distribution channels. Partially offsetting this increase was a $37.8 million decrease in premium from reduced
single premium group annuity sales within our full service payout business.

Fees in our full scrvice accumulation and Principal Funds busincsses increased $98.9 million and $29.7 million,
respectively, due to higher account values.

Net investment income increased primarily due to an increase in the average annualized yield on invested assets and
cash, which was 5.8% for the year ended December 31, 2006, compared to 5.6% for the year ended December 31, 2005.
In addition, a $1,962.4 million increase in average invested assets and cash contributed to the increase in net investment
income.

Total Expenses

Bencfits, claims and scttlement expenses increased $82.6 million within our individual annuitics business primarily
due to an increase in reserves related (o higher sales of individual payout annuities. In addition, as a result of a growing
block of individual annuitics, cost of interest credited on fixed deferred annuities increased. Furthermore, the investment
only business increased $68.9 million as a result of higher cost of interest credited assuciated with the growing block of
business and increased crediting rates. These increases were partially offset by a $35.2 million decrease in the full service
payout business primarily resulting from a decline in sales of the single premium group annuity product.

Operating cxpenses increased $66.1 million in our full service accumulation business primarily due Lo growth in the
business, which drove increascs in staff related costs, management fecs paid and amortization of DPAC. In addition,
operaling expenses in our individual annuities business increased $15.4 million primarily due to strong growih in this
block of business. Furthcrmore, operating expenses in our Principal Funds business increased $14.4 million primarily due
to an increase in management and distribution fees stemming from an increase in average account values.

Income Taxes

The cffective income tax rates for the segment were 20% and 21% for the ycars ended December 31, 2006 and 2005,
respectively. The effective income tax rates were lower than the U.S. corporate income tax ratc of 35%, primarily due to
income tax deductions allowed for corporate dividends received and inlcrest exclusion from taxable income.

Global Asset Management Segment
Glabal Asset Management Trends

Asset management scrvices have been among the most profitable and rapidly growing sectors of the financial
services industry, at both the retail and institutional level. Current trends indicate that both retail and institutional
investors embrace specialization, We seck to take advantage of these trends by providing expertise in specialty and niche
areas, which command premium fecs. We have experienced very good success in winning institutional assel management
mandates and expect o sec continued growth in this arca. Our third-party AUM increased $28.2 billion during 2007,
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The following table provides a summary of Global Asset Management’s affiliated and third-party AUM as of
December 31, 2007, 2006 and 2005: ,

Principal Global Investors

As of Affitiated AUM  Third-party AUM  Total AUM
{in biflions)

December 31, 2007 .. ... .. i e $148.7 $87.3 $236.0

December 31,2006 .. ..ottt i e e 132.3 ' 59.1 191.4

December 31,2005 ... ... i e e 103.4 41.1 144.5

Global Asset Management Segment Summary Financial Dala

AUM is a key indicator of carnings growth for cur Global Asset Management segment, as AUM is the basc by which
we gencrate fee mandate and spread and securitization revenues. Net cash flow and market performance arg the two
main drivers of AUM growth. Net cash flow reflects our ability to attract and retain client deposits, Market performance
reflects equity, fixed income and real estate market performance. The percentage growth in carnings of the segment will
generally track with the percentage growth in AUM. This trend may vary due to changes in business and/or product mix.

The following table presents AUM roliforward for assets managed by Global Assél Managememt for the ycars
indicatcd:

For the year ended December 31,

1007 2006 2005
(in billions)
AUM, beginning of period . .. .. . i e $1914  $1445 31264
Netcash flow . ... . .. i e e et e 158 12.8 9.1
Investment performance . . .. ...... ... ... s 12.5 13.7 79
Operations acquired(1) . ... ... ... ... ... ouun e 13.7 2.6 39
L1 T 2.6 (2.2) (2.8)
AUM,end of period .. ... oo e e s 52360  §1514 $144.5

(1) Includes acquisition of Morley Financial Services in 2007; acquisition of WM Advisors, Inc. in 2006; and acquisition
of Columbus Circle Investors in 2005.

The following table presents certain summary financial data relating to the Glohal Asset Management scgment for

the years indicated: .

For the yeor ended December 31, Increase (decrease)
2007 2006 2005 2007 vs. 2006 2006 vs. 2005
(in millions}
Operating revenues: : , :
Fees and other revenues . ..................... $567.8 $434.9 33859 $1329 $49.0
Nel investmenlincome . ..o vnnnrenrennens. 352 53.2 31.4 (18.0) 21.8

Total operating revenues - . .. .......couern..n. " 603.0 488.1 417.3 114.9 0.8
Expenses:

Total expenses .. ... ... i 4358 3311 3033 104.7 27.8
Operating carnings before income taxes . ............ 167.2 157.0 114.0 10.2 43.0
Income taxes . ............cccuiiniiinnnnnnnnnn 58.7 54.5 40.0 4.2 14.5
Operating earnings . . . .. .......vtiinnnenne... $1085  $1025  § 740 $ 6.0 $28.5

Year Ended December 31, 2007 Compared to Year Ended December 31, 2006
Operating Earnings

Fee mandate operating carnings increased $28.9 million primarily due to strong net cash flows that drove an increase
in-AUM, Spread and securitization busincss operating camnings decreased $22.9 million due o unfavorable CMBS
market conditions in the latter part of 2007, as wclt as the transition of our wholly owned CMBS sccuritization operation
1o a joint venture with U.S. Bank.
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Operating Revenues

Fees in our fee mandate business increased $142.6 million primarily due to continued growth in management fees
across all lines of business, as a result of growth in AUM, in addition to the acquisition of Edge Assct Management and
Morley Financial Services.

Net investment income decreased primarily in our spread and securitization business duc to unfavorable CMBS
market conditions in the latter part of 2007.
Total Expenses

Total expenses increased $104.7 million primarily in our fee mandate business due to growth in staff and staff related
costs as a result of continued growth in AUM and the acquisitions of Edge Asset Management and Morley Financial
Services.

Income Taxes

The cffective income tax rate for the segment was 35% for the years ended December 31, 2007 and 2006.

Year Ended December 31, 2006 Compared to Year Ended December 31, 2005
Operating Earnings

Fee mandate business operating earnings increased $28.1 million as solid investment performance and strong net
cash flows increased AUM.

Operating Revenues

Fees in our fee mandate business increased $48.4 million primarily due to continued growth in management and
transaction fecs across all lines of business as a result of growth in AUM.

Net invesiment income in our spread and securitization business increased $12.7 million due to income from our
CMBS sccuritization joint venture coupled with an incrcase in the interest margin. Net investment income in our fee
mandatc business increased $9.1 million due to ¢arnings on cash and other investments.

Total Expenses

Feec mandate business operating expenses increased $14.7 million due to continued growth in AUM, an cxpansion of
our U.S. institutional sales function and growth in staff and staff rclated costs in our international opcrations. Spread and
sccurilization business operating expenses increased $13.) million due to the transition to our CMBS securitization joint
venture,

Income Taxes

The effective income tax rate for the segment was 35% for the years cnded December 31, 2006 and 2005.

International Asset Management and Accumulation Segment :
International Asset Management and Accumulation Trends

Our international asset management and accumulation businesses focus on countrics with favorable demographics
and growing long-term savings and defined contribution markets. With variations depending upon the specific country,
we have targeted these markets for sales of retirement and related products and services, including defined contribution
pension plans, annuities and mutuwal funds to businesses and individuals. In some¢ of our international markets, we
complement our sales of these products with institutional asset management and life insurance accumulation products.

We have pursued our international strategy through a combination of start-ups, acquisitions and joint ventures,
which require infusions of capital consistent with our strategy of long-term growth and profitability.

International Asset Management and Acc:_:mulatian Segment Summary Financial Data

AUM is a key indicator of earnings growth for the segment, as AUM is the base by which we can generate profits.
Net cash flow and markel performance are 1he two main drivers of AUM growth. Net cash flow reflects cur ability 10
attract and retain client deposits. Market performance reflects the investment rcturns on our underlying AUM. The
percentage growth in the earnings of our International Asset Management and Accumulation segment will generally
track with the percentage growth in AUM. This trend may vary due 10 changes in business and/or product mix. Our
financial results are also impacted by fluciuations of the foreign currency to U.S. dollar exchange rates for the countries
in which we have business.
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The following table presents the International Asset Management and Accumulation AUM rollforaard for the years
indicated:

For the year ended

December 31,
2007 2006 1005
{in billions}
AUM, beginning of period . . . ... ... . s $19.1 $154  $10.2
Netcash oW . ... i e 2.1 20 1.3
Investmenl performance .. .. ... . .. i e e e 3.0 2.0 1.3
Effect of exchange rates . ... .. . . . i e 23 0.1 1.0
Other{]) .. e e 22 (04) 1.6
AUM, end of Period . . ..o oottt i e e e $28.7 $19.1 $154

(1) Other increases to AUM include $1.8 billion from an additional 10% ownership in Malaysia in 2005 and $2.2 billion
from our SBB acquisition in Malaysia in 2007.

The following table presents certain summary financial data of the International Asset Management and
Accumulation segment for the years indicated:

For the year ended

December 31, ) Increase (decrease)
2007 2006 2005 2007 vs. 2006 2006 vs. 2005
(in millions)
Operating revenues:
Premiums and other considerations. . ................ $2464 $239.1 $247.6 $ 73 $ (85)
Feesand otherrevenues ... ...................... 1364 1140 109.2 24 48
Net investment income . ... ............... . 4135 523 2477 161.2 4.6
Total Operaling revenues. . ... .o v i vnnanes o 7963 6054  604.5 1%0.9 0.9
Expenses:
Benefits, claims and settlement expenses . . .. .. ........ 526.7 3991 4093 127.6 (10.2)
Operating eXpenses . .. .. .ottt 1414 1445 1287 (3.1) 15.8
Total EXPenses . . o oo o it e 668.1 5436 5380 124.5 5.6
Operating earnings before income taxes .. .............. 1282 61.8 66.5 .4 4.7
Income taxes (benefits) . ... ... 175 (10.0) (4.5 275 (5.5)
Operating €armings . . . .. - ..o .iourrienennnenanennn $110.7 $ 718 S 71.0 $ 339 $ 08

Year -Ended December 31, 2007 Compared to Year Ended December 31, 2006
Operating Earnings

Operating carnings increased $19.5 million primarily due to higher eamings from our equity method investments in
Brazil and China and the strengthening of the Brazilian real versus the U.S. dollar, Operating eamings in Chile and Hong
Kong increased primarily due to higher annualized investment yiclds in Chile and growth in AUM in Hong Kong and
Chile. . . ‘

Operating Revenues

Premiums in Chile increased $31.0 million primarily due to higher sales of single premium annuities with life
contingencies. This increase was partially offsét by a $23.7 million decréase in Mexico resulting from lower sales of single
premium anauities with life contingencies due to our decision to not sell these annuities in Mexico in 2007 due to
unfavorable market conditions.

Fees and other revenues in our Hong Kong, Chile and India operations increased primarily due to growth in AUM
in these countries. In addition, fees and other revenues increased in Hong Kong due to performance-based fees.

Net investment income increased primarily due to a higher annualized yield on avérage invested assets and cash,
excluding our equity method investments, and to a lesser extent duc to a $418.0 million increase in average invested assets
and cash, excluding our equity method investments, coupled with higher earnings from our equity method subsidiaries in
Brazil, China and Malaysia. The annualized yield on average invesied assets and cash] €xcluding our equity method
investments, was 10.3% for the year ended December 31, 2007, compared to 7.1% for the year ended December 31, 2006.
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Total Expenses

Bencfits, claims and scttlement expenses increased $152.1 million in Chile, primarily due to higher interest crediting
rates in 2007 and increased sales of single premium annuities with life contingencics.

Operating expenses within our Mexican operations decreased $20.9 million primarily due to the unlocking of
assumplions surrounding PVFP related to newly enacted legislation of the mandatory privatized social security system.
This decrease was partially offset by higher operating cxpenses in our other international operations due to continued
growth.

Income Taxes

The effective income tax rates for the segment were 14% and -16% for the years ended December 31, 2007 and
2006, respectively. The effective income tax rate for the ycar ended December 31, 2007, was lower than the U.S.
corporate income tax rate of 35%, primarily due to taxes on our share of earnings generated from our cquity method
investments that are included in net investment income and the lower tax rates of foreign jurisdictions, The effective
income tax rate for the year ended December 31, 2006, was lower than the U.S. corporate income tax rate of 35%,
primarily duc to tax refinements in Mexico and Chile and taxes on our share of carnings generated from our equity
method investments thal are included in net investment income.

Year Ended December 31, 2006 Compared to Year Ended December 31, 2005
Operating Earnings

Operating earnings increased $8.2 million due to the strengthening of the Brazilian real versus the U.S. doflar and
higher earnings from our Brazilian equity method investment driven by growth in AUM. Additionally, operating carnings
increased due 1o increased fees in India, Chile and Hong Kong from growth in AUM. Partially offseiting these increases
were operating cxpense increases due to continued growth in our international operations and decreased carnings due to
lower annualized investment yields in Chile.

Operating Revenues

Premiums in Mexico decreased $12.6 million duc to decreased sales of single premium annuities with life
contingencies as a result of pricing changes in 2006. This decrease was partially offset by a $4.1 million increase in Chile
resulting from the strengthening of the peso versus the U.S. dollar, which more thun offset decreased sales of single
premium annuities with life contingencies compared to 2005.

Fees and other revenues in our India, Hong Kong and Chile operations increased due to growth in AUM in these
countries. In addition, fees and other revenues in Chile increased due to growth in the universal life insurance business.
Partially offsetting these increases was a $5.7 million decrease in Mexico, primarily due to a refinement of accrued fee
income in 2005.

Net investment income increased primarily due to a $367.8 million increase in average invested assets and cash,
excluding our equity method investments; the strengthening of the Chilean peso and Brazilian reai versus the U.S. dollar;
and higher earnings from our Brazilian equity method investment. Partially offsetting the increase was a decrease in the
annualized yield on average invested assets and cash, excluding our equity methad investments, which was 7.1% for the
year cnded December 31, 2006, compared 1o 8.5% for the year ended December 31, 2005.

Total Expenses

Benefits, claims and scttlement cxpenses decreased in our Chile and Mexico operations primarily due to lower
interest crediting rates in 2006 and decreased sales of single premium annuities with life contingencics in Mexico-and
Chile, which was partially offset by the strengthening of the Chilean peso versus U.S. dollar.

Operating expenses increased due to continued growth in our international operations. The operating expenses for
our International Asset Management and Accumulation segment grew at approximately half the growth rate of our
segment’s AUM during the period.

Income Taxes

The effective income tax rates for the segment were -16% and -7% for the years ended December 31, 2006 and 2005,
respectively. The effective income 1ax rate for the year ended December 31, 2006, was lower than the U.S. corporate
income tax rate of 35%, primarily due to lax refinements in Mexico and Chile and taxes on our share of earnings
generated from our equity method investments that are included in net investment income. The effective incomc 1ax rate
for the year ended December 31, 2005, was lower than the U.S. corporate income tax rate of 35%, primarily due to a tax
benefit received as a result of the liquidation of our Japan joint venture, taxes on our share of earnings generated from
our equity method investments that are included in net investment income and the lower tax rates of foreign jurisdiciions.
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Life and Health Insurance Segment
Individual Life Insurance Trends

Our life insurance premiums arc influenced by boih economic and industry trends. In addition, we have experienced
increased sates of universal and variable universal life insurance as we continue to shift our marketing emphasis to
universal life insurance products from traditional life insurance products. Due to this shift in marketing emphasis,
premiums related to our traditional life insurance products have declined, while fee revenues from our universal and
variable universal life insurance products have grown. '

The following table provides a summary of our individual universal and variable universal life insurance fee revenucs
and our individual Lraditional life insurance premiums for the years indicated:

Universal and
variable universal life Traditiona!

insurence 1ife insurance
For the year ended Fee revenues Premiums
‘ (in millions)
December 30, 2007 . . oo e e $282.6 $611.7
December 31, 2006 . . ... . oot i e e e e e 2253 624.4
December 31, 2005 . ..o it e e e 212.6 645.2

The following table provides a summary of our individual life insurance policyholder liabilities for the years
indicated:

Unlversal and
varisble universal life Traditional

insurance life insurance
-PolicyhoMer Policyholder
As of . " liabillties(1) labilities
: ' (in millions) .
December 31, 2007 . . oot e e b e $4,544.2 $5,910.9
December 31, 2006 . . . . .o ottt i e e e 3,948.6 5,921.5
December 31, 2005 . ... .. i e e e 3,493.8 5,955.4

(1) Includes separate account liabilities for policies with variable investment options.

Health Insurance Trends

In 2006, we experienced modest growth in group medical premium and fees and group medical members due to
more competitive pricing and markel focus. In mid-2006, we implemented rate increases to improve margins. As a result,
membership started to decline during the fourth quarter of 2006 and continued in 2007. We expect this trend to continue.

Our fee-for-service business has also been impacted by our competitive positioning. We have experienced
membership dcclines in this business for the past two years and we cxpect the declines to continue. Effective
September 1, 2007, we made the Aetna Signature Adminisirators network available to new and rencwal fec-for-service
customers. This agreement helped us retain members toward the fatter part of 2007.

Our health insurance premium and fees were as follows for the years indicated:

Premium and fees
Group mudical

For the year ended insurance Fee-for-service
(in millions)
December 31, 2007 ..o i i e e e et $1,808.7 $1673
December 31, 2006 . . ..ottt e e e e 1,8614 172.5
December 31, 2005 . . it e e e e e e e e 1,676.5 176.6

Our covered medical members were as follows for the years indicated:

Covered medical members

Group medical
As of insurance Fee-for-service
- ' (in thousands)
December 31, 2007 .. .. i e e e e e e 566.1 669.2
December 31, 2006 .. ... ci ittt e et st e e s 642.5 758.0

December 31, 2005 .. ot it e e et 620.1 861.5
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Specialty Benefits Insurance Trends

Premium and fee growth for our specialty benefits insurance business is being driven by solid sales and retention.
This has been a result of growing, and more focused distribution, supporting these product lines, increasing emphasis on
marketing products to individuals 81 employer worksites (“voluntary/worksite”) and the introduction of new products.

The following table provides a summary of our speciaity benefits insurance premium and fees for the years indicated:

Premivm and fees

Group Individual
Group dental and  Grovup life  disability  disability

For the year ended vision {nsurance insurance  insurance  insursnce
(in millions)

December 31, 2007 .. ... .. it e e $541.0 $344.2 $304.6 $160.0

Pecember 31,2006 ... ... ... .. i i i e 496.3 3104 2549 141.6

December 31,2005 ... ... .. . e 434.5 2599 200.3 130.8

Life and Health Insurance Segment Summary Financial Data

There are several key indicators for earnings growth in our Life and Health insurance business. The ability of our
distribution channcls to generate new sales and retain existing business drives growth in our block of business, premium
revenue and fee revenues. Our eamnings growth also depends on our ability to price our products at a level that enables us
to earn a margin over the cost of providing benefits and the expense of acquiring and administering those products.
Factors impacting pricing decisions include competitive conditions, persistency, our ability to assess and manage trends in
mortality and morbidity experience and our ability to manage operating expenses.

The following table presents certain summary financial data relating to the Life and Health Insurance segment for
the years indicated:

For the year ended December 31, Increase (decrease)
2007 2006 2005 2007 vs, 2006 2006 vs, 2005
(in millions)

Operating revenues:

Premiums and other considerations . . . ........... $3,671.6 $3,598.7 $3,267.1 $ 729 $331.6
Feesand otherrevenues. .. ................... 4954 4442 444.3 51.2 0.1)
Net investment income . . . . ...t e i v nunnns 690.1 693.3 676.1 3.2) 17.2
Total operating revenues . ... ......cvvvevne.., 48571 47362 43875 1209 348.7
Expenses:
Bencfits, claims and settlement expenses .. .... .. .. 31102 29103  2,620.2 199.9 290.1
Dividends to policyholders .................... 290.1 290.3 2885 (0.2) 1.8
Operaling EXPenses . ...\ v v iv v e o ranrn- 1,1295 1,1108  1,066.3 18.7 44.5
TOLA) EXPEISES . o v v v s v v e 45298 43114 39750 2184 336.4
Operating earnings before income taxes . ........... 3273 424.8 412.5 (97.5) 12.3
INCOME taXES . ..\ v i ittt i e 106.2 1423 138.1 (36.1) 42 |
Operaling €amings . .. . ....ovvvnrneurnnenan.n. $ 2211 § 2825 $ 2744 $(61.4) $ 81 |
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Year Ended December 31, 2007 Compared to Year Ended December 31, 2006
Operating Earnings

Health insurance operating earnings decreased $47.7 million due to increascs in the cost of medical care,
unfavorable prior year claim devclopmems and an overall decline in covered members. These increnses in cosl were
partially offset by increases in premium per member and lower operating expense ratios in our health insurance business.
Individual life insurance operating earnings decreased $18.8 million, due to favorable DPAC adjustments in 2006
compared to unfavorable DPAC adjustments in 2007, coupled with a decrease in investment income flrom a lower asset
base related to capital reductions, which more than offset growth in the universal life and variuble universal life
businesses. Specialty hencfits insurance operating earnings increased $5.1 million, as growth in premiums and
improvement in expense ratios were partially offset by higher loss ratios. ‘

Operating Revenues :

Specialty benefits insurance premiums increased $149.0 million primarily due 10 growth in the business resulting
from solid sales and retention in all product lines. Health insurance premiums decreased $52.7 million, as a reduction in
covered members was partially offset by an increase in premium per member. Furthermore, individual life insurance
premiums decreased $23.4 million due to the expecled continued decline from the decreasing block of traditional life
insurance business.

Individual life insurance fces and other revenues increased $59.7 million duc o growth in the universal life and
variable universal life lines of business. This increase in fees more than offset the decline in individual life insurance
. premiums.

Total Expenses

Spccnalty benefits insurance benefits, claims and settlement expenses increased $132.4 million primarily due to
growth in the business. Health insurance benefits, claims and settlement expenses increased $51.2 million, as higher
claims costs per member and unfavorable prior year claim development were partially offset by a decreasc in covered
members,

Individual lifc insurance operating expenses increased $40.1 million primarily due 1o an increase in DPAC
amortization, which was largely the result of unfavorable unlocking relative to 2006 and higher amortization in 2007 due
to growth in the business and higher lapses early in the ycar. Specialty benefits insurance operating expenses increased
$14.8 million due to continued growth in the business. Health insurance operating expénscs decreased $36.2 million
primarily due to staff and other reductions associated with the decline in insured medncal and fee-for-service medical
covered members.

Income Taxes

The effective income tax rates for the segment were 32% and 33% for the years ended December 31, 2007 and 2006,
respectively. The effective income tax rates were lower than the U.S. corporate income tax rate of 35% as a result of
interest exclusion from taxable income and income tax deductions allowed for corporate dividends received.

Year Ended December 31, 2006 Compared to Year Ended December 31, 2005
Operating Earnings

Specialty benefits insurance operating earnings increased $14.2 million duc to reserve refinemcnts in the long-term
disability line, favorable claims cxperience in the dentalivision product line and growth in all product lines. Health
insurance operating earnings increased $1.5 million due to positive reserve refinements partially offset by highcr ¢xpense
ratios in our lee for service business. Offsetting the increases was a $7.6 million decline of operating ¢arnings within the
individua) life insurance business, primarily due to more favorable DPAC unlocking in 2005 and changes in claims
cxperience in 2006,

Operating Revenues

Health insurance premiums increased $185.8 million, primarily from increased cavered medical members and higher
premium per member, Specialty benefits insurance premiums increased $180.4 million primarily due to strong sales and

stable retention.
]

Total Expenses

Health insurance benefits, claims and settlement expenses increased $155.1 million primarily due to higher claim
costs per member and growth, partially offset by seserve refinements. Despite generally lower loss ratios, specialty
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benefits insurance benefits, claims and settfement expenses increased $115.7 million, primarily due to growth in the
business.

Specialty benefits insurance and health insurance operating expenses increased $46.1 million and $25.5 million,
respectively, due to growth in the businesses. Partially offsetting shese increases was a $27.1 million decrease in the
individual life insurance operating expenses primarily due to lower sales and changes in claims experience in 2006.

Income Taxes

The effective income tax rate for the segment was 33% for the cach of the years ended December 31, 2006 and 2005.
The effective income tax rates were lower than the U.S. corporate income tax rate of 35% primarily due to interest
exclusion from taxable income.

Corporate and Other Segment

Corporate and Other Segment Summary Financial Data

The following table presents cenain summary financial data relating to the Corporate and Other segment for the
years indicated:

For the year ended December 31, Incrense (decrease)
2007 2006 2005 2007 vs. 2006 2006 vs. 2005
(in millions)

Operating revenues: .

Total Operating revenmuUES . o o v v v v v e een e e $(156.8) $(1109) $(1302)  $(45.9) $193
Expenses:

Total eXPenses . .. .ot (120.8) {94.9) (78.0) (25.9) (16.9)
Operating loss before income taxcs and preferred stock

dividends .. .. ... . i e {36.0) (16.0) (52.2) (20.0) 362
Income tax benefits . . . ............. ... .., (31.3) (2r.7) (48.5) (9.6) 26.8
Preferred stock dividends . . . ... ......... ... ... .. 33.0 33.0 17.7 — 153
Operating l0sS .. ..ottt e s $(377) $(273) $ (21.4) $(10.4) 3 (5.9)

Year Ended December 31, 2007 Compared to Year Ended December 31, 2006
Operating Loss
Operating loss increased primarily due to higher interest expense, largely related to the issuance of corporate debt in
the fourth quarter of 2006, partially offset by higher annualized investment yiclds driven by the joint venture real estate
portfolio.
Operating Revenues

Operating revenues decreased primarily due to an increase in inter-segment eliminations included in this scgment,
which was offset by a corresponding change in totat expenses. This decrease was partially offsct by an increase in average
annualized invesiment yields driven by the joint venture real estate portfolio.

Total Expenses

Total expenses decreased primarily due to an increase in inter-segment climinations included in this scgment, which
was offset by a corresponding change in operating revenues, This decrease was partially offset by an increase in interest
expense on corporate debt and interest expense related to federal income tax activities.

Income Toxes

Income 1ax benefits increased primarily due o an increase in operating loss before income taxes.

Year Ended December 31, 2006 Compared to Year Ended December 31, 2005
Operating Loss

Operating loss increased primarily due to a full year of preferred stock dividend payments in 2006 related 10 the
June 2005 issuance of preferred stock. Also contribuling to the increase in operating loss was higher interest cxpense
incurred on corporate debt. These operating losses were offset by a decrease in interest expense related to federal income
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tax activities, a change in income tax reserves established for [RS tax matiers and higher average annualized investment
yields.

Operating Revenues

Operating revenues increased primarily due to an increase in average annualized investment yields, which were -
largely the result of a decrease in investment expenses related to a variable interest in a synthetic fuel production facility.
The decrease in investmenl expense from this investment corresponds (o an increase in’ income taxes due to fewer
estimated synthelic fuel tax credits generated from fuel production. Partially offsetting the increase in aperating revenues
was an increase in inter-segment climinations included in this segment, which was offset by a corresponding change in
total expenses. Further offsetting the increase in operating revenues was a decrease in fee revenue for transitional
services provided to CitiMorigage, Inc. in 2005 related 1o the sale of Principal Residential Mortgage, Inc., which is mostly
offset by a corrcsponding change in 1otal expense.

Total Expenses . ,

Total expenses decreased primarily due to an increase in inter-segment eliminations included in this segment, which
was offsct by a corresponding change in operating revenues. Further contributing to the decrease in tolal expenses was a
decrense in interest expense related to federal income tax activities and transitional services provided to
CitiMortgage, Inc. in 2005 related to the sale of Principal Residential Mortgage, Inc., which is mostly offsct in operating
revenues. The decrease in total expenses was partially offset by additional interest on corporate debi.

Income Taxes

Income tax benefits decreased primarily due 1o a decrease in the estimated synthetic fuel tax credits in 2006, as well
as a decrease in operating loss before income taxes. Partially offsetting the decreuse in income tax benefits was u change
in income tax rescrves established for IRS tax matters.

Liguidity and Capital Resources

Liquidity and capital rcsources represent the overall strength of a company and its ability to generate strong cash
flows, borrow funds at a competitive rate and raisc new capital to meet operating and growth necds. Our lcgal entity
organizational structure has an impact on our ability to mcet cash flow needs as an organization. Following is a simplified
organizational structure.

Principal Firancizl Group, Inc.
|
I Principal Financia Services, g,
[ —]
Principal Lie Principal Intematonal Other
Insurance Company Enfties Subsidaries
]
Other |
Subsidiaries

Liguidity
Our liquidity requirements have been and will continue to be met by funds from consolidated operations as well as
the issuance of commercial paper, commaon stock, debt or other capital securitics and borrowings from credit facilities.
We helieve that cash flows from these sources are sufficient to satisfy the current liquidity requirements of our
operations, including reasonably foreseeable contingencies. However, there can be no assurance ihat future experience
regarding benefits and surrenders will be similar to historic experience since benefits and surrender levels are influenced
by such factors as the interest rate environment, our claims paying ability and our financial strength ratings.

The Holding Companies: Principal Financial Group, Inc. and Principal Financial Services, Inc. The principal sources of
funds available to our parent holding company, Principal Financial Group, Inc., to meet its obligations, including the
payments of dividends on common stock, debt service and the repurchase of stock, are dividends from subsidiaries as well
as its ability to borrow funds at compelitive rates and raise capital to meet operating and growth needs. Dividends from
Principal Life, our primary subsidiary, are limited by lowa law. Under Iowa laws, Principal Life may pay dividends only
from the earned surplus arising from its business and must receive the prior approval of the Ensurance Comnmissioner of
the State of Jowa (“the Commissioner™) to pay a stockholder dividend if such a stockholder dividend would exceed
certain statutory limitations. The current statutory limitation is the greater of (i) 10% of- Principal Life's statutory
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policyholder surplus as of the previous year-end or (ii) the statutory net gain from operations from the previous calendar
year,

fowa faw gives the Commissioner discrction to disapprove requests for dividends in excess of these limits, Based on
this limitation and 2007 statutory resulfs, Principal Life could pay approximately $686.5 million in stockholder dividends
in 2008 without excceding the statutory limitation.

Principal Life could have paid approximately $660.4 million in statutory dividends in 2007 based on its 2006 statutory
financial results without being subject 1o the restrictions on payment of stockholder dividends. Total stockholder
dividends paid by Principal Life to its parent company in 2007 were $650.0 million.

Principal Life could have paid approximately $630.7 million in statutory dividends in 2006 based on its 2005 statutory
financial results without being subject to the restrictions on payment of stockholder dividends. The ordinary stockholder
dividends paid by Principal Life to its parent company in 2006 were $426.2 million. [n addition, Principal Life requested
and received permission from the Commissioner to pay an extraordinary dividend in the amount of $750.0 million. The
extraordinary stockholder dividends paid by Principal Life to its parent in 2006 were $750.0 million.

Principal Life could have paid approximately $591.1 million in statutory dividends in 2005 based on its 2004 statutory
financial results without being subject to the restrictions on payment of stockholder dividends. Total stockholder
dividends paid by Principal Life to its parent company in 2005 were $200.0 million.

Operations. Historically, our primary consolidated cash flow sources have been premiums from life and health
insurance products, pension and annuity deposits, assct management fec revenues, administrative services fee revenues,
income from investments and proceeds from the sales or maturity of investments. Cash outflows consist primarily of
payment of benefits to policyholders and beneficiaries, income and other taxes, current operating expenses, payment of
dividends to policyholders, payments in connection with investments acquired, payments made to acquive subsidiaries,
payments relating to policy and contract surrenders, withdrawals, policy loans, intcrest expensc and repayment of
short-term debt and long-term debt. OQur invesiment sirategies are generally intended to provide adequate funds to pay
benefits without forced sales of investments. For a discussion of our investment objectives, strategics and a discussion of
duration matching, sec “Investments” as well as Item 7A. “Quantitative and Qualitative Disclosures about Market
Risk—Interest Rate Risk™. :

Cash Flows. Activity, as reported in our consolidated statements of cash flows, pravides relevant information
regarding our sources and uses of cash. The following discussion of our operating, investing and financing portions of the
cash flows excludes cash flows attributable 10 our discontinued operations, which were as follows: '

For the year ended December 31,

Cash fows attributable 10 discontinued operations: - 2007 2006 2005
{in miflions)

Net cash provided by operating activities . . ... .. ... i i i i $25 $19 31260

Net cash used in investing activities . ... ..ot i i e (1.3} {3.4) (127.0)

Net cash used in financing activities . ... . oo v it e it e (0.5} (0.6) (0.5)

Net cash provided by operating activitics was $2,960.0 million, $2,275.5 million and $2,125.3 million for the years
ended December 31, 2007, 2006 and 2005, respectively, The increase in cash provided by operating activities in 2007
compared to 2006 was primarily rclated to fluctuations in operational receivables and payables. The increase in cash
provided by operating activities in 2006 compared to 2005 was primarily related to the payment in 2005 of an IRS
deficiency related to the examination for 1999 - 2001. Also contributing to the increase in cash provided by operating
activities was an increase in proceeds in the net mortgage loans held for sale activity, due to the transition of our CMBS
platform from Principal Commercial Funding to a newly created entity, Principal Commercial Funding II, which is
accounted for under the equity method of accounting. This increase in cash was partially offset by a decrease related to
fluctuations in operational receivables and payables.

Net cash used in investing activities was $4,499.2 million, $3,910.4 million and $1,481.7 million for the years ended
December 31, 2007, 2006 and 2005, respectively. The increase in cash used in investing activities in 2007 compared to
2006 was primarily due to an increase in net purchases of mortgage loans, available-for-sale securities and real estate as
well as additional contributions in 2007 to an equity method investment with no corresponding activity in 2006. This
increase was partially offset by larger acquisitions in 2006 relative to 2007. The increase in cash used in investing activities
in 2006 compared to 2005 was primarily due to a decrease in sales and fewer maturities of available-for-sale sccuritics,
partially offset by a decreasc in purchases of available-for-sale securities. Also contributing to the incrcase was an
increase in mortgage loans acquired and a decrease in mortgage loans sold. The acquisition of WM Advisors, Inc. in the
fourth quarter of 2006 also contributed to the increase in cash used in investing activities.

Net cash provided by financing activities was $1,292.1 million, $1,586.5 million and $546.7 million for the years ended
December 31, 2007, 2006 and 2005, respectively. The decrease in cash provided by financing activitics in 2007 comparcd
to 2006 was primarily due to the issuance of $600.0 million of senior notes from our shelf registration in 2006, with no
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corresponding activity in 2007 as well as a decrease in net deposits of investment contracts, offset in pant by procecds
from short term debt in the current year, compared to payments of short term debt in the previous year. The increase in
cash provided by financing activities in 2006 compared to 2005 was primarily duc 1o the issuance of senior notes from our
sheif registration in 2006 in addition to an increase in net deposits of investment contracts and a decrease in treasury
stock acquisitions in 2006 comparcd to 2005. Offseiting these increases in cash provided were repayments of short-term
dcbt, as well as the preferred stock issuance in 2005, with no corresponding activity in 2006.

Sheif Registration. We filed a shelf registration statement with the Securities and Exchange Commission, which
became effective on June 30, 2004. The shelf registration totals $3.0 billion, with the ability to issue debt securities,
prefecred stock, common stock, warrants, stock purchase contracts and stock purchase units of PFG and trust preferred
securities of three subsidiary trusts. If we issue additional securitics, we intend to use the procceds from the sule of the
securities for general corporate purposes, including working capital, capital expeaditurcs, investments in subsidiaries,
share repurchase, acquisitions and refinancing of debt, including commercial paper and other short-term indcbtedness.
Principal Financial Services, Inc. unconditionally guarantees our cbligations with respect to one or niore serics of debt
securities described in the shelf registration statement. As of December 31, 2007, there is $1.85 billion remaining under
the shelf registration. For information on senior notes issued from our shelf registration, see Item 8. “Financial
Statements and Supplementary Data, Notes to Consolidated Financial Statements, Note 12, Debt”,

Short-Term Debt and Long-Term Debt.  For debt information, sc¢ Item 8. “Financial Statements and Supplementary
Data, Notes to Consolidated Financial Statements, Note 12, Debt.”

Stockholders’ Equity. Proceeds from the issuance of our common stock were $73.6 million and $66.2 million in 2007
and 2006, respectively.

The following table summarizes our return of capital to common stockholders in 2007, 2006 and 2005,

. For the year ended December 31,

2007 2006 2005
. {in millions)
Dividends to stockholders . . .. .. . i e e e $2356 %2147 § 1822
Repurchase of common StOcK . . . . ..ot i e e 756.3 7558 952.4
Toal cash returned to stockholders . . .. ... ... e e $991.9  $970.5  $1,134.6
Number of shares repurchased . . . ... ... . ... e 11.5 14.5 222

For additional stockhalders’ cquity information, see Item 8. “Financial Statements and Supplementary Data, Notes
to Consolidated Financial Statements, Note 16, Stockholders’ Equity.”

Capitalization
Our capital structure as of December 31, 2007 and 2006 consisted of debt and equity summarized as follows;

December 31,
2007 2006
(in millions)
Debt: '
Short-term debt .. . . . et $ 2908 $ 841
Longtermdebt ............. e i e e e e ey e 1,398.8 1,511.3
Totaldebt ................ e e e 1,689.6 15954
Stockholders' equity:
Equity excluding accumulated other comprehensive income, netof tax . ... ... .. N 7,001.5 70139
Accumulated other comprehensive income, netof tax . . ........... i e, 420.2 846.9
Total stockholders” €quUItY . .o .. oottt i e e e 74217  7.8608
Total capitalization including accumulated other comprehensive income . ... .. ... ... .. ... $9,111.3  §9,456.2
Debt 10 @qUItY . . . .o i et e e 23% 20%
Debt to capitalization . . . . . ... L i i i e e e 19% 17%
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Contractual Obligations

The following table presents payments due by period for long-term contractual obligations as of December 31, 2007:

Payments due in year ending

Total 2013 and

Contractual Obligatlons(1) Peyments 2008 2005-2010 2011-2012 therenfler
(in millions)

Contractholder funds(2) .......... . ... ... .0 $ 59,0129 § 7,448.6 $13563.8 $ 9,774.6 $28,225.9
Future policy benefits and claims(3} .. ............. 39,089.0 2,045.8 3,410.0 32723 30,360.9
Longtermdebi(d) .......... ... oL, 1,398.8 834 482.6 105.5 7213
Certificates of deposit(5). . ... ... v il 1,069.0 610.5 389.0 64.4 5.1
Other long-term liabilities(6) . . . ........... ... ... 926.5 677.0 - - 249.5
Capital leases. . . . ... ... ... ... . i e 1.3 5.4 5.5 04 —
Long-term debtinterest ... .......... ... ....... 1,431.7 94.0 125.9 95.9 1,115.9
Operating leases(7) ........ ... 1919 51.8 76.9 an 32.1
Purchase obligations(8) . ... ...... ... . i, 597.2 541.4 43.2 12.6 -—
Total contractual obligations ... ................. $103,7343  $11,557.9 §18,0969 $13,3628 $60,716.7
(1) Excludes short-term liabilities, other policyholder funds, taxes and short-term debt as these are not long-term and/or

@

&)

(4)

&)

(6)

M
@)

not contractual in naturc. Also excludes obligations under our pension and other postretirement benefit plans as
benefit payments will be made under a funded plan and will not require company contributions or payments within a
five-year period. In addition, scparate account liabilities are excluded. Separate account liabilities represent the fair
market value of funds that arc separately administered by us. Generally, the separate account contract owner, rather
than us, bears the investment risk of these funds. The separate account liabilities are legally segregated and are not
subject to claims that arise out of any other business of ours. Net deposils, net investment income and realized and
unrealized capital gains and losses on the scparate accounts ase not reflected in the consolidated statcment of
operations. The separate account obligations will be fully funded by cash flows from the separate account asscts.

Includes GICs, funding agreements, individual fixed annuities, universal life insurance and other investment-type
contracts. Sce Hem 8. “Financial Statements and Supplementary Data, Notes to Consolidated Financial Statements,
Note 11, Insurance Liabilities” for additional information.

Amounts included in the contractholder funds line item reflect estimated cash payments to be made 1o
policyholders. The sum of the cash outflows shown for all years in the table exceeds the corresponding liability
amount included in our consolidated financial statements as of December 31, 2007. The liability amount in our
consolidated financial statements reflects estimated cash payments to policyholders, assumptions with regard to the
timing of cash payments and discounting for interest,

Amounts included in the future policy benefits and claims line item reflect estimated cash payments to be made 1o
policyholders. The sum of the cash outflows shown for all years in the table exceeds the corrcsponding liability
amount included in our consolidated financial siatements as of December 31, 2007. The liability amount in our
consolidated financial statements reflects estimated cash payments to policyholders, reductions for expected future
premiums, assumptions with regard to the timing of cash payments and discounting for interest.

For long term debt information, see tem 8. “Financial Statements and Supplementary Data, Notes to Consolidated
Financial Statements, Note 12, Debt".

Amounts included in the certificates of deposit line item reflect estimated cash payments to be made, including
expected interest payments. Certificates of deposit are reported as other liabilities on our consolidated statement of
financial position.

Other long-term liabilities include other liabilities reflected in the consolidated statement of financial position that
are contractual, non-cancelable and long-term in nature. This line item excludes accruals and short-term items in the
amount of $3,072.4 million.

As a lessee, we lease office space, dala processing equipment and office furniture and equipment under various
operating leases.

Purchase obligations include material contracts where we have a non-cancelable commitment to purchase goods and
services in addition to commitments to originate loans and purchase investments.
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Contractual Commitments

In connection with our banking business, we make additional commitments to extend credit, which are agreements
to lend to a customer as long as there is no violation of any conditions cstablished in the contract. Commitments generally
have fixed expiration dates or other termination clauses and may require payment of a fee, A majority of these
commitments are lines of credit and are expected to expire without being drawn upon. Therefore, the total commitment
amounts do not nccessarily represent future cash funding requirements. We evaluate each customer’s creditworthiness on
a case-by-case basis. The total commitments to fund loans werc $319.4 million as of December 31, 2007.

Off-Balance Sheet Arrangements

Variable Interest Entities. 'We have relationships with various types of special purpose cntitics and other entities where
we have a variable inicrest as described in ltem 8. “Financial Statemenis and Supplementary Data, Notes to Consolidated
Financial Statements, Note 5, Variable Interest Entitics.” We do not have a direct or contingent obligation related to our
unconsolidated variable interest entities (“VIE"} other than described below.

Retained Interests in Securitized Assets. We, along with other contributors, sell commercial mortgage loans in
securitization transaciions to trusts. As these trusts are classified as a qualifying special purpose cntity, they are not
subject to the VIE consolidation rules. We may rctain interesis in the securitization transaction. At December 31, 2007
and 2006, the fair values of retained interests related to the securitizations of commercial mortgage loans were
$315.8 million and $345.3 million, respectively. The investors and the securitization enlities have no recourse to pur assets
for failure of dcbtors to pay when due. The value of our retained interests is subject primarily to credit risk.

Guarantees and Indemnifications. For guarantee and indemnification informarion, see Item 8. “Financial Statements
and Supplementary Data, Notes to Consolidated Financial Siatements, Note 15, Contingencies, Guarantees and
Indemnifications” under the caption, “Guarantees and Indemnifications”.

Financial Rating and Strength

Our ratings are influenced by many factors including our operating and financial performance, asset quality,
liquidity, asset/liability management, overall portfolio mix, financial leverage (i.c., debt), risk exposures, operating
leverage, ratings and other factors.

State laws specify rcgulatory actions if an insurcr’s risk-based capital (“RBC"), a measure of an insurer’s solvency,
falls below certain levels. The NAIC has a standard formula for annually assessing RBC. The formulas for calculating
RBC for life insurance companies takes into account factors relating to insurance, business, asset and interest rate risks.
For additional rating information refer to Item 1. “Business, Ratings.”

Impacts of Income Taxes

The IRS has complcted examinations of the U.S. consolidated federal income tax returns for 2003 and prior years.
The IRS's completion of the examinations for the years 1999 - 2001 resulted in notices of deficiency dated December 29,
2004, and March 1, 2005. We paid the deficiencies (approximately $444.0 million for 1999 and 2000, and $1.3 million for
2001, including interest) in the first quarter of 2005 and have filed, or will file, claims for refund reluting to the disputed
adjustments, The examination for the years 2002 and 2003 resulted in a refund of approximately $176.7 million (including
interest) of which $161.5 million related to deficiencies previousiy paid as a result of the 1999-2001 examination. We
believe that we have adequate defenses against, or sufficient provisions for, the contested issues, but final resolution of
the contested issues could take several years while legal remedies are pursued. Conscquently, we do not expect the
ultimate resolution of issues in tax years 1999 - 2003 10 have a material impact on our net income. Similarly, we believe
there are adequate defenses against, or sufficient pravisions for, any challenges that might arise in tax years subsequent to
2003.

In August 2007, the IRS issued Revenue Ruling 2007-54, which provides guidance on the methodology that life
insurance companics use to calculate the dividends received deduction relating to variable life insurance and variable
annuity contracts. The deduction for dividends reccived reduces the amount of dividend income subject to tax and is a
significant component of the difference between our periodic effective income tax rate and the U.S. corporate income tax
rate of 35%. In September 2007, the IRS issucd Revenue Ruling 2007-61, which suspended Revenue Ruling 2007-34, and
indicated it would issue rcgulations to address the issues. No regulations have been proposcd and we cannot predict
whether any such regulations would affcct our deduction for dividends received by insurance company affiliates with
respect to variable contracts.

On October 22, 2004, the American Jobs Creation Act of 2004 (“American Jobs Creation Act”) was signed into law.
The American Jobs Creation Act included a repatriation provision granting U.S. corporations a special deduction of 85%
of certain qualifying dividends from their foreign subsidiaries. A company could elect to apply this provision to qualifying
earnings that were repatriated in its 2005 tax year. Pursuant to the American Jobs Creation Act, we implemented two
domestic reinvestment plans in 2005, In accordance with the provisions of the Internal Revenue Codle, we elected an 85%
dividend received deduction on cligible cash dividends totaling $28.8 million,
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Investments

We had total consolidated assets as of December 31, 2007, of $154.5 billion, of which $64.4 billion were investcd
assets. The rest of our total consolidated asscts are compriscd primarily of scparate account assels for which we do not
bear investment risk. Because we generally do not bear any investment risk on assets held in separale accounts, the
discussion and financial information below does not include such assets.

Overall Composition of Invested Assets

Invested assets as of December 31, 2007, were predominantly of high quality and broadly diversificd across asset
class, individual credit, industry and geographic location. Asset allocation is determined based on cash flow and the risk/
return requirements of our products. As shown in the following table, the major categorics of invested assets are fixed
maturity securities and commerciat mortgages. The remainder is invested in residential mortgage loans, real cstate, equity
securities and other assets. In addition, policy loans are included in our invested assets.

Invested Assets

December 31, 2007 December 11, 2006
Corrying amount % of total  Carrying amount % of totnl
(% in millions)

Fixed maturity securities:

PUblic ... e s $32,215.0 50% $31,075.5 52%

50 17~ 15,053.2 24 13,6514 23
Equity securities. ... .. ..ou oo 586.2 i 847.6 1
Mortgage loans: .

COmMMETCIAl oot e et e e e 10,763.5 17 10,090.3 17

Residential . . ..o o vt i e 1,896.1 3 1,573.6 3
Realcstate heldforsale . ... ... ... .. 0ot t 82.4 — 118.2 -
Real estate held for investment .. ................... 780.1 1 695.4 1
Policy loans .. .. ..ot e 869.9 1 850.7 1
Other iNVESIMENES . . . . ...ttt tttsir e nnatnaness 2,118.6 3 1,410.7 2

Total invested assEts . . .. ... it $64,365.0 1005 60,313.4 100%
Cash and cash equivalents . . . ............ . oo 13444 1,591.5

Total invested assetsandcash. .. .................. $65,709.4 $61,904.9

Investment Results

The following tables present the yield and investment income, excluding net realized/unrealized gains and losses for
our invested assets. The annualized yield on invested assets and on cash and cash equivalents was 6.2% for the year ended
December 31, 2007, compared to 6.0% for the year ended December 31, 2006. We calculate annualized yiclds using a
simple average of assel classes at the beginning and end of the reporting period.

Invested Assels
Investment Income Yields by Asset Type

For the year ended December 31,
2007 2006
Yield Amount  Yield Amount
- ($in mitlions)

Fixed maturity Securities . .. ... . ...t e e e 6.2% $2,869.2 6.1% $2,636.4
Equity securities . .. .. ... ... i i e 38 270 7.0 580
Morigage loans — commercial .. ... e e 6.6 6889 65 653.6
Mortgage loans — residential ... ... ... . . i e 7.5 1297 5.7 90.7
Real B50aIE o v .\ vt i e et e e 89 749 76 632
Policy JOUNS . .. oo o e e e e 6.1 526 6.1 50.9
~ Cashandcashequivalents. . ......... ... ..o 7.2 1059 40 64.4
Other INVESIMENIS . v . vttt et i ettt se i n s s 9.3 165.1 105 132.2
Total before investment expenses ... ... . ... i o i e 6.4 4,1133 62 3,7494
INVESIMENT EXPEMSES « .+ oot v vt e it n o r i 0.2 (146.8) 0.2 (128.8)
Net investment ICOME . .. .. ... vttt ity 62% $3,9665 6.0% $3,620.6
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The following tables present the contributors to net realized/unrealized gains and losses for our invested assets for
the years ended December 31, 2007 and 2006.

For the year ended December 31, 2007

Net realized/
unreaiized
Impairmeats and  Other gains Hedging capital gains
credit losses (losses) adjustments (lasses)
{in miflions)
Fixed maturity securities(l) .. ........ ... .. ... ... ., $(262.8) 5171 $151.8 $ (93.9)
Fixed maturity securities, trading . . . . ................ - L7 — 1.7
Equity securities{2) .......... ... .. i (51.3) 5.0 — (46.3)
Equity securities, trading . . . . ... ... o o i 230 23.0
Mortgage loans on real estate(3) ... .. ............... (1.1) — — (7.0
Derivatives(4) . . ... ittt —_ —_ (269.2) {269.2)
Other(S) . ... oo e —_ 4.6 84 63.0
Total ... $(321.2) $81.4 $ (89.0) $(328.8)

(1) Impairments include $215.7 million of credit impairment write-downs and $8.4 million in realized credit recoveries
on the sale of previously impaired assets. Certain fixed maturity securities moved into a loss position during the
second quarter of 2007, and we determined that we did not have the ability and iateat to hold these securities. As a
result, we recognized impairment losses on these securities of $24.5 million, net of recoveries on the subsequent sale,
primarily due 10 a change in interest rates. Credit losses include $32.3 million in rcalized losses and $2.0 million in
realized gains related to credit triggered sales.

(2) Impairments include $52.6 million of credit impairment write-downs and $1.3 millicn in realized credit recoveries on
the sale of previously impaired assels.

(3) Impairments include $2.7 million in realized gains that resulted from the salc of a commercial morigage toan for
which we had credit concerns and a §9.8 million increase in the commercial morigage valuation allowance.

(4) Derivatives include $153.5 million of nct unrealized losses refated to mark to market adjustments on derivatives used
in fair value hedges of fixed maturity securities. The remainder of the net loss resulted primarily from mark to
market adjustments on derivatives not designated as hedging instruments, with the largest component being
$81.1 million of net losses on credit default swaps and the remainder relating to risk management activitics.

(5) Other gains (losses) include a $24.6 million realized gain on the sale of stock of an ¢quity method investment and
mark 1o market of nel realizedfunrcalized gains on certain sced money investments.

For (he year ended December 31, 2006

Net realized/
unrealized
Impalrments and  Other gains Hedging capital gains
credit losses (losses) adjustments (lasses)
(in millions)
Fixed maturity securities({) . . . ..................... $(32.1) $10.0 $(14.6) $(36.7)
Fixed maturity securitics, trading . . . . ................ . _ 1.0 — 1.0
Equity securities(2) .. ... ... i e 1.0 0.6 — 1.6
Equity securities, trading . . ... ... . ... o ol — 21.8 — 21.8
Mortgage loans op real estate(3) .. ................ .. 24 — — 24
DEriVaIIVES . . . o it — — 4.7 4.7)
Other(4) . . ... ..o i e e — 643 3.0) 59.3
217 $(28.7) $97.7 $(24.3) $ 44.7

(1) Impairments include $14.6 million of credit impairment write-downs and $16.5 million in realized credit recoveries
on the sale of previously impaired assets. As the result of the need to fund the acquisition of WM Advisors, Inc.,,
impairments also include $12.4 million of write-downs that resulted from our determination thiat we no longer had
the ability and intent to hold certain fixed maturity securities until they recovered in value. This loss is net of the
recovery realized on the subsequent sale of the securities. Credit losses include $0.6 million in realized gains and
322.2 million in realized losses related to credit triggered sales.

(2) Impairments include $1.0 million in realized recoveries on the sale of previously impaired assets.

(3) Impairments include $2.5 million in realized losses due ta the sale of commercial mortgage loans, $3.6 million in
realized recoveries on the sale of previously impaired commercial mortgage loans, a $52.1 million decrease in the
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commercial mortgage valuation allowance and a $0.7 million increase in the residential mortgage valuation
allowance held by our international operations.

{4) Other gains (losses) include a $44.3 million realized gain on the sale of stock of an equity method investment and
mark to market of net realizedfunrealized gains on certain sced money investments.

U.S. Investment Operations

Of our invested assets, $60.3 billion were held by our U.S. operations, Our U.S. invested assets are managed by
Principal Global Investors, a subsidiary of Principal Life. Qur primary investment objective is to maximize after-tax
returns consistent with acceptable risk parameters. We seek to protect policyholders’ benefits by optimizing the risk/
return relationship on an ongoing basis, through asset/liability matching, reducing the credit risk, avoiding high levels of
investments that may be redeemed by the issuer, maintaining sufficiently liquid investments and avoiding undue asset
concentrations through diversification. We are exposed to three primary sources of investment risk:

« credit risk, rclating to the unceriainty associated with the continued ability of a given obligor to make timely
payments of principal and interest;

* interest rate risk, relating to the market price and/or cash flow variability associated with changes in market yield
curves; and

* equity risk, relating to adverse fluctuations in a particular common stock.

Our ability to manage credit risk is essential to our business and our profitability. We devote considerable resources
to the credit analysis of each new investment. We manage credit risk through industry, issucr and assct class
diversification. Our Investment Committee, appointed by our Board of Directors, is responsible for establishing all
investment policies and approving or autharizing all investments, except the Executive Committee of the Board must
approve any investment transaction cxcceding $500.0 million. As of December 31, 2007, there are ten members on the
Investment Committee, two of whom are members of our Board of Directors. The remaining members are senior
management members representing various areas of our company.

We also seek to reduce call or prepayment risk arising from changes in intercst rates in individual investmems. We
limit our exposure to investments that arc prepayable without penalty prior to maturity at the option of the issuer, and we
require additional yield on these investments to compensate for the risk that the issuer will exercise such option. We
assess option risk in all investments we make and, when we take that risk, we pricc for it accordingly.

Our Fixed Income Securities Committee, consisting of fixcd income securities senior management members,
approves the credit rating for the fixed maturity securities we purchase. Teams of security analysts, organized by industry,
focus either on the public or private markets and analyze and monitor these invesiments. [n addition, we have teams who
specialize in residential morigage-backed securities, CMBS, asset-backed securities (“ABS”) and public below investment
grade securities. We establish a credit reviewed list of approved public issuers to provide an efficicnt way for our portfolio
managers to purchase liquid bonds for which credit review has already been completed. Issuers remain on the list for one
year unless removed by our analysts. Our analysts monitor issuers on the list on a continuous basis with a formal review
documented annuatly or more frequently if material events affect the issuer. The analysis includes both fundamenial and
technical factors. The fundamental unalysis cncompasses both quantitative and qualitative analysis of the issuer.

The qualitative analysis includes an assessment of both accounting and management aggressivencss. In addition,
technical indicators such as stock price volatility and credit default swap levels are monitored.

Our Fixed Income Securities Commiltee also reviews private transactions on a continuous basis to assess the quality
ratings of our privately placed investments. We regularly review our investments to determine whether we should re-rate
them, employing the following criteria:

* material declines in the issuer's revenues or margins;

+ significant management or organizational changes,

* significant uncenainty regarding the issuer’s industry;

= debt service coverage or cash flow ratios thut fall below industry-specific thresholds;
+» violation of financial covenants; and

* other business factors that rclate to the issucr.

A dedicated risk management tcam is responsible for centralized monitoring of the commercial mortgage portfolio.
We apply a varicty of strategies to minimize credit risk in our commercial mortgage loan porifolio. When considering the
origination of new commercial mortgage loans, we review the cash flow fundamentals of the property, make a physical
assessment of the underlying security, conduct a comprehensive market analysis and compare against industry lending
practices. We usc a proprietary risk rating model to evaluate all ncw and a majority of existing loans within the portfolio.
The proprietary risk model is designed to stress projected cash flows under simulated economic and market downturns.
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Our lending guidelines are designed to cncourage 75% or less loan-to-value ratios and a debt service coverage ratio of at
least 1.2 times. We analyze investments outside of these guidelines based on cash flow quality, tenancy und other factors.
The weighted average loan-to-value ratio at origination for brick and mortar commercial mortgages in our portfolio was
65% and the debt service coverage ratio at loan inception was 1.7 times as of December 31, 2007.

We have limited exposure to cquity risk in our common stock postfolio. Equity securities accounted for only 1% of
our U.S, invested assels as of December 31, 2007.

Our invesiment decisions and objectives are a function of the underlying risks and product profiles of each primary
business operation. [n addition, we diversify our product portfolio offerings to include prodiicts that contain features that
will protect us against fluctuations in interest rates. Those features include adjustable crediting rates. policy surrender
charges and-market value adjustments on liquidations. For further information on our management of interest rate risk,
see ltem 7A. “Quantitative and Qualitative Disclosures about Marker Risk.”

Overali Cqmpasm‘an aof U.S. Invested Assets

U S. invested assets as of December 31, 2007, were predominantly of high quality and broadly diversified across asset
class, individual credit, industry and geographic tocation. Asset allocation is determined based on cash flow and the risk/
return requirements of our products. As shown in the following table; the major categoriés of U.S. invested assets are
fixed maturity securities and commercial morigages. The remainder is invested in residential mortgage loans, real estate,
equily securitics and other assets. In addition, policy loans are included in our invested assets. The following discussion
analyzes the composition of U.S. invested assets, but excludes invested assets of the participating scparate accounts.

U.S. Invested Assets

December 31, 2007 ) December 31, 2006
Corrying amount % of total  Corrying amount &% of total
(3 in millions)

Fixed maturity securities:

Public ... $29,495.5 49% $28,772.4 51%

Private . . . .. . e e 15,053.2 25 13,651.4 24
Equity securities. .. . ...t 5335 1 795.7 1
Morigage loans:

Commercial .......... ... .. ... . .. e 10,763.5 I8 10,090.3 18

Residential .. ... ... ... ... ... .. . e ' 1,337.5 2 1,051.6 2
Real estate held forsale .. ................. ... 824 -— 118.2 —
Real cstate held for investment . .................... 771.2 1 683.2 1
Policyfoans . . ... o0 e 853.7 2 £50.7 i
Otherinvestments . ... ..ot 1,914 2 < 9726 2

Total invested @SSeIS . . ..t 160,287.9 100% 56,986.1 100%
Cashand cashequivalents . ... .......... ... . ... ... 1,261.5 _ 15365

Total invested assets andcash. . ................... $61,549.4 * $58.522.6

Fixed Maturity Securities

Fixed maturity securities consist of short-term investments, publicly traded debt securitics, privately placed debt
securities and redcemable preferred stock, and rcpresented 74% and 75% of total U.S, invested assets as of
December 31, 2007 and 2006, respectively. The fixed maturily securitics portfolio was comprised, based on carrying
amount, of 66% in publicly traded fixed maturity sccuritics and 34% in privately placed fixed maturity securities as of
December 31, 2007, and 68% in publicly traded fixed maturity sccurities and 32% in privately placed fixed maturity
securities as of December 31, 2006, Included in the privately placed catcgory as of December 31, 2007 and 2006, were
3$8.4 billion and $7.6 billion, respectively, of securities eligible for resale 1o qualified institutional buyers under Rule 144A




under the Securitics Act of 1933. Fixed maturity securities were diversified by category of issuer as of December 31, 2007
and 2006, as shown in the following table:

U.S. Invested Assets
Fixed Maturity Securities by Type of Issuer

December 31, 2007 December 31, 2006
Carrying omount % of total  Carrying amount % of total
(3 in millions)

U.S. Governmenl and agencies ...........ovuinn.. $§ 6723 1% $ 5516 1%
States and political subdivisions . . .. ... ... ... L. 2,071.5 5 1,663.5 4
Non-US. governments .. .........ciiiiinean 453.9 1 420.7 |
Corporate —public . .. ... ... .. . i iiia 19,875.2 45 19,791.1 47
Corporate — PHVALE . . . ..ottt in e 11,813.4 27 10,596.5 25
Residential pass-through securitics ... ... ............ 1,496.1 K} 1,557.6 4
Commercial mortgage-backed securities .. ............. 4,665.6 10 4,297.0 10
Residential collateralized mortgage obligations . ......... 936.9 2 940.4 2
Asset-backed securities . . ... ... e e 2,564.1 6 2,605.4 6
Total fixed maturities. . ..................... e $44,548.7 100% $42,423.8 1009

We held $9,662.7 million of morigage-backed and ABS as of December 31, 2007, and $9, 4()04 million as of
December 31, 2006.

We believe that it is desirable to hold residential mortgage-backed pass-through sccurities due to their credit quality
and liquidity as well as portfolio diversification characteristics. OQur portfolio is compriscd of GNMA, FNMA and
FHLMC pass-through securities. In addition, our residential collateralized mortgage obhgatton porlfollo offers structural
features that allow cash flows to be matched to our liabilities.

CMBS provide high levels of credit protection, diversification, reduced event risk and enhanced liquidity. CMBS are
predominantly comprised of rated large pool securitizations that are individually and collectively diverse by property type,
borrower and geographic dispersion.

We purchase ABS lo diversify the overall credit risks of the fixed maturity securitics portfolio and to prowde
attractive returns. The principal risks in holding ABS are structural and credit risks. Structural risks include the sccurity’s
priority in the issuer’s capital structure, the adequacy of and ubility to realize proceeds from ‘the collateral and the
potential for prepayments. Credit risks involve issuer/servicer risk where collateral values can become impaired in the
event of servicer credit deterioration.

Our ABS portfolio is diversificd both by type of asset and by issuer. We actively monitor holdings of ABS to cnsure
that the risk profile of cach security improves or remains consistent. Prepayments in the ABS portfolio are, in general,
insensitive to changes in interest rates or arc insulated to such changes by call protection features. In the event that we
are subject 1o prepayment risk, we monitor the factors that impact the Icve! of prepayment and prepayment speed for
thosc ABS. In addition, we diversify the risks of ABS by holding a diverse class of securitics, which limits our exposure lo
any one security.

The international exposure in our U.S. fixcd maturity securities tolaled $10,046.5 million, or 23% of total fixed
maturity securities, as of December 31, 2007, comprised of corporate and forcign government fi fixed maturity securitics.
Of the $10,046.5 million as of December 31, 2007, invesiments totaled $2,843.1 million in the continental European
Union, $2,641.7 million in the United Kingdom, $1,059.0 million in Asia, $954.1 million in Australia, $594.6 million in
South America, $340.3 million in Mexico and $59.4 million in Japan. The remaining $1,554.3 million is invested in 24
other countries. All international fixed maturity securities held by our U.S. operations are either denominated in U.S.
dollars or have been swapped into’ U.S. dollar cquivalents. Our intcrnational investments arc analyzed internally by
country and industry credit investment professionals. We conirol concentrations using issuer and country level exposurc
benchmarks, which are based on the credit quality of the issucr and the country. Qur investment policy limits total
international fixed maturity securities investments to 18% of total statmtory general account assets with a 4% limit in
emerging markets, Exposure to Canada is not included in our intcrnational exposure. As of December 31, 2007, our
investments in Canada totaled $1,576.4 million.
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The following tables present the amortized cost of our 1op len exposures including approved counterparty exposure

limits as of December 31, 2007 and 2006.

M

(2

(3

(1)

)

&)

December 31, 2007

Amortized cost
" in millions)
Bank of America Corp.(L} . ... it e $ 3607
MBIA INCAZ) . ... e e 323.6
American International Group Inc.(1) . .. .. ... . i i i e 270.1
General Electric Co. . .. ... . e e 259.6
AT T NG, . i it e e e e e s : 250.9
Royal Bank of Scotland Group PLC({1L) ......... ... i i eens 2409
JPMorgan Chase & Co.(1) .. ... . i ii i i e e e i e et 137.6
Ambac Financial Group Inc.(3). . . . ..o oot e e e e 2353
Citigroup Inc.(1) . . ... o e e e e 233.2
Deutsche Bank AG(1) . .00 oot e e vttt e e et v e 203.7
TO1a) tOP 1EM EXPOSUIES « . o v v vttt v et am e e e e e e e e et e e $2,615.6

Includes approved counterparty limit. The actual and the siressed potential cxposures are less than the approved
limit.
MBIA Inc. exposure is predominately comprised of the guarantee of underlying securities that are rated “A-”

cquivalent or better by the rating agencies on a stand alone basis. The MBIA wrap guarantecs performance in the
event of default of the underlying securities bringing the combined rating to AAA.

Of the Ambac Financial Group Inc. exposure, 84% is comprised of the guarantee of underlying securities that are
predominantly rated A- equivalent or better by the rating agencies on a stand-aloné basis. The Ambac Financial
Group Inc. wrap guarantees performance in the event of default of the underlying securities, bringing the combined
rating to AAA.
December 31, 2006

. " Amortized cost

: " (in millions)
HSBC Holdings PLC(1) . . ............. e e o '$ 3871
American International Group Inc{2) .. ..o o i i e e 3295
Bank of America Corp.(2) . ... i i e e 3283
MBIA INC(3) .. .. e e s A 3115
AT T INC. ... i e e e e 2729
JPMorgan Chase & Co2) . ... .. i e 2.7
Royal Bank of Scotland Group PLC(2) ........... ... ... vt e 255.6
Deutsche Bank AG(2) . .............. e e e 255.0
General Electric Co . ... ... i i e e e e e 2392
ABN AMRO Holding NV(2) .. ..ot e e e e e s 229.6

Total top ten exposures , . . ......... et e e $2,880.4

Includes a $238.0 million investment classified as an equity security for U.S. GAAP. The investment issuer engages in
managing investment grade third party bond investments and HSBC paper. All non:;HSBC paper has the ultimate
benefit of pricc support protection provided by HSBC Bank, PLC. Since Principal Life Insurance Company has
senior prionity in the issuer, we believe many third party bonds could be liquidated to satisfy our claim. While we
calculate our exposure on a gross basis, the value we attribute to the underlying collateral is $125.0 million.
Includes approved counterparty limit. The actual and the stressed potential exposures are less than the approved
limit. ' -
MBIA Inc. exposure is predominately comprised of the guarantee of underlying securities which are rated “A.”

cquivalent or beiter by the rating agencies on a stand alone basis. The MBIA wrap guarantees performance in the
event of a default of the underlying securities bringing the combined rating to AAA.

Cur top ten exposures were rated an “A” equivalent or better by the rating agencies as of December 31, 2007 and

2006. As of December 31, 2007 and 2006, no individual non-government issuer represented more than 1% of U.S.
invested assets. HSBC Holdings PLC is no longer included in our top ten exposures due to the redemption of a
$238.0 million investment in January 2007.
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Valuation techniques for the fixed maturity securitics portfolio vary by security type and the availability of market
data. Pricing models and their underlying assumptions impact the amount and timing of unrcalized gains and losses
recognized, and the usc of differcnt pricing models or assumptions could produce different financial results, Interactive
Data Corporation or direct broker quotes are our sources for external prices for our public bonds and those private
placement securities that are actively traded in the secondary market. In cascs where quoted market prices are not
available, a matrix pricing valuation approach is used. Securities are grouped into pricing categories that vary by assel
class, sector, rating and average life. Each pricing category is assigned a risk spread based on studies of observable public
marke1 data or market clearing data from the investment professionals assigned to specific security classes. The expected
cash flows of the security are then discounted back at the current Trcasury curve plus the appropriate risk spread.
Although the matrix valuation approach provides a fair valuation of each pricing category, the valuation of an individual
security within each pricing category may actually be impacted by company specific factors. Certain market events that
could impact the valuation of securities include issuer credit ratings, business climate, management changes, litigation
and government actions among others. The resulting prices are then reviewed by pricing analysts. All loans placed on the
“watch list” are valued individually by the investment analysts or the analysts that focus on troubled securities (“Workout
Group”). Although we believe our estimates reasonably reflect the fair vaiue of those securities, the key assumptions
aboul risk premiums, performance of underlying collateral (if any) and other factors involve significant assumptions and
may not reflect those of an active market. To the extent that bonds have longer maturity dates, management’s cstimate of
fair value may involve greater subjectivity since they involve judgment about events well into the fulure. Every month,
there is a comprehensive review of all impaired securities and problem loans by a group consisting of the Chief
Investment Officer, the Portfolio Managers and the Workout Group. The valuation of impaired bonds for which there is
no quoted price is typically based on the present value of the future cash flows expected to be received. If the company is
likely to continue operations, the estimate of future cash flows is typically based on the expected opcrating cash llows of
the company that are available to make payments on the bonds. If the company is likely 1o liquidate, the cstimate of
future cash fows is based on an estimate of the liquidation value of its net assets.

The Securities Valuation Office (*SVO") of the NAIC evaluates most of the fixed maturity securities that we and
other U.S. insurance companies hold. The SVO evaluates the bond investments of insurers for regulatory reporting
purposcs and assigns securities (o one of six investment categories. The NAJIC designations closely mirror the nationally
recognized securities rating organizations’ credit ratings for marketable bonds. NAIC designations 1 and 2 include bonds
considered investment grade by such rating organizations. Bonds are considered investment grade when rated “Baa3” or
higher by Moody’s, or “BBB-" or higher by Standard & Poor’s. NAIC designations 3 through 6 are referred to as below
investment grade. Bonds are considered below invesiment grade when rated “Bal” or Jower by Moody's, or “BB+” or
lower by Standard & Poor’s. As of December 31, 2007, the percentage, based on estimated fair value, of total publicly
traded and privately placed fixed maturity securities that were investment grade with an NAIC designation | or 2 was
95%.

We also monitor the credit drift of our corporate fixed maturity securities portfolio. Credit drift is defined as the
ratio of the percentage of rating downgrades, including defaults, divided by the percentage of rating upgrades. We
measure credit drift once each fiscal year, assessing the changes in our internally developed credit ratings that have
occurred during the year. Standard & Poor’s annual credit ratings drift ratio measures the credit rating change, within a
specific year, of companies that have been assigned ratings by Standard & Poor's. The annual internal credit drift ratio on
corporate fixed maturity securities we held in our gencral account was 0.89 times compared to the Standard & Poor’s drift
ratio of 0.69 times, as of December 31, 2007.
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The following table presents our tota! fixed maturity securities by NAIC designation and the equivalent ratings of the
nationally recognized securities rating organizations as of December 31, 2007 and 2006, as well as the percentage, based
on estimated fair value, that each designation comprises:

U.S. lavested Assels
Fixed Maturity Securities by Credit Quality(1)

December 31, 2007

‘December 31, 2006

% of tetal : % of total
NAIC Rating agency Amortized Carrying carrying  Amortized Carrying carrying
raling equivalent cost amount amount cost amount amouni
{$ in millions)
1 AaafAalA ... ... . ... ... $25,635.0 $25,644.1 5% $23,716.0 $24,2319 57%
2 Baa ................... 16,661.8  16,742.0 8 15,769.9 16,205.5 38
3 Ba......... oo 1,904.7 1,872.1 4 1,586.8 1,6587.1 4
4 B 179.0 1794 1 290.5 302.6 1
5 Caaand lower . .......... 103.1 99.2 — 19.1 19.5 —
6 In or near default ......... 12.0 11.9 —_ 55 12 . —
Total fixed maturltlcs ..... $44,495.6 $44.548.7 100% 541,387.8 $42,423.8 100%-

(1) Includes 56 securities with an amortized cost of $541.3 million, gross gains of $5.8 million, gross losses of
$14.1 million and a carrying amount of $533.0 million as of December 31, 2007, that are still pending a review
and assignment of a rating by the SVQ. Due to the timing of when fixed maturity securities are purchased,
legal documents are filed and the review by the SVO, there will always be securities in our portfolio that are
unrated over a reporting period. in these instances, an equivalent rating is assigned based on our fixed income
analyst's assessment.

The following tables present credit quality and year of issuance (*'vintage”) for our CMBS portfolio and our ABS
home equity portfolio backed by subprime first lien mortgages. As of December 31, 2007, based on amortized cost, 86%
of our CMBS portfolio had ratings of A or higher and 71% was issued in 2005 or before and 99% of our ABS home
equity portfolio had ratings of A or higher and 87% was issued in 2005 or before.

U.S. Invested Assets
Commercial Mortgage-Backed Securities by Rating and Vinlage

December 31, 2007 December 31, 2006

Amortized cost  Carrying amount  Amortized cost  Carvying amount
{in millions)
Lowest agency rating
AAA(LY . e $2,818.8 $2,829.6 , $2,583.0 $2,609.5
. 645.3 631.3 541.5 549.4
................................... 636.4 601.4 513.8 526.1
BBB .. ... .. e e 569.8 504.8 4231 446.1
BBandbelow ........... ... ... ... ... ... 84.1 98.5 134.9 165.9
Total by lowest agency rating. . ............ $4,7544 $4,665.6 $4,196.3 $4,297.0
Vintage
2003 and prior. . ... .o $2,092.9 $2,174.9 $2,400.3 $2512.8
2004 ... e e 545.6 5234 584.3 574.8
. 7162 683.4 841.0 8359
2000 . .. e 428.2 389.7 370.7 3735
2007 .. e e 971.5 894.2 — —
Total by vintage . ...... ... ... ... ..... $4,754.4 $4,665.6 $4,196.3 $4,297.0

e

(1) Includes leveraged interest-only CMBS for which our fixed income analysts internally rate as BBB-, but the
agencies rat¢ as AAA.




U.S. Invested Assets
Asset-Backed Securitles — Home Equity by Rating and Vintage

December 31, 2007 December 31, 2006
Amortized cost  Carrying amount  Amortized cost  Carrying amount
(in millions)

Lowest agency rating

AAA s $454.4 $434.1 $469.4 $465.0
AA e e e 105.1 9.9 155.5 155.7
I 314 274 16.0 16.1
BBB ....... . e e 8.1 4.6 — —
BBandbelow ............ .00t —_ — — —
Total by lowest agency rating. .. ........... $599.0 $557.0 $640.9 $636.8
Vintage
2003andprior. . ... $307.6 $290.2 $376.6 $375.3
2004 ... 104.3 100.2 120.2 118.0
2005 ... e e s 107.6 97.6 115.3 114.2
2006 . ... .. e 163 15.7 2838 29.3
2007 . e s e s 63.2 533 — —_
Total by vintage ......... ... ... ..., $599.0 $557.0 $640.9 $636.8

We believe that our long-term fixed maturity securities portfolio is welt diversified among industry types and between
publicly traded and privately placed securities. Each year, we direct the majority of our net cash inflows into investment
grade fixed maturity securities. Our current policy is to limit the percentage of cash flow invested in below invesiment
grade assets 10 7% of cash flow. As of December 31, 2007, we had invested 3.7% of new cash flow for the year in below
investment grade assets. While the general account investment returns have improved due to the below investment grade
assel class, we manage its growth stratcgically by limiting it to 10% of the total fixed maturity securities porifolios.

We invest in privately placed fixed maturity securities to enhance the overall value of the portfolio, increase
diversification and obtain higher yields than are possible with comparable quality public market sccuritics. Generally,
private placements provide broader access to management information, strengthened negotiated protective covenants,
call protection features and, where applicable, a higher lfevel of collatcral. They are, however, generally not freety
tradable because of restrictions imposed by federal and state securities laws and illiquid trading markets.

The foliowing table shows the carrying amount of our corporate fixed maturity securities by Salomon industry
category, as weld as the percentage of the total corporate portfolio that each Salomon industiry category comprises as of
December 31, 2007 and 2006. \

U.S. Invested Assets
Corporate Fixed Maturity Securities by Salomon Industry

December 31, 2007 December 31, 2006
Carrying amount % of total  Corvying amount % of tolal
($ in millions)

Industry class

Finance — Bank . ........... ..o, $ 4,125.7 13% $ 3,659.2 12%
Finance — Insurance . . .. ... o viir i iniin i nnn 3,147.8 10 3,119.1 10
Finance — Other. . ... .. ... ittt c i 4,770.1 15 4,792.2 16
Industrial — Consumer ............. ciiirninan 1,2413 4 1,100.0 4
Industrial — Energy ....... ... 3,143.0 10 2,683.2 9
Industrial — Manufacturing . .. ......... .. ... L 5,638.7 18 5,518.4 18
Industrial — Other . ...... ..o 171.4 1 105.3 —
Industrial — Service ... ........ i 4,432.1 14 4,d62.3 15
Industrial — Transport. . . ... .o vivivenenens . 1,020.1 3 836.9 3
Utility — Electric ........... oo, ' 2,328.5 7 24179 8
Utility —Other. ... ..ol 46.5 - 47.6 —
Utility — TRlecom . ... .. ovi i e 1,626.1 5 1,645.5 5
£ [ ARG $31,6883 io% $30,387.6 100%
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We monitor any decline in the credit quality of fixed maturity securitics through the designation of “prablem
securitics”, “potential problem securities” and “restructured securities”. We define problem securities in our fixed
maturity portfolio as sccurities: (i) as to which principal and/or interest payments are in default or where default is
perceived to be imminent in the near term, or (ii) issued by a company that went into bankruptcy subsequent to the
acquisition of such securitics. We define potential problem securities in our fixed maturity portfolio as securities included
on an internal “watch list” for which management has concerns as to the ability of the issuer to comply with the present
debt payment terms and which may result in the security becoming a problem or being restructured. The decision
whether 10 classify a performing fixed maturity security as a potential problem involves significant subjective judgments
by our management as to the likely future industry conditions and developments with respect to the issuer. We define
restructurcd securities in our fixed maturity portfolio as securities where a concession has been granted 10 the borrower
related to the borrower’s financia) difficullics that would not have otherwise been considered. We determine that
restructures should occur in those instances where greater economic value will be realized under the new terms than
through liquidation or other disposition and may involve a change in contractual cash flows, If at the time of restructure,
the present valuc of the new future cash flows is less than the current cost of the asset being restructured, a realized
capital loss is recorded in net income and a new cost basis is established.

We have a process in place to identify sccuritics that could potentially have a credit impairment thai is other than
temporary. This process involves monitoring market events that could impact issuers’ credit ratinys, business climate,
management changes, litigation and government actions and other similar factors. This process also involves monitoring
lale payments, pricing levcls, downgrades by rating agencies, key financial ratios, financial statements, revenue forecasts
and cash flow projections as indicators of credit issucs. ‘

Every month, a group of individuals including the Chief Investment Officer, our Portfdlio Managers, members of our
Workout Group and rcpresentatives from Investment Accounting review all securitics to determine whether an other
than temporary decline in value exists and whether losses should be recognized. The analysis focuses on each issuer’s
abilily to service its debts in a timely fashion and the length of time the security has been trading below cost. Formal
documentation of the analysis and our decision is prepared and approved by management.

We consider relevant facts and circumstances in cvaluating whether a credit or interest-rate related impairment of a
sccurity is other than temporary. Relevant facts and circumstances considered include: (1) the extent and length of time
the fair value has been below cost; (2) the reasons for the decline in value; (3) 1he financial position and access 1o capital
of the issucr, including the current and future impact of any specific events; and (4) our ability and intent 1o hold the
sccurity for a period of time that allows for the recovery in vatue which, in some cascs, may extend to maturity. To the
extent we determine that a security is deemed to be other than temporarily impaired, the difference between amortized
cost and fair value would be charged to net income. .

There are a number of significant risks and uncenainties inherent in the process of monitoring credit impairments
and determining if an impairment is other than temporary. These risks and uncertaintics include: (1) the risk that our
asscssment of an issuer’s ability to meet all of its contractual obligations will change bascd on changes in the credit
characteristics of that issuer, (2) the risk that the cconomic outlook will be worse than’ expected or have more of an
impact on the issuer than anticipated, (3) the risk that our investment professionals are making decisions based on
fraudulent or misstated information in the financial statements provided by issuers and (4) the risk that new information
obtained by us or changes in other facts and circumstances tead us to change our intent to hold the security to maturity or
until it recovers in valuc. Any of these situations could result in a charge to carnings in a future pzriod.

Due to the credit disruption in the last half of 2007 that led to reduced liquidity and wider credit spreads, we saw an
increase in realized and unrealized losses in our sceurities portfolio. The losses were more pronounced in structured
products such as collateralized debt obligations and ABS. The decline in value in large part reflects the illiquid markets.

The net realized loss relating to other than temporary credit impairments of fixed maturity securities was
$207.3 million for the year ended Dccember 31, 2007. The largest portion of this loss relates to collateralized debt
obligations with sub-prime exposure and certain structured residual interest securities. Certain fixed maturity sccurities
moved into a loss position during the second quarter of 2007, and we determined that we did not have the ability and
intent 1o hold these securities. As a result, we recognized impairment losses on these securities of $24.5 million, net of
recoveries on the subsequent sale, primarily due o a change in interest rates.

For the year ended December 31, 2007, we realized $34.6 miltion of gross losses upon disposal of bonds excluding
hedging adjustments. Included in this $34.6 million is $32.3 million related to sales of forty-two credit impaired and credit
related names. We generally intend to hold securities in unrealized 10ss positions until 1they mature or recover, However,
we do sell bonds under certain circumstances such as when we have evidence of a significant deterioration in the issuer’s
creditworthiness, when a change in regulatory requirements modifies what constitutes a permissible investment or ihe
maximum level of investments held or when there is an increase in capital requirements or a change in risk weights of
debt securities. Sales generate both gains and losses.
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The following tables present our fixed maturity securities available-for-sale by industry category and the associated

gross unrealized gains and losses as of December 31, 2007 and 2006.

U.S. Invested Assets
Fixed Maturity Securities Available-for-Sale by Industry Category

December 3L, 2007

Gross Gross
Amoriized  oprealized  unrenlized Carrying
cost gains losses amount
(in mitlions)

Finance — Bank . ... ... ittt e s e $ 42264 $ 460 $ 1767 $ 4,095.7
Finance — InSurance . . .. ...t e ittt cn i e 31156 100.6 68.4 3,147.8
Finance — Other. . ..ottt e ittt i e 4,784.1 1334 1474 4,770.1
Industrial — Consumer .. .........cuvimrrvinraannnnns 1,230.2 36.2 19.1 1,2413
Industrial — EDEIEY. . .. .. oot 3,0123 183.7 23.0 3,143.0
Industrial — Manufacturing . ... ... ... o i 5,601.8 145.0 108.1 5,638.7
Industrial — Other ........ ... i 169.9 2.5 1.0 171.4
Industrial — Service .. ... ... i i s 4,341.6 137.2 46.7 4,432.1
Industrial -— Transport . . .......... [ N 1,001.4 42,2 235 1,020.1
Utility — EIECITIC ..o 2,268.6 79.9 23.0 23255
Utility — Other. .. ...t 41.0 5.5 -— 46.5
Utility — Telecom ... ... it e e e ahans 1,558.9 86.3 19.1 1,626.1

Total corporate SECUTIties . ... ... ..ovevioreninaeanas 31,351.8 962.5 656.0 31,6583
Residential pass-through securities . .................covn. 1,481.5 23.6 20 1,496.1
Commercial morigage-backed securities ................... 4,754.4 107.4 196.2 4,665.6
Residential collateralized mortgage obligations .............. 947.7 33 14.1 936.9
Asset-backed securities — Home equity . .................. 599.0 0.1 42.1 5570
Asset-backed securities — Allother ............. ... .t 892.6 19.1 83 903.4
Collateralized debt obligations — Credit . .................. 7354 0.1 123.6 611.9
Collateralized debt obligations — CMBS. .................. 332.7 14 T1.6 262.5
Collateralized debt obligations — Loans ................... $8.8 —_ 5.7 83.1
Collateralized debt obligations — ABS . ................... 9.1 —_ 30.1 64.0

Total mortgage-backed and other asset-backed securities . . . ... 9,926.2 155.0 500.7 9,580.5
US. Government and agencies . .. ... .o ovve e 628.5 29.0 0.1 657.4
States and political subdivisions .......... e e 1,867.6 39.1 10.2 1,896.5
Non-U.S. GOVEINMENLS . . .. .. ovvvivenrcn et 419.4 35.7 1.2 453.9

Total fixed maturity securities, available-for-sale . ........... $44,193.5 $1,221.3 $1,168.2 $44,246.6
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U.S. Invested Assets

Fixed Maturity Securities Available-for-Sale by Industry Category

December 31, 2006

- ‘ Gross Gross
Amortized  unrealized unrealized  Corrying
cost ghins tosses amount
{in millions)

Finance — Bank ....... e e e e e e e $35921 § 783 5219 % 36485
Finance — INSUTANCE . . .o\ v vt e e et 3,0574 83.0 218 3,118.6
Finance — Other...... e e e b e e 4661.3 1669 36.5 4,791.7
Industrial — Consumer ........... e e et 1,082.1 29.1 1.3 1,099.9
Industrial — Energy . . oo .o ooyt e 2,552.2 1455 15.7 -2,682.0
Industrial —— Manufacturing . ........ ... .. ... .. .. ... ..., 5,406.] 1558 4.0 5,517.9
Industrial — Other ... .. .. .. ... it einennns 104.7 1.3 0.7 105.3
Industrial — Service . . ... ... .. .. e 43443 143.9 26.9 4,461.3
Industrial — Transport . ..o v oot v it i e 796.0 46.2 5.3 8369
Utility — Electric. . . . . e 2,343.5 91.9 17.7 2,417.7
Utility — Other . ... ... .. ... ... e e e 410 6.6 -— 47.6
Utility — Telecom . .. ..o i e e 1,569.0 876 i1.3 1,645.3
Total Corparale SECUnities . ... v v et on v nnnns 29,549.7  1,036.1 213.1 30,372.7
Residential pass-through securities . ... ... ... ... ... oo 1,557.9 199 20.2 1,557.6
Commercial mortgage-backed securities .. .................... 41211 133.9 N2 42218
Residential collateralized mortgage obligations . ................ 951.5 039 139 938.5
Asset-backed securities — Home equity . .. ......... ... 0 6385 L5 5.6 634.4
Asset-backed. securities — Allother. . ... ....... .. ... ... ... K940 50.9 2.2 1,042.7
Collateralized debt obligations — Credit .. ................ ... 5215 - 09 0.4 5280
Collateralized debt obligations — CMBS . ....... .. ........... 197.9 8.5 1.8 204.6
Collateralized debt obligations — Loans. .. ............. SR 539 "07 0.5 54.1
Collateralized debt obligations — ABS . ............ ... ...... 1233 0.2 — 123.5
Tolal mongage-backed and ather asset-backed securities. . ....... " 91656 2174 178 9,305.2
U.S. Government and agencies . . .....o.vveiiniir e ninn.. 1530.8 . 08 i8 - 5278
States and political subdivisions . . .......... ... ... .. 0l 1,557.7 1 454 - 4.9 1,598.2
Non-US. BOVEIMMENIS - . . ...t i e e e ia e e ia e 3849 i 36.1 0.3 420.7
Total fixed maturity securities, available-for-sale . . .. ........... $41,1887 $1,3358  $299.9  $42,224.6

‘The total unrealized losses on our fixed maturity securitics available-for-sale were $1,1682 million and
$299.9 million as of December 31, 2007 and 2006, respectively. Of the $1,168.2 million in gross unrealized losses as of
December 31, 2007, there were $9.5 million in losses attributed to securitics scheduled to mature in one year or less,
$107.3 million autributed to securities scheduled to mature between one to five years, $255.3 million attributed to
securitics scheduled 10 mature between five to ten years, $295.4 million attributed fo sccurities scheduled to mature after
ten years and $500.7 million rclated to mortgage-backed and other ABS. The gross unrealized losses as of December 31,
2007 were concenirated primarily in the Commercial mortgage-backed securities, Financial — Bank, Financial — Other,
Collatcralized debt obligations — Credit and Industrial — Manufacturing sectors. The gross unrcalized losses as of
December 31, 2006 were concentrated primarily in the Industrial — Manufacturing, Fmanc:al — Other, Commercial

morigage-backed sceurities and Industrial — Scrvices sectors.
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The following tables present our fixed maturity securities avaitable-for-salc by investmeni grade and bclow
| investment gradc and the associated gross unrealized gains and losses as of December 31, 2007 and 2006.

U.S. Invested Assets
Fixed Maturity Securities Available-for-Sale by Quality
December 31, 2007
Gross Gross
Amortized  unreslized uoreatized  Carrying
cost gains losses amount
{in milfions)
Jnvestment grade:
2T 1 TS $27,9669 $ 7528 $ 5775 $28,142.2
PHIVAIE . ottt ettt nt e e 14,027.8 410.3 4963 13,941.8
Below investment grade:
| PUBIC o vt t ie et e e e s 1,149.9 274 63.8 1,113.5
PIVALE .« oo ettt enmes s n et e 1,048.9 Jo.8 k]IS 1,049.1
Total fixed maturity securities, available-for-sale ................ $44,193.5 $1,221.3 $1,168.2  $44,246.6

! U.S. Invested Assets
| Fixed Maturity Securities Available-for-Sale by Quality

December 31, 2006

| Gross Gross
Amortized  unrealized unrealized  Carvying
cost gains losses amount

. {in millions)
Investment grade:

PUBIIC ..ttt e e e $26,995.7 $§ 7707  $201.5  $27,564.9

| PIIVALE . o ottt et e e e 12,2924 469.5 87.3 12,674.6
Below investment grade:

PUBIC . . o e e e 1,070.5 44.2 6.0 1,108.7

PIIVALE . . 4 . v st v s et n s n e 830.1 514 5.1 8§76.4

Totaj fixed maturity securities, available-for-sale . ............... $41,188.7 $1,3358  $299.9  $42,224.6

U.S. Invested Assets
Unrealized Losses on Investment Grade Fixed Maturity Securities
Available-for-Sale by Aging Category

December 31, 2007

Public Private Total

Gross Gross Gross
Carrying  unrealized Carrying  unrealized  Carrying  unrealized

amount lusses amount losses amount losses

{(in miflions)

Three months ordess . ... v viiii v $28588 $719 $1,5563 $360 § 44151 § 1079
Greater than three tosixmonths . . ......... 1,249.7 89.4 1,058.8 1200 2,308.5 209.4
Greater than six to nine months . .......... 1,502.7 114.7 1,243.8 1.7 2,746.5 232.4
Greater than nine to twelve months . ... ... .. 993.2 74.6 7194 107.1 1,712.6 181.7
Greater than twelve to twenty-four months . . .. 1,545.8 100.8 580.2 454 2,126.0 146.2
Greater than twenty-four to thirly-six months . . 30543 104.5 1,114.9 578 4,169.2 1623
Greater than thirty-sixmonths . . . .......... 617.9 21.6 354.2 123 972.1 339
Total fixed maturivics, available-for-sale . ., .. $11,8224  $5775  $6,627.6  $4963  $18,450.0 $1,073.8
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' U.S. Invested Assets
Unrealized Losses on Investment Grade Fixed Maturity Securities
Available-for-Sale by Aging Category

o December 31, 2006
Public Private . Total
Gross Gross Gross
Carrying  unrealized Carrying uorealized  Corrying  unrealized
amount losses omount losses amoun! losses
. {in millions}
Three monthsordess ................... $ 27304 $176  $1,4T12  § 91 $420016 § 267
Greater than three tosixmonths . .. ........ 303 0.4 22.7 0.3 53.0 6.7
Greater than six to nine months .. ... e 2248 16 107.1 1.3 3319 29
Greater than nine to twelve months . . ... ..., 1,502.6 28.2 349.9 8.2 2,052.5 36.4
Greater than twelve to twenty-four months . . ., 5,688.9 126.0 1,938.1 522 17,6270 178.2
Greater than twenty-four to thirty-six months . | 8434 229 3655 10.2 1,208.9 331
Greater than thirty-six months , . ........... 101.5 4.8 113.9 6.0 2154 10.8
. Total fixed matvrities, available-for-sale . . . . . $11,1219  $2015  $4,568.4 $87.3 $15,690.3  $288.8
U.S. Invested Assets
Unrealized Losses on Below Investment Grade Fixed Maturity Securities
Available-for-Sale by Aging Category
December 31, 2007
Public Private Total
Gross Gross Gross
Carrylng unreatized Carrying unrealired  Carrying  unrealized
amount losses zmount losses amount losses
(in millions)
Three monthsorless. . - ... .. civiiennn.. $ 954 $ 40 $187.0 $55 § 2824 895
Greater than three tosixmonths ............. 6.8 2.6 115.6 5.4 178.4 8.0
Greater than six tonine months . . ............ 130.5 228 91.3 a0 221.8 25.8
Greater than nine to twelve months ... ........ 91.5 1.3 173 0.7 108.8 12.0
Greater than twelve to twenty-four months . ... .. 570 11.1 217 13.0 78.7 24.1
Greater than twenty-four to thirty-six months. .. .. 138.3 114 729 21 2112 135
Grealer than thirty-six moaths . ... ... ........ 165 0.6 26.6 0.9 43.1 LS
Total fixed maturities, available-for-sale .. ..... $592.0 $61.8 $532.4 $30.6 $1,124.4 $944
U.S. Invested Assets
Unrealized Losses on Below Investment Grade Fixed Maturity Securities
Available-for-Sale by Aging Category
December 31, 2006
Public Private Total
Gross Gross Gross
Carrying unrenlized Carrying unrealized Corrying  unrealized
amount losses amount losses amount tosses
. (in millions)
Three monthsorless .. ... ..ocrvneevnnvnns $ 64.0 $0.2 $ 835 305 $147.5 $07
Greater than three tosixmonths . . . .........., — -— —_ = —_ —
Greater than six toninemonths . ...... ... ... 387 1.0 —_ - 387 1.0
Greater than nine to twelve months . ... ........ 56.6 1.3 — — 56.6 13
Greater than twelve to rwenty-four months . .. .. .. 152.8 35 117.8 3.0 270.6 6.5
Greater than twenty-four to thirty-six months . . ... - — 273 LS 273 1.5
Greater than thirty-six months. . .............. — = 06 . 01 0.6 0
Total fixed maturitics, available-for-sale . .. .. ... $3121 g £229.2 $5.1 $541.3 &

Of total gross unrealized losses as of December 31, 2007 and 2006, $1,073.8 million and $288.8 million were related
10 investment grade securilies, respectively. Gross unrealized losses related to below investment grade securities were

$94.4 million and $11.1 million as of December 31, 2007 and 2006, respectively.
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The following tables present the carrying amount and gros$ unrealized losses on fixed maturity securities
available-for-sale, where the estimated fair value has declined and remained below amortized cost by 20% or more as of
| December 31, 2007 and 2006.
| U.S. lavested Assets
Unrealized Losses on Fixed Maturity Securities
Avatilable-for-Sale by Aging Category
December 31, 2007
Problem, potential All other fixed
problem, malurily
. and restructured securilies Total
Gross Gross Gross
Carrying unrealized Carylng unrealized Carrying  unrealized
amounl losses amount fosses amount losses
(in millions) )
Three monthsorless . ...... .0 ivevnnennns $ — $ — $670.2 $240.2 $670.2 $240.2
Greater than three tosixmonths . . . ........... — — 110.7 80.9 110.7 80.9
Greater than six to nine months . .. ........... — - 0.5 03 0.5 0.3
Greater than nine to twelve months . . ... ... .. .. —_ —_ —_ — — —
Greater than twelve months . .. ... ........... — —_— —_ —_ —_ —_
Total fixed maturity securities, available-for-sale ..  § — $ — $781.4  $3214  $7814  $3214
U.S. Invested Assets
Unrealized Losses on Fixed Maturity Securities Available-for-Sale by Aging Category
December 31, 2006
Problem, potential All ather fixed
problem, malurity
and restructured securities Total
Gross Gross Gross
Carrying unrealized Carrying unrealized Carrying  unrealized
amound losses amount losses amount losses
. {in millions)
Three monthsorless ............ccccvv.nnn $ — 5 — $0.7 $0.2 $0.7 $0.2
Greater than three tosixmonths . .. . .......... — — 03 0.2 0.3 02
Greater than six toninemonths ... ........... —_ _ — — —_ —_—
. Greater than nine to twelve months . . .. ........ — - — — — —
| Greater than twelve months .. .. .. .....vunn.. — —_— - - = =
Total fixed maturity sccuritics, available-forsale.. $ — $ — $10 504 $1.0 $0.4
Gross unrealized losses on fixed maturity securities where the estimated fair value has been 20% or more below
amortized cost were $321.4 million as of December 31, 2007, and $0.4 million as of December 31, 2006. There were no
gross unrealized losses attributed to those securities considered to be “problem”, “potential problem” or “restructured”

I as of December 31, 2007 and 2006.

i The following table presents the total carrying amount of our fixed maturity portfolio, as well as its problem,
potential problem and restructured fixed maturities for the periods indicated:

U.S. Invested Assets
Problem, Potential Problem and Restructured Fixed Maturities at Carrying Amount

December 31, December 31,
2007 2006
(§ in millions)

Total fixed maturity securities (public and private) . . . ... ... ..o $44,548.7 $42,423.8
Problem fixed maturity Securities . . . ... oo i i e $ 131 $ 3.5
Potential problem fixed maturity securities ... ... . . oo e 29.2 2.2
Restructured fixed maturity securities .. ... ... i 5.9 11.2

Total problem, potential problem and restructured fixed maturity securities .. §  48.2 $ 169

Total problem, potential problem and restructured fixed maturity securities as ]

a percent of total fixed maturity securities . ... ....... ... ..ol A1% 04%

Mortgage Loans
Mortgage loans consist primarily of commercial mortgage loans on real estate. At December 31, 2007, commercial
morigage loans aggregated ta $10,763.5 million. Commercial mortgage loans on real estate are gencrally reported at cost
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adjusted for amortization of premiums and accrual of discounts, computed using the interest method and net of valuation
allowances. Commercial moTtgage loans held for sale are carricd at the lower of cost or fair value, less cost 1o scll and
reported as mortgage loans in the stalements of financial position.

Commercial mortgages play an important role in our investment strategy by: A

+ providing strong risk-adjusted relative value in comparison to other investment alternatives;
* enhancing total returns; and

» providing straiegic portfolio diversification.

As a result, we have focused on constructing a solid, high quality portfolic of morigages. Our portfolio is generally
comprised of morigages with conservative loan-to-valuc ratios, high debt service coverages and general purpose property
lypes with a strong credit tenancy.

QOur commercial loan porlfoho consists of primarily non-recourse, fixed rale mortgages on fully or near fully leased
properties. The mortgage portfolio is comprised of general-purpose industrial properties, manufacturing office propertics
and credit oriented retail properties.

Credit extensions in the state of California accounted for 18% of our commercial mortgage loan portfolio as of
December 31, 2007. We are, therefore, exposed to potential losses resulting from the: risk of citastrophes, such as
earthquakes, that may affect the region. Like other lenders, we gencrally de not reqiire earthquake insurance for
properties on which we make commercial mortgage loans. With respect to California properties, however, we obtain an
engineering report specific 1o cach property. The report assesses the building's design specifications, whether it has been
upgraded 10 meet seismic building codes and the maximum loss that is likely to result from a variety of differcnt scismic
events. We also obtain a report that assesses, by building and gcographic fault lines, the amount of loss our commercial
mortgage loan portfolio might suffer under a variety of seismic events.

Our commercial loan portfolio is highly diversified by borrower. As of Decembér 31, 2007, 33% of the US.
commercial mortgage loan portfolio was comprised of mortgage loans with principal balances of less than $10.0 million.
The total number of commercial mortgage loans outstanding as of December 31, 2007 and 2006 was 1,254 and 1,262,
respectively. The average loan size of our commercial mortgage portfolio was $8. 6 million as of December 31, 2007.

We actively monitor and manage our commercial mortgage loan portfolio. Substantially all ioans within the portfolio
are analyzed regularly and are internally ratcd, based on a proprictary risk rating cash flow model, in order to monitor the
financial quality of these assels. Based on ongoing monitoring, mortgage loans with a likelihood of becoming delinquent
are identified and placed on an internal “watch list”. Among criteria which would indicale a potential problem are:
imbalances in ratios of loan to value or contract rents fo debt service, major tenant vacancies or bankruptcies, borrower
sponsorship problems, late payments, delinquent taxes and loan relief/restructuring requests.

We review our mortgage loan portfalio and anulyze the need for a valuation allowance for any loan which is
delinqueni for 60 days or more, in process of foreclosure, restructured, on the “watch list™, or which currently has a
valuation allowance. We categorize loans, which are delinquent, loans in process of foreclosure, and loans to borrawers in
bankrupicy as “problem” loans. Potential problem loans arc loans placed on an internal “watch list” for which
management has concerns as to the ability of the borrower to comply with the present loan payment terms and which may
result in the loan becoming a problem or being restructured. The decision whether to classify a performing loan as a
potential problem involves significant subjective judgments by management as to the likely future cconomic conditions
and developments with respect 1o the borrower. We categorize loans for which the original terms of the morigages have
been modified or for which interest or principal payments have been deferred as “restructured” loans. We also consider
matured loans that are refinanced at below market rates as restructured.

The valuation allowance for commercial mortgage loans includes a loan specific allowance for impaired loans and a
provision for losses based on past loss experience believed to be adequate to absorb estimated probable credit losses. The
changes in this valuation allowance arc reporied in aet income on our consolidated statcments of operations.

Commercial mortgage loans on real estate are considercd impaired when, based on current inlormation and events,
it is probable that we will be unable to collect all amounts duc according to contractual terms of the loan agreement.
When we determine that a loan is impaired, a vajuation allowance is cstablished or a direct writc-down of the loan is
recorded for the difference between the carrying amount of the mortgage loan and the estimated value. Estimated value
is based on either the present value of the expected future cash flows discounted at the loan’s effeciive intercst rate, the
loan’s observable market price or fair value of the collateral. When a valuation allowance is established, subsequent
recoveries are charged to the valuation allowance and subsequent losses may be charged to the valuation allowance or as
& direct write-down of the loan.

The determination of Ihe calculation and the adequacy of the morigage loan loss provision baszd on past cxpcncnce
and mortgage impairments are subjective. Qur periodic evaluation and assessment of the adequacy of the prowsmn for
losses and the necd for mortgage impairments is based on known and inherent risks in the portfolio, adverse situations
that may affect the borrower’s ability to repay, the estimated value of the underlying collateral, composition of the loan
portfolio, current economic conditions, loss expericnce and other retevant factors. The current partfolio statistics and
past loss experience produced a provision for the Principal Life general account totaling $30.6 million. The evaluation of
our impaired loan component of the allowance is subjective, as it requires cstimating the amounts and timing of future
cash flows cxpected to be received on impaired loans. Our financial position is sensitive o changes in estimated cash
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flows from mortgages, the value of the collateral and changes in the economic environment in general. The valuation
allowance increased by $10.6 miltion for the year ended December 31, 2007, and decreased by $1.0 million for the year
ended December 31, 2006.

The following table represents our commercial mortgage valuation allowance for the periods indicated:

U.S. Invested Assels
Commercial Mortgage Valuation Allowance

December 31, December 31,
2006

2007
. (% in millions)
Beginning balance .. ... ... ..o $32.2 $33.2
PrOVISION . o ot oo v e e e o st et e et saam ettt a e aaesns 10.8 1.3
2 1 L« R (0.2) 2.3)
Ending balance ... ... ... oot e $42.8 $32.2
Valuation allowance as % of carrying value before reserves . .. .. ... .o A0% 32%

The following tablc presents the carrying amounts of problem, potential problem and restructured commercial
mortgages relative to the carrying amount of ali commercial mortgages for the periods indicated:

U.S. Invested Assets
Probtem, Potential Problem and Restructured Commercial Mortgages at Carrying Amount

December 31,  December 31,
2007

2006
(% in millions)

Total commercial MOFLZARES . . .. oot v it et e e $10,763.5 $10,090.3
Problem commercial mortgages(i) .. ... ... o $ 353 5 107
Potential problem commercial mOrtgages .. ... ..o 14.5 9.1
Restructured commercial MoTtgages. . . . .o .o v vn v e o in e 14.8 6.8

Total problem, potential problem and restructured commercial mortgages ... $ __ 65. $ 266

Total problem, potential problem and restructured commercial mortgages as a

percent of total commercial mortgages ... ... ... e 60% 26%

(1) Problem commercial mortgages includes one morigage loan in foreclosure of $13.0 million as of December 31, 2007,
- and one mortgage loan in foreclosure of $10.6 million as of December 31, 2006. The loan in foreclosure as of
December 31, 2007, is not the same mortgage loan that was in foreclosurc as of December 31, 2006.

Equity Real Estale

We hold commercial equily real estate as part of our investment portfolio. As of December 31, 2007 and 2006, the
carrying amount of equity real estate investment was $859.6 million and $801.4 million, or 1% of U.S. invested asscts. Our
commercial equity real cstate is held in the form of wholly owned real estate, real estate acquired upon forcclosure of
commercial morigage loans and majority owned interests in real estate joint ventures.

Equity real estate is categorized as either “‘real estate held for investment” or “real estate held for sale.” Real estate
held for investment totaled $777.2 miilion as of December 31, 2007, and $683.2 million as of December 31, 2006. The
carrying value of real estate held for investment is generally adjusted for impairment whenever cvenls or changes in
circumstances indicate that the carrying amount of the asset may not be recoverable. Such impairment adjustments are
recorded as realized investment losses and accordingly, are reflected in our consolidated results of operations. For the
year ended Deccmber 31, 2007 and for the ycar ended December 31, 2006, there were no such impairment adjustments.

The carrying amount of real estate held for sale as of December 31, 2007 was $82.4 million. There was no valuation
allowance a1 December 31, 2007. The carrying amount of real estate held for sale as of Deccmber 31, 2006 was
$118.2 million, net of valuation allowance $4.7 million. Once we identify a real estate property to be sold and commence a
plan for marketing the property, we classify the property as held for sale. We establish a valuation allowance subject to
periodic revisions, if necessary, to adjust the carrying value of the property to reflect the lower of its current carrying
vatue or the fair value, less associated sclling costs.

We usc research, both internal and external, to recommend appropriate product and geographic allocations and
changes 10 the cquily real estate portfolio. We monitor product, geographic and industry diversification separately and
together to determine the most appropriate mix.

Equity real estate is distributed across geographic regions of the country with larger concentrations in the South
Atlantic, West South Central and Pacific regions of the United States as of December 31, 2007. By property type, there is
a concentration in office and industriat site buildings that represented approximately 56% of the cquity real estate
portfolio as of December 31, 2007.
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Other Investments

QOur other investments totaled $1,391.4 million as of December 31, 2007, compared to $972.6 million as of
December 31, 2006. Derivatives accounted for $1,067.3 million in other investments as of December 31, 2007. The
remaining invested assels include equity method investments, which include properties owned jointly with venture
partners and operated by the partners.

International Investment Operations

Of our invested assets, $4.1 billion were held by our International Asset Management and Accumulatioa segment as
of December 31, 2007. Qur international investment operations consist of the investments of Principal International.
Principal Giobal Investors advises each Principal International affiliate on investment policies and strategies that are
consistent with the products they offer. Duc 1o the regulatory constraints in cach country, each company maintains its
own investment policies. As shown in the following table, the major categories of interpational invested assets as of
December 31, 2007 and 2006, were fixed maturity securities, other investments and residential mornigage loans:

International Invested Assets
December 31, 2007 . Decembur 31, 2006
Carrying amount % of total  Corrying smount % of total
{($ in millions)

Fixed maturity securilies:

Public .. ... i e $2,719.5 67% $2,303.1 69%
Equity securities . ......... . i, 52.7 1 519 2
Mortgage loans:

Residential . ............ ..., 558.6 14 522.0 16
Real cstate held for investment . . ............. 29 —_ 12.2 —_
Policyloans ............ ... ..., 16.2 - - —
Other INVeStMENTS . . . oo v vt it vt ia iy e 721.2 18 438.1 13

Total invested assets .. .. ... ...t 4,0771 100% 33273 100%
Cash and cash equivalents . ................. 82,9 55.0

Total invested assetsand cash . ............. $4,160.0 $3,382..}

Our other investments totaled $727.2 million as of December 31, 2007, compared to $438.1 million as of
December 31, 2006, Investment in equity method subsidiaries and direct financing leases accounted! for $455.6 million
and $256.3 million, respectively, of other investments as of December 31, 2007, Investment in equity method subsidiaries
and direct financing leascs accounted for $262.7 million and $150.0 million, respectively, of other investments as of
December 31, 2006. The remaining invested assets as of December 31, 2007 and 2006, are primarily related 10 derivatives
and seed money.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk
Market Risk Exposures and Risk Management

Market risk is the risk that we will incur losses due to adverse fluctuations in-market rates and prices. Our primary
market risk exposure is 10 changes in interest rates, although we also have exposurcs to changes in equity prices and
foreign currency exchange rates.

The active management of market risk is an integral part of our operations, We manage our overall market risk
cxposure within established risk tolerance ranges by using the following approaches: .

* rebalance our existing asset or liability portfolios;
* control the risk structure of newly acquired asseis and liabilities; or

*» use derivative instruments to modify the market risk characteristics of cx1sung assels or liabilities or assets
expected to be purchascd.

Interest Rate Risk

|
laterest rate risk is the risk that we will incur economic losses due to adverse changes in interest rates. One source of
interest rate risk is the inherent difficulty in obtaining assets that mature or have their rate reset at the exact same time as
the liabilities they support. Assets may have 1o be reinvested or sold in the future to meet the liability cash flows in
unknown interest rate environments. Also, there may be timing differences between when new liabilities arc priced and
when assets are putchased or procured that can cause fluctuations in profitability if interest rates move materially in the
interim. A third source of intérest rate risk is the prepayment options embedded within assct and liability contracts that

can alter the cash flow profiles from what was originally expected. :
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One of the measures we usc to quantify our exposure 10 interest rate risk is duration. To calculate duration, we
project asset and liability cash flows. These cash flows are discounted to a net present value basis using a spot yield curve,
which is a blend of the spot yield curves for each of the .assel types in the portfolio. Duration is calculated by
re-calculating these cash flows, re-determining the net present value based upon an alternative level of interest rates, and
detcrmining the percentage change in fair value.

We manage interest ratc risks in a number of ways. Differences in durations between assels and liabilitics are
measured and kept within acceptable tolerances. Derivatives are also commonly used 1o mitigate intcrest rate risk due to
cash flow mismatches and timing differences. Prepayment risk is controlled by limiting our cxposure to investments that
are prepayable without penalty prior to maturity at the option of the issuer. We also require additional yield on these
investments to compensate for the risk the issuer will exercise such option. Prepayment risk is also controlled by limiting
the sales of liabilities with features such as puts or other options that can be exercised against the company at
inopportune times.

Duration-Managed. Our exposure to interest rate risk stems largely from our substantial holdings of guaranteed
fixed ratc liabilities in our U.S. Asset Management and Accumulation segment. We actively manage the duration of assets
and liabilities in these products by minimizing the difference between the two. We have established a maximum tolerance
for this difference and seek to stay within this tolerance.

As of December 31, 2007, the difference between the asset and liability durations on our primary duration-managed
portfolio was -.01. This duration gap indicates that, as of this date, the sensitivity of the fair value of our assets to interest
rate movements is less than that of the fair value of our liabilities. Our goal is to minimize the duration gap. Currently,
our guidelines indicate that total duration gaps between the asset and liability portfolios should be within +/-0.25. The
value of the assets in this portfolio was $33,183.4 million as of December 31, 2007.

Duration-Monitored. For products such as whole life insurance and term life insurance that are Iess sensilive to
interest rate risk, and for other producis such as individual single premium deferred annuitics, we manage interest rate
risk based on a modeling process that considers the target average life, maturities, crediting rates and assumptions of
policybolder behavior. As of December 31, 2007, the weighted-average difference between the asset and liability
durations on these portfolios was +.22, This duration gap indicates that, as of this date, the sensitivity of the fair value of
our assets to interest rate movements is greater than that of the fair value of our liabilities. We attempt 10 monitor this
duration gap consistent with our overall risk/reward tolerances. The value of the assets in these portfolios was
$17,990.9 million as of December 31, 2007,

Non Duration-Managed. We also have a block of participating general account pension business that passes most of
the actual investment performance of the assets to the customer. The investment strategy of this block is to maximize
jnvestment return to the customer on a “best cfforts” basis, and there is little or no atiempt 10 manage the duration of
this portfolio since there is liltle or no interest rate risk, The value of the assels in these portfolios was $5,234.0 million as
of December 31, 2007, '

Using the assumptions and data in effect as of December 31, 2007, we estimale that a 100 basis point immediate,
parallel increase in interest rates decreases the net fair 'value of our portfolio by approximately $36.3 million. The
following table details the estimated changes by risk management strategy. The table also gives the weighted-average
duration of the asset portfolio for each category, and the net duration gap (i.c., the weighted-average difference between
the asset and liability durations).

December 31, 2007

Value of Duration du:lnel‘inn ﬁ:lrN :;Iu:

Risk Management Sirategy total assets  of assels gap change
" {in millions) (in millions}
Primary duration-managed . .......... ...t coen $33,1834 3.53 (0o01) % 33
Duration-monitored . ... ....... ... e 17,980.9 4.70 0.22 (39.6)
Non duration-managed . . . . ........ e e 5,234.0 4.43 N/A N/A
Total ... ..o i e f e $56,408.) $ (363)

Our selection of a 100 basis point immediate, parallel increase or decrease in interesl rates is a hypothetical rale
scenario we use 10 demonstrate potential risk. While a 100 basis point immediate, parallel increase does not represent
our view of futurc market changes, it is a near term reusonably possible hypothetical change that iliustrates 1he potential
impact of such events. While these fair value measurements provide a representation of interest rate sensitivity, they are
based on our portfolio exposures at a point in time and may not be representative of future market results, These
exposures will change as a result of ongoing portfolio transactions in rcsponse to new business, management’s assessment
of changing market conditions and available investment opportunities.

.
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Debt Issued and Ouistanding. As of December 31, 2007, the aggregate fair value of long-term debt was
$1,423.6 mitlion. A 100 basis point immediate, parallel decrease in interest rates would incréase the fair value of debt by
approximately $106.3 million. Debt is not recorded at fair value on the statement of financial position.

December 31, 2007
Fair value (no sccrued interest)

=100 hasis 4+ 100 basis
point change  No change point change

{in millions)

8.2% notes payable, due 2009 . . ... ... $ 5008 $ 4932 § 4858
331% notes payable, due 2001 ... ... L 622 60.0 57.9
3.63% notcs payable, due 2011 ... ... e e e e 322 310 30.0
6.05% notes payable, due 2036 . . ......... .. L 655.9 5710 502.0
8% surplus notes payable, due 2084, . ... L L 1189 1103 101.2
Non-recourse mortgages and notes payable . ................... .. ... 134.0 1324 130.2
Other mortgages and notes payable . . ... ...... ... ... . ... .. ... 25,9 25.7 25.2

Total long-term debt . . ... .. . . e $1,529.9 $1,413.6 $1,3323

Use of Derivatives to Manage Interest Rate Risk. We use various derivative financial instruments te manage our
exposure to fluctuations in interest rates, including intcrest rate swaps, swaptions, futures, treasury lock agreements and
options. We use interest ratc swaps and futures contracts to hedge changes in interest rates subsequent to the issuance of
an insurance liability, such as a guaranteed investment contract, but prior to the purchase of a supporting asset, or during
periods of holding assets in anticipation of near term liability sales. We use interest rate swaps primarily to more closely
maich the interest rate characteristics of assets and liabilitics. They can be used to change the sensitivity to the interest
rate of specific assets and liabilities as well as an entire portfolio. We have also used these instrumcnts to hedge the
interest rate exposure in our CMBS operations. Occasionally, we will sell a callable investment-type agreement and will
use written interest rate swaptions to transform the caltable liability into a fixed term liability.

Foreign Currency Risk

Foreign currency risk is the risk that we will incur economic losses duc to adverse fluctuations in foreign currency
exchange rates. This risk arises from forcign currency-denominated funding agreements issued to mon-qualificd
institutional iavestors in the international market, forcign currency-denominated fixed maturity securities and demand
deposits purchascd and our international operations.

We estimate that as of December 31, 2007, a 10% immediate unfavorable change in each of the foreign currency
exchange rates to which we are exposed would result in no material change to the net fair value of our foreign currency
denominated instruments identified above because we effectively hedge foreign currency denominated instruments to
minimize exchange rate impacts. The selection of a 10% immediate unfavorable change in all currency exchange rates
should not be construed as a prediction by us of future market events, but rather as an illustration of the potential impact
of such an event.

Use of Derivatives to Manage Foreign Currency Risk.  The foreign currency risk on funding agreements and fixed
malurity securities is mitigated by using currency swaps that swap the foreign currency interest and principal payments to
our functional currcncy. The netional amount of our currency swap agreements associated with forcign-denominated
liabitities as of December 31, 2007, was $4,351.7 million. The notional amount of our currency swap agreements
associated with foreign-denominated fixed maturity securities as of December 31, 2007, was $1,973.4 million.

With regard to our international operations, we attempt to do as much of our business as possible in the functional
currency of the country of operation. At limes, however, we are unable to do so, and in these cases, we use foreign
exchange derivatives to economically hedge the resulling risks. As of December 31, 2007, our operations in Chile had

. currency swaps with a notional amount of $24.1 million that are used to swap cash flows on U.S. dollar-denominated

bonds i0 a local currency. Chife also utilized currency forwards with a notional amount of $134.1 million in order to
mitigate currency exposure related to bonds denominated in currencies other than Chilean pesos.

Additionally, we may take measures to hedge our net equity investments in our foreign subsidiaries from currency
risks. Currently, there are no outstanding net equity investment hedges,

1

Equity Risk

Equity risk is the risk that we will incur economic losses due to adverse Ructuations in a particular common stock. As
of December 31, 2007, the fair value of our cquity securities was $586.2 million. A 10% decline in the value of the equity
securities would result in an unrealized loss of $58.6 million. The selection of a 10% unfavorable change in the equity
markets should not be construed as a prediction by us of futurc market events, but rather as an illustration of the
polential impact of such an event.

76




We also have equity risk associated with (1) fixed deferred annuity products that credit interest to customers based
on changes in an external cquity index; (2) variable annuity contracts that have a GMWB rider that allows the customer
to receive al least the principat deposit back through withdrawals of a specified annual amount, even if the account value
is reduced to zero; (3) variable annuity contacts that have a GMDB that allows the death benefit to be paid, even if the
account value has fallen below the GMDB amount; (4) invesiment-type contracts in which the return is tied 10 an
external equity indcx; and (3) investment-type contracts in which the return is subject to minimum contractual
guarantees.

Use of Derivatives to Manage Equity Risk. We economically hedge the fixed deferred annuity product by purchasing
options that match the product’s profile. We economically hedge the GMWB exposure using futures, options and interest
rate swaps. We economically hedge the investment contract exposure 10 an external equity index using equity call options.

Credit Risk

Credit risk relates to the uncertainty associated with the continued ability of a given obligor to make timely paymenis
of principal and intercst. Qur ability to manage credit risk is essential 10 our business and our profitability. See ftem 7.
“Management's Discussion and Analysis of Financial Condition and Results of Operations, Investments” for additional
information about credit risk.

Use of Derivatives 10 Diversify or Hedge Credit Risk. We sometimes purchase credit default swaps o hedge credit
exposures in our investment portfolio. We sell credit default swaps to offer credit protection to investors. If there is an
event of default by the referenced name, we are obligated to pay the counterparty the referenced amount of the contract
and receive in return the referenced sccurity.

We economically hedged credit exposure in our portfolio by purchasing credit default swaps with a notional amount
of $63.4 million at December 31, 2007. We also utilized credit default swaps with a notional amount of $69.5 miilion at
December 31, 2007, to economically hedge spread risk in our portfolio. We have credit exposure through credit default
swaps with a notional amount of $200.0 miltion as of December 31, 2007, by investing $200.0 million in various tranches
of synthetic collateralized debt obligations. In addition, we sold credit default swaps creating replicated assets with a
notional amount of $801.9 million as of December 31, 2007.

Derivative Summary

Notional amounts are used 10 cxpress the extent of our involvement in derivative transactions and represent a
standard measurcment of the volume of our derivative activity. Notional amount is not a quantification of market risk or
credit risk and it may not necessarily be recorded on the statement of financial position. Notional amounts represent
those amounts used 10 calculate contractual flows to be exchanged and are not paid or received, except for contracls such
as currency swaps. Actual credit exposure represents the amount owed to us under derivative contracts as of the valuation
date. The following tables present our position in, and credit exposurc to, derivative financial instruments as of
December 31, 2007 and 2006.

Derivative Financial Instruments — Notional Amounts

December 31, 2007 December 31, 2006
Notional amount % of tota)  Notional amount % of tolal
(5 in millions)

INterest Fate SWAPS . .. oo v o v v in e $18,627.3 62% $12,365.5 55%
FOreign CUTTency SWaps . ... . .cvvveenvarsvounnrnenns - 6,349.2 21 5,331.1 24
Embedded derivative financial instruments .. ........... 2,088.9 7 1,679.4 8
Creditdefault swaps . . ... ... ..ot 1,134.8 4 1,550.9 7
OPHONS . . o o v it c e 572.0 2 335.0 1
SWaplions. . .. . .. e e 488.8 2 643.4 3
Currency forwards. .. .. ..o i i e 361.9 1 3427 2
Treasury lock agreements . .. ... .. e 150.0 1 — —_
FUIUIES . ottt it e et e s e re s e 57.7 - 55.0 —
Commodity SWaps . . .. ... oo 40.0 —_ 20,0 —
Interest rate lock commilments .. ... v iunn i nnn —_ — 88 —

Total . e $29,870.6 100% $22,331.8 100%
o E— —rs _
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Derivative Financial lnstruments — Credit Exposures

December 31, 2007 Duecember 31, 2006

Credit exposure % of tota)  Credit exposure % of Iptal
. (3 in millions}
Foreign currency swaps . ... ... ...t $ 8055 - 9% $ 564.6 75%
[nterest rate SWaps .. ..........uri i, 286.0 24 1328 18
OplonS . ... e 644 5 310 4
Currency forwards . .. .. ... ... .. .. .. 6.2 1’ 7.6 1
Creditdefault swaps . ............. ..ty 5.6 | 15.7 2
Commogity SWaPS . .. v vt ot i e i e 0.3 — 0.7 L=
Total credil eXPoSUIE .. .. oo oin it i e £,168.0 100% 752.4 100%
Less: Collateral received .. ....... ..o niiiiininnns (326.5) _(197.5)
Total . . o $ 8415 $ 554.9

The following table shows the interest rate sensitivity of our derivatives measured in terms of fair value. These
exposures will change as a result of ongoing portfolic and risk management activities.

December 31, 2007
Fair value (no nccrued interest)

Weighted averege  — 100 basis +100 basis
Notional amount term (years) point change No change point change

(§ in millions} "

Interest rate swaps . . ................ $18,6273 6.36(1) $(186.1) $(342) $112.2
Swaptions . ......... ... .. . ..., . 488.8 6.96(2) (46.7) (23.9) (115}
Treasury lock agreements . . ........... 150.0 0.04(3) (9.3} - (5.9) .7
Oplions . . . ..o 210 ,1.47(2) 0.1 0.1 0.2
FUIUFES & oot ee e e e e e 114 0.24(3) 0.5 . (0.1 0.4

Total ..o $19,298.5 - $(242.5)  $(64.0) $ 97.6

(1) Based on maturity date of swap.
(2} Based on option date of swaption.
(3) Based on maturity date. '
We use U.S. Treasury futures to manage our over/under commitment position, and our position in these contracts
changes daily.
Counterparty Risk

In conjunction with our use of derivatives, we are exposed to counterparty risk, or the risk that the counterparty fails
to perform the terms of the derivative contract. We actively manage this risk by:

s establishing exposure limits which take into account non-derivative exposure we have with the counterparty as well
as derivative exposure;

» performing similar credit analysis pnor to approval on cach derivatives comlcrparty that we do when lending
moncy on a long-lterm basis;

» diversifying our risk across numerous approved counterpartics;
* limiting exposure 1o A+ credit or better;

* conducting stress-iest analysis 10 determine the maximum exposure created during the life of a prospective
transaction;

* implementing credit support anmex (cullalcrdl) agreements with selected counterparties 1o furlher limit
counterparty cxposures; and .

+ daily monitoring of counterparty credit ratings.

Al new derivative counterpanties are approved by the Invesiment Commitice. We believe the risk of incurring losses
. due to nonperformance by our counterparties is manageable.

Effects of Inflation

We do not belicve that inflation, in the United States or in the other countries in which we operate, has had a
material effect on our annual consolidated operations over the past five years; however, in the future we may be
maierially affected by inflation.
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Report of Independent Registered Public Accounting Firm
on Internal Control Over Financial Reporting

The Board of Directors and Stockholders
Principal Financial Group, Inc,

We have audited Principal Financial Group, Inc.’s internal control over financial reporting as of December 31, 2007,
based on criteria established in Internal Contro! — Integrated Framework issued by the Committee of Sponsoring
Orgamzauons of the Treadway Commission (“the COSO criteria™). Management of Pnnc:pal Financial Group, Inc, (“the
Company”) is responsible for maintaining effective internal control over financial reporting, and for its assessment of the
effectiveness of internal control over financial reporting included in the accompanying Management's Report on Internal
Control Over Financial Reporting. Our responsibility is to express an opinion on the Company’s internal control over
financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain rcasonable assurance about
whether effective internal contrel over financial reporting was maimained in all material respects. Dur audit included
obtaining an undersianding of intcrnal control over financial reporting, assessing the risk that a material weakness exists,
testing and cvaluating the design and operating effectivencss of internal control based on the assessed risk, and
performing such other procedures as we considered nccessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinion.

A company's internal control over financial reporting is a process designed to provide reasonable assurance
regarding the rcliability of financial reporting and the preparation of financial statements for external purposes in
accordance with U.S. generally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedurcs that (I) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions arc recorded as necessary 1o permit preparation of financial statements in accordance with
U.S. generally accepted accounting principles, and that receipts and expenditures of the company are being made only in
accordance with authorizations of managemem and dircciors of the company; and (3) provide reasonable assurance
regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the company’s assets that
could have a matcrial effect on the financial statements.

Bccause of its inherent limitations, internal control over financial reporting may not prevent or detect misstalements.
Also, projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance with the policies or procedures may
deteriorate.

In our opinion, Principal Financial Group, Inc. maintzined, in all material respects, effective internal control over
financial reporting as of December 31, 2007, based on the COSO criteria.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the consolidated statements of financial position of Principal Financial Group, Inc. as of December 31, 2007 and
2006, and the related consolidated statements of operations, stockholders’ equity and cash flows for each af the three
years in the period ended December 31, 2007, and our report dated February 19, 2008 expressed an unqualified opinion
thercon.

* /s/ Emnst & Young LLP

Des Moines, lowa
February 19, 2008
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders
Principal Financial Group, Inc.

We have audited the accompanying consolidated statements of financial position of Principal Financial Group, Inc.
(“the Company”) as of December 31, 2007 and 2006, and the related consolidated statements of operations,
stockholders’ equity and cash flows for each of the three years in the period ended December 31, 2007. These financial
stalemenis are the responsibility of the Company’s management. Qur responsibility is to express an opinion on these
financial statements based on our audits. .

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain rcasonable assurance about
whether the financial statements are free of material misstatement. An audit includes cxamining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present [airly, in all material respecis, the consolidated
financial position of Principal Financial Group, Inc. at December 31, 2007 and 2006, and the consolidated results of its
operations and its cash flows for cach of the three years in the period ended December 31, 2007, in conformity with U.S.
generally accepted accounting principles.

As discussed in Note 1 to the consolidated financial statements, in response to new accounting standards, the
Company changed its methods of accounting for certain non-monetary exchanges of similar productive assets (primarily
real eslate) effective July 1, 2005, its pension and other post-retirement benefits effective December 31, 2006, and for the
treatment of modifications or exchanges of insurance contracts and income tax contingencies effective January {, 2007.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the Company’s internal control over financial reponting as of December 31, 2007, based on criteria established in
Internal Control — Integrated Framework issued by the Commitiee of Sponsoring Organizations of the Treadway
Commission and our report dated February 19, 2008 expressed an unqualified opinion thereon.

/s/ Emst & Young LLP

Des Moines, lowa
February 19, 2008
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Principal Financial Groap, Inc,
Consolidated Statements of Financial Position

Assets ;

Fixed maturities, available-forsale . . . .. ....... ... ... .. ... . . .. . Cea
Fixed maturities, trading . . . ... ot
Equity securities, available-forsale .. ...... ... ... ... ... . . ... ... L e
Equity securities, trading . . ... ... e e e e
Mortgage loans . . ., . e e h e et s e e e
Real estate .............. e e e e
Policyloans. .. .. ... . e e e .
Otherinvestments ... ........ ..ot i i eenn TR

Total INVESIMENES ... .ot e i e e
Cash and cash equivalenls . ... .. .. ... i i e i it e
Accrued iDveSIment iNCOME ... .. o ittt i e s e
Premiums due and other receivables .. ... . ... i e
Deferred policy acquisition costs .. ... . oo s it e e e s
Property and CQUIPMENT . . o .. oo ottt e e e
Goodwill. . . .. e e s
Otherimtangibles . . .. ... . . i e e
SCparate aCCOUNL ASSEIS . . . v v v v vt it s s e s s tn e e a e aa e LN
Assets of discontinued operations . . ... ... .. L e e
OEr BSSEUS . . . . L e e et e e

o3 ) I T3 ] ¢

Liabitities

Contractholder funds . . ... ... .. e
Future policy benefits and claims. . . . ... ... ... v i e
Other policyholder funds ... ... .ttt i e e e i
Short-term debl . . ... e e i e e i e

Long-termdebt . . ... ... e s ’

Income taxes currently payable . .. ... ... . i i i e Ceaee
Deferred INCOME (AXCS . . . .. ..ottt it v e e et e
Separate account liabilities . . . . ... ... L e
Liabilities of discontinued operations . . .. ... ... ... i i S
Other liabilities . .. ...t i i e P

Total Habilities . .. ittt e ittt e e e i i r e e e

Stockholders’ equity
Scries A preferred stock, par value 3.01 with liquidation preference of $100 per share —
3.0 million shares authorized, issued and ouistanding at December 31, 2007 and 2006 . . .
Serics B preferred stock, par value $.01 with liquidation preference of $25 per share —
10.0 million shares authorized, issued and outstanding at December 31, 2007 and 2006 . .
Common stock, par value $.01 per share — 2,500.0 million shares authorized, 385.8 million
and 383.6 million shares issued, and 259.1 million and 268.4 million shares outstanding at
December 31, 2007 and 2006, respectively . . . ... ..o s
Additional paid-incapital . ... ... ... e
Retained earnings . .. ... ... .. i it s s
Accumulated other comprehensive income . ... ... .. o s
Treasury stock, at cost (126.7 million and 115.2 million shares at December 31, 2007 and
2006, respectively) .. e

Total stockholders’ equity ... .......... e e e e P
Tolai liabilities and stockholders' equity . ........ . i e I

See accompanying noies. !
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December 31,
2007 2006
(in millions}

$ 46,7389 § 44,4035

5293 3234
364 666.6
269.8 181.0
12,659.6 11,663.9
862.5 813.6
869.9 850.7

2,118.6 1,410.7

64,365.0 60,3134
13444 1.591.5
7741 722.0
951.2 1,252.3
2,810.1 24189

469.0 4225
374.7 361.9
1,006.9 981.0
80,436.8 73,779.6
— 54.2

©1,938,0 1,760.8
$154,520.2 $143,658.1

¥ 40,288.9 $ 36,7990
18,454.7 17,3326

540.5 619.4
290.8 84.1
1398.8 1,511.3
416 4.2
576.3 N7.2
80,486.8 73,779.6
— 430

5,020.1 4,706.9
147,098.5 1357973

2.1 0.1

39 38
8,2954 8,141.8
34143 2,824.1

420.2 846.9

4122  (3,9559)
74217 7,860.8
$154,520.2  $143,658.1




Principal Financial Group, Inc.
Consolidated Statements of Operations

For the year ended December 31,
2007 1006 2005
(in milfions, except per share data}

Revenues
Premiums and other consideralions . . . . .o v i v i v it st cv e st as $ 4,634.1 $4,3053 $3,975.0
Fees and OTher [EVEIMUES . . o v\ i vttt ittt it i e a e 2,6347  1,9025 17178
Net INVESUTIENT INCOME & o o v o vt v e e et et e st te e sna s e nennanins 39665 3,620.6 3,358.0
Net realizedfunrealized capital gains (1oSS€S) ... .. v v e et aann (328.8) 44,7 {11..2)
TOLAD TEVEIIUES - -« v s v v v ee v e e s s ae o nnte e iannasiaesneennssssscnns 109065 9,873.1  9,039.6
Expenses
Benefits, claims, and settlement €Xpenses . . . .. oo v vt 6,435.3 56924 572829
Dividends to policyholders . . .. ... . o e 293.8 290.7 293.0
OpCrating eXPENSeS . . ... v v v tvsuv e e 3,129.2 25587 2,342
Total EXPENSES ¢ v o oot it e 9,8583 8,541.8 79180
Income from continuing operations before incomg taxes . ... .. v 1,048.2 13313 11216
IMCOMIE LAXES . o o o o vt ittt et ns ce s et ans s e 208.1 295.9 231.4
Income from continuing operations, net of related income laxes ... ... ... ... 840.1 10354 890.2
Income from discontinued operations, net of related income taxes ............. 20.2 28.9 28.8
INEE IMCOME .« v e e e e et s e et o e ta e e et e e et e e 8603 1,004.3 919.0
Preferred stock dividends . . ... ..ot i e e e e e 330 33.0 17.7
Net income available to common stockholders ... ... ... vviv i $ 8273 $10313 § 901

Earnings per common share
Basic earnings per common share:

Income from continuing operations, net of related income taxes .. ........... $ 304 § 367 5§ 303

Income from discontinued operations, net of related income taxes ........... 0.08 011 010

NECIICOMIE + .+ vt e v e e e ee e et et e e e e ea e $ 312 § 378 § 3.3
Diluted carnings per common share:

Income from continuing operations, net of related income faxes . . ........... $ 301 § 364 & 301

Income from discontinued operations, net of related income taxes .. ......... 0.03 0.10 0.10

NEUIICOME - o oot e et e e i ettt $ 309 § 374 8§ 3l

See accompanying notes.
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Balances at January 1, 2005 . . ..
Series A preferred stock issued . .
Series B prelerred stock issued . .
Common stock issued
Capital transactions of equity
method investee, net of related
income laxes
Stock-based compensation and
additional related tax benefits . |
Tax benefits related 10
demutualization
Treasury stock acquired, common .
Accelerated stock repurchase
settlement
Dividends to common
stockholders
Dividends 10 preferred
stockholders
Comprehensive income:
Net income
Net unrealized losses, net
Foreign currency translation
adjustment, net of related
income taxes
Minimum pension liability, net
of related income taxes

..............

............

................
..............

...............

............

Comprehensive income

Balances at December 31, 2005 . .
Common stock issued
Capital transactions of cquity
method investee, net of related
income taxes
Stock-based compensation and
additional related tax benefits . .
Treasury stock acquired, common .
Dividends to common
stockholders
Dividends 1o preferred
stockholders
Transition adjustment rclated to
post-retirement benefit
obligations, net of related
income taxes
Comprehensive income:
Net income
Net unrealized losses, net
Foreign currency translation
adjustment, net of related
income taxes . ...........
Minimum pension liability, net
of related income 1axes

........

..............

..............

..............

Comprchensive income
Balances at December 31, 2006 . .

Principal Financial Group, Inc.
Consolidated Statements of Stockholders’ Equity

Accumaulated

Series A Series B Additional * other Total
preferred preferred Common  pald-in - Retained comprehensive Treasury stockholders'

stock stock stock  capitnd  enrnings intome stock equity

fin millions)

$ — $— $18  $7,2694 $1,289.5 81,3133 $(2,331.7) §$7.5443
— - — 296.0 — — -— 2960
—_ 0.1 — 2459 —_ —_ — 2460
— — — 599 — —_ - 59.9
— — - (0.1 — — — (0.1)
- — — 49,1 - — - 49.1
— — — 163.8 _— _ —_— 163.8
— — _— —_ — —_— (868.4) (868.4)
— — — (84.0) - - —  (84.0)
S — — (1822 — —  (1822)
- - = — a1y - — 1y
— — — - 919.0 — — 919.0
_ — — — —  (3760) —  (376.0)
- — — — - 637 — 63.7
—_— —_— —_ —_ —_— (6.2) —_ (6.2}
_ _ L . 600.5
— 0.1 3.8 8,000.0 20086 994.8 (3,200.,1) 7.807.2
— - — 66.2 - — — 66.2
— _ —— 1.7 — —_ —_ 1.7
— — - 739 (LY - -— 728
_ — - _ — — (755.8)  (755.8)
- —_ —_— —  (2147) - — (214.7)
— — - — (330 - — (33.0)
— —_ —_ — —_ 233 —_ 233
— —_ — —— 1,064.3 - - lr064'3
— — — — —  (1689) —  (1689)
—_ —_ —_— —_ —_ (5.0 _— 5.0
.-— — — _— — 2.7 — 2.7
_ . L 893.1
S_—- $0.1 $3.8  $8,141.8 $2,824.1 $ B469  $(3,955.9) $7.8603




Principal Financial Group, Inc.

Consolidated Statements of Stockholders® Equity — (continued)

Balances at January 1, 2007 .. ..
Common stock issued . ........
Capitat transactions of equity
method investee, net of related
incometaxes..............
Stock-based compensation and
additional related tax benefits . .
Treasury stock acquired, common .
Dividends to common
stockholders . . ............
Dividends to preferred
stockholders . .............
Comprehensive income:
Netincome . ...........--.
Net unrealized losses, net. .. ..
Foreign currency translation
adjustment, net of related
income taxes ............
Unrecognized post-retirement
benefit obligation, net of
related income taxes. . ... ..

Comprehensive income ... ... ..
Balances at December 31, 2007 . .

See accompanying notes.

Accumulated
Series A Series B Additlonal other Tota!
preferred preferred Common  paid-in Retained  comprehensive  Treasury stockholders’
stock stock stock copital  earmings income stock equity
(in millions}
$ — $0.1 $3.8 $8,141.8 $2,824.1 $ 8469  $(3,9559) §7,860.8
— — 0.1 73.5 - —_ - 13.6
— —_ —_ 1.1 —_— -— — 1.1
— —_ —_ 79.0 (1.5) — — 77.5
—_ — — — - — (7563)  (756.3)
- - — - (235.6) - —  (2356)
—_ — — - (330 - — (33.0)
— — —_ — 860.3 —_ - 860.3
— -— —_— — —_ (541.9) _ (541.9)
-— —_ — —_ —_ 62.5 —_ 62.5
—_ —_ - —_ -— 52.7 — 52.7
L 433.6
$ — ﬂ $3.9 $8,295.4 $3,4143 $ 420.2 $(4,712.2) $7,421.7
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Principal Financial Group, Inc.
Consalidated Statements of Cash Flows

For the year ended December 31,

2007 2006 2005
fin mitlions)
Operaling activities
3 (=L 1Lt o] 1 1= $ 8603 $10643 § 9190
Adjustments to reconcile net income to net cash provided by operating activities: :
Income from discontinued opcrations, net of related income taxes ......... (20.2) (28.9) (28.8)
Amortization of deferred policy acquisitioncosts . .. .. ... ... L .. 3573 239.2 246.6
Additions to deferred policy acquisition costs ... ... .. ... ... (606.1) (498.9) (482.1)
Accrued INVeSIMEN INCOME . . . . . .. . .ottt t it et e e (52.1) (41.1) (4.6)
Net cash flows for wrading securities . ... ... ... ... .. .. . .. (258.2) (200.3) (37.3)
Premiums due and other receivables ... ... ..... ... ... .. ... . 191.8 (419.1) (76.8)
Contractholder and policyholder liabilities and dividends ... ............. 2,276.7 19258 . 1,851.8
Current and deferred income (aXes . ... ot i et i e e e {70.3) 169.6 (453.3)
Net realized/unrealized capital (gains) losses . . ....................... 328.8 (44.7) 11.2
Depreciation and amortization expense ... ... ... ... o e 130.2 101.3 98.4
Mortgage loans held for sale, acquired or originated ................... <(83.8) (427.3) (2,262.0)
Morigage loans held for sale, sold or repaid, netofgain ................ 166.8 761.4 23268
Real cstate acquired through operating activities . . .................... (48.2) (82.3) (44.6)
Real cstate sold through operating activities . ... ..o oo oo 43.7 88.6 419
Stock-based compensation . . .. .. ... e e 72.8 71.8 48.8
Other .. e e e e {329.5) (403.9) (35.7)
Netadjustments ... ... ... . . i i e e e 2,099.7 1,211.2 1,206.3
Net cash provided by operating activities . . . .. ........ ... ... .. ... ... 29600 22755 2,125.3
Investing activities :
Available-for-sale sccurities:
PURChases . ... . e e e e s (10,520.3) (7,765.4) (8,955.1)
SAlES . e 3,039.6 14389 33005
Malurities « o v oo e e 4,461.6 3,595.8 3,903.2
Mortgage loans acquired or origimated. ... ... ... o e e (3,108.0) (2,600.2) (2,485.5)
Mortgage loans sold orrepaid ......... ... ... ... i 2,112.8 2,102.6 2,704.5
Real estate acquired .. ..ottt i e e (115.2) (26.6) (90.2)
Real estate sold . . .. . ..o i 53.0 1741 319.8
Net purchases of property and equipment . . ......... ... ... unnin. (98.4) (50.5) (44.4)
Purchases of interest in subsidiaries, net of cash acquired ... .............. (76.1) (769.2) (58.1)
Net change in other investments . . .. .. ... . ..ot (248.2) (9.9) (76.4)
Net cash used in investing activities . .. ... ... .. it e $ (4,499.2) $(39104) $(1,481.7)
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Principal Financial Group, Inc.
Consolidated Statements of Cash Flows — (continued)

For the year ended December 31,
2007 2006 2005
(in millions)

Financing activities

Issuance of COMMON SIOCK . ... ot vttt it na e ae e $ 736 § 0662 § 599
Issuance of preferred stock. . . ... ... - - 5420
Accelerated stock repurchase settlement ... ... .. . . — - (84.0)
Acquisition of treasury stock . . . ... o i e e e (7563) (755.8) {868.4)
Proceeds from financing element derivatives. . . ..., ... ... ... L 128.7 132.1 168.4
Paymeats for financing element derivatives. . ... ... il (137.2) (141.0) {123.2)
Excess tax benefits from share-based payment arrangements ............... 10.2 84 —
Dividends to common stockholders . .. .. ... . o i e (235.6) (214.7) {182.2)
Dividends to preferred stockholders ........ ... ... .o e (41.2) (24.7) (17.7)
Issuance of long-termdebt . ........ ... ..ol e 0.2 601.7 137.5
Principal repayments of long-termdebt . ... ... ... ool (115.0) (20.4) (72.1)
Net proceeds (repayments) of short-term borrowings. . ... .. e 203.9 (390.5) 199.1
Investment contract deposils. . ... . ... .t e 9,958.9 8,925.7 7,250.0
Investment contract withdrawals . . . ....... .. . .0ttt inirnnnena- (8,209.9) (6,859.4) (6,504.5)
Net increase in banking operation deposits. . .. ... oo 417.1 258.9 41.9
011+ 71 (53) —_ —
Net cash provided by financing activities ... ..... ... ... ot 1,292.1 1,586.5 546.7
Discontinued operations
Net cash provided by operating activities ... ......... ... ... oo, 2.5 19 126.0
Net cash used in investing activities . .. ... . o0 i (1.3) (3.4) (127.0)
Net cash used in financing activities . .. ....... ... .. i i (0.5) (0.6) {0.5)
Nel cash provided by (used in) discontinued operations. . .. ............... 0.7 (2.1) (1.5)
Net increase (decrease) in cash and cash equivalents. . ... ... ... ... ...... (246.4) (50.5) 1,188.8
Cash and cash equivalents at beginning of year. . . ............. ... ... .. 1,590.8 1,641.3 452.5
Cash and cash equivalentsatend of year . .. ...... ...t $ 13444 $1508 $1,641.3
Cash and cash equivalents of discontinued operations included above

Atbeginming Of Year. .. ... cv ittt i s $ 07y $ 14 § 29

Atend OF YEar . . .. .. e e b — $ (07) % 1.4
Schedule of noncash transactions
Tax benefits related to demutualization ... ....... ... .. . .o oL $ — 3 — ¥ 1638

See accompanying notes.
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Principal Financial Group, Inc.
Notes to Consolidated Financial Statements -
December 31, 2007

1. Nature of Operations and Significant Accounting Policies
Description of Business

Principal Financial Group, Inc. (“PFG™), along with its consolidated subsidiaries, is a diversified financial services
organization engaged in promoting retirement savings and investment and insurance producls and tervices in the U.S.
and selecied international markets.

]

Basis of Presentation

The accompanying consolidated financial statements, which include our majority-owned subsidiaries and
consolidated variable interest entities (*VIEs”}, have been prepared in conformity with U.S. gencrally accepted
accounting principles (*“U.S. GAAP”). Less than majority-owned entities in which we had at least a 20% interest and
limited liability companies (“LLCs"}), partnerships and real estate joint ventures in which we had al least a 5% interest,
are reported on the equity basis in the consolidaled statements of financial position as other investments. Investments
in LLGCs, partnerships and real estate joint ventures in which we have an ownership percentage of 3% o 5% are
accounted for under the equity or cost method depending upun the specific facts and circumstances of our ownership and
involvement. All significant intercompany accounts and transactions have been eliminated. Infermation included in the
notes to the financial statements excludes information applicable to less than majority-owned entities reported on the
¢quity and cost methods, unless otherwise noted.

Closed Block

Principal Life Insurance Company (“Principal Life”) operates a closed block (“Closed Block™) for the benefit of
individual participating dividend-paying policies in force at the time of the 1998 mutual insurance holding company
{(“MIHC”} formation. Sec Note 9, Closed Block, for further details.

Use of Estimates In the Preparation of Financial Statements

The preparation of our consolidated financial statements and accompanying notes requires management to make
estimates and assumptions that affect the amounts reported and disclosed. These estimates and assumptions could
change in the future as more information becomes known, which could impact the amounts reported and disclosed in the
consolldaled financial statements and accompanying notes.

Recent Accounting Pronouncements

On December 4, 2007, the Financial Accounting Standards Board (“the FASB”) issued Statement of Financial
Accounting Standards (“SFAS") No. 141R, Business Combinations (*SFAS 141R”). This slatement was a joint project
between 1he FASB and the International Accounting Standards Board whose objectives were to improve and simptify the
accounting for business combinations and to develop a single high-quality standard of accounting for business
combinations that could be used for both domestic and international financial reporting. Among the changes, the
standard requires that the acquiring entity in a business combination establish the acquisition-date fair value as the
measurement objective for all assets acquired and liabilities assumed, including any noncontrolling interests, and requires
the acquirer to disclose to investors and other users all of the information they need to evaluate and understand the
nature and financial effect of the business combination. In addition, SFAS 141R requires direct acquisition ¢osts 1o be
expensed. This statement is effective for the first annual reporting period beginning on or after December 15, 2008. All
requirements of SFAS 141R should be applied prospectively.

Also on December 4, 2007, the FASB issued SFAS No. 160, Noncontrolling Interesis in Consolidated Financial
Siatements — an Amendment of Accounting Research Bufletin No. 51 (“SFAS 160”). Under this statement, nonconirolling
interests are 1o be treated as a scparate component of equity, rather than as a liability or other item outside of equity. In
addition, SFAS 160 changes the way the consolidated income statement is presented. Net income will include the total
income of all consolidated subsidiaries, with separate disclosures on the face of the income statement of the income
attributable to controlling and noncontrolling interests. Previously, net income attributable to the noncontrolling interest
was rcported as an operating expense in arriving at consolidated net income. Finally, SFAS 160 revises the accounting
requircments for changes in a parent’s ownership intcrest while the parent retains control and for changes in a parent’s
ownership interest that results in deconsolidation. This statement is effective for the first annual reporting period
beginning on or after December 15, 2008. Presentation and disclosure requirements should be applied retrospectively for
all periods presented. All other requirements of SFAS 160 should be applied prospectively. We are still evaluating the
impact this guidance will have on our consolidated financial statemenis.
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Principal Financial Group, Inc.
Notes 1o Consolidated Financial Statements — (continued)

1. Nature of Operations and Significant Accounting Policies — (continucd)

On June 11, 2007, the American Institute of Certified Public Accountants (the "AICPA") issucd Statcment of
Position (“SOP™) 07-1, Clarification of the Scope of the Audit and Accounting Guide “Investment Companies” and
Accounting by Parent Companies and Equity Method Investors for Investments in Investment Companies ("*SOP 07-1"). This
SOP provides guidance for determining whether an cniity is within the scope of the AICPA Audit and Accounting Guide
for Investment Companies (the “Guide”). This SOP also addresses whether the specialized industry accounting principles
of the Guide should be retained by a parent company in consolidation or by an investor that has the ability to exercise
significant influence over the investment company and applies the equity method of accounting 1o its investment in the
entity. In addition, this SOP includes certain disclosure requirements for parent companies and equity method investors
in investment companics that retain investment company accounting in the parent company's consolidated financial
statements or the financial statements of an cquity method investor. The provisions of this SOP were effective for fiscal
years beginning on or after December 15, 2007. Howcver, on February 14, 2008, the FASB issued FASB Staff Position
(“FSP”) SOP 07-1-1, Effective Date of AICPA Statement of Position 07-1, 10 indefinitely defer the effective date of
SOP 07-1.

On February 15, 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Assets and Financial
Liabilities, including an amendment of FASB Statement No. 115 (“SFAS 159"). SFAS (5% permils entitics to choose, at
specified election dates, to measure eligible financial instruments and certain other items at fair value thal arc not
currently required 1o be reported at fair value. Unrealized gains and losses on items for which the fair value option is
elected shall be reported in net income. The decision about whether to elect the fair value option (1) is applied
instrument by instrument, with certain exceptions; (2) is irrevocable; and (3) is applied 1o an entire instrument and not
only to specified risks, specific cash flows, or portions of that instrument. SFAS 159 also requires additional disclosures
that are intended to facilitate comparisons between entities that choose different measurement aitributes for similar
assels and liabilities and beiween assets and liabilities in the financial statements of an entity that selects different
measurement attributes for similar assets and liabilities. SFAS 159 is effective as of the beginning of the first fiscal ycar
that begins after November 15, 2007. At the effective date, the fair value option may be clecied for eligible items that
exist at that date and the effect of the first remeasurement to fair value for thosc items should be reported as a
cumulative effect adjustment to retained earnings. We do not anticipate that SFAS 159 will have a material impact on our
consolidated financial statements; however, clection of this option could introduce period to period volatility in net
income.

The FASB issucd SFAS No. 158, Employers’ Accounting for Defined Benefit Pension and Other Postretirement Plans, an
amendment of FASB Statements No. 87, 88, 106 and 132R (“SFAS 158"}, on Scptember 29, 2006. SFAS 158 requires an
entity to recognize in its statement of financial position an asset for a defined benefit postretirement plan’s overfunded
status or a liability for a plan’s underfunded status. This statement eliminates the ability to choose a measurement date,
by requiring that plan assets and benefit obligations be measured as of the annual balance sheet date. The requirement to
recognize the funded status of a defined benefit postretirement plan and the disclosure requirements were effective for
fiscal years ending afier December 15, 2006, and did not have a material impact on our consolidated financial statements.
The requirement to measure plan assets and benefit obligations as of the annual balance sheet date is effective for fiscal
years ending afier December 15, 2008. See Note 14, Employce and Agent Benefits, for further details relating to our
benefit plans. )

On Secptember 15, 2006, the FASB issued SFAS No. 157, Fair Value Measuremenis (“SFAS 157"). This standard,
which provides guidance for using fair value to measure assets and liabilities, applies whenever other slandards require of
permit assets or liabilities to be measured at fair value, but does not expand the use of fair value in any new
circumstances. SFAS 157 establishes a fair value hicrarchy that gives the highest priority to quoted prices in active
markets and the lowest priority to unobscrvable data, and requires fair value measurements to be separately disclosed by
level within the hierarchy. SFAS 157 is effective for financial statements issued for fiscal years beginning after
November 15, 2007. However, on February 12, 2008, the FASB issued FSP FAS 157-2, Effective Date of Statement No 157,
1o defer the cffective date of the standard for one year for nonfinancial assets and nonfinancial liabilities that are
recognized or disclosed at fair value on a nonrecurring basis. On February 14, 2008, the FASB issued FSP FAS 157-1,
Application of FASB Statement No. 157 1o FASB Statement No. 13 and Other Accounting Pronouncements That Address Fair
Value Measurements for Purposes of Lease Classification or Measurement Under Statement 13, which amends SFAS 157 to
exclude instruments covered by SFAS No. 13, Accounting for Leases, and its related interpretive guidance from the scope
of SFAS 157. We do not anticipate that SFAS 157 will have a material impact on our consolidated financial stalements.

The staff of the United States Securities and Exchahgc Commission (“SEC") published Staff Accounting Bulletin
(“SAB™) No. 108, Considering the Effects of Prior Year Missiatements when Quantifying Misstatements in Current Year
Financial Statements (“SAB 108), on Septembcr 13, 2006. SAB 108 addresscs quantifying the financial statement effects
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of misstatements, specifically, how the effects of prior year uncorrected errors must be considered in quantifying
misstatements in the current year financial statements. Under SAB 108, registrants ar¢ required to quantify the effects on
the current year financial statements of correcting all misstatements, incfuding both the carryover and reversing effects of
uncorrected prior year misstatements. After considering all relevant quantitative and qualitative factors, if a misstatement
is material, a registrant’s prior year financial statements must be restated. SAB 108 was effective for fiscal years ending
after November 15, 2006, and did not have a matcrial impact on our conselidated financial statements.

On July 13, 2006, the FASB issued FASB Interpretation (“FIN") No. 48, Accounting for Uncenainty in Income Taxes
(“FIN 48”). FIN 48, which is an interpretation of SFAS No. 109, Accounting for Income Taxes, prescribes a2 recognition
threshold and measurement attribute for the financial statement recognition and measurement of a tax position 1aken, or
expected 1o be taken, in a tax return. FIN 48 requires the affirmative cvaluation that it is more likely than not, based on
the technical merits of a tax position, that an enterprise is entitled to economic benefits resutting from positions taken in
income tax returns. If a tax position docs not meet the more-likely-than-not recognition thresheld, the benefit of that
position is not recognized in the financial statements. FIN 48 also requires companies to disclose additional quantitative
and qualitative information in their financial statements about uncertain tax positions. We adopted FIN 48 on January 1,
2007, which did not have a matcrial impact on our consolidated financial statements, See Note 13, Income Taxes, for
further details.

On March 17, 2006, the FASB issued SFAS No. 156, Accounting for Servicing of Financial Assets (“SFAS 156"), which
amends SFAS No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities
{“SFAS 140"). This Statement (1) requires an cntity to recognize a servicing asset or liability each time it undertakes an
obligation to service a financial asset by entering into 2 servicing contract in specified situations, (2) requires all
separately recognized servicing assets and liabilities 10 be initially mcasurcd at fair value, (3) for subscquent
measurement of each class of scparately recognized servicing assets and liabilities, an entity can elect either the
amortization or fair value measurcment method, (4) permits a one-time reclassification of available-for-sale (“AFS™)
securities 1o trading securities by an entity with recognized servicing rights, without calling into question the treatmeni of
other AFS securities, provided the AFS securities are identified in some manncr as offsetting the entity’s exposure 10
changes in fair value of servicing assets or liabilitics that a servicer elects to subsequently measurc at fair value, and
(5) requires separale presentation of servicing assets and liabilities measured at fuir valve in the statement of financial
position and also requires additional disclosures. The initial measurement requirements of this Statcment should be
applied prospectively to all transactions entered into after the fiscal year beginning after September 15, 2006. The
election related 10 the subsequent measurement of servicing assets and liabilities is also eflective the first fiscal year
beginning after September 15, 2006. We adopted SFAS 156 effective January 1, 2007, and have not eclected to
subsequently measure any of our servicing rights at fair value or reclassify any AFS securities 1o trading. The prospective
aspects of SFAS 156 are not expected to have a material impact on our consolidated financial statements.

On February 16, 2006, the FASB issued SFAS No. 155, Accounting for Certain Hybrid Financial Instruments — an
amendment of FASB Statements No. 133 and 140 (“SFAS 155", which amends SFAS No. 133, Accounting for Denvative
Instruments and Hedging Activities (“SFAS 133") and SFAS 140. SFAS 155 (1) permits fair value remeasurement for any
hybrid financial instrument that contains an embedded derivative that otherwise would require bifurcation, (2) clarifies
which interest-only and principal-only strips are not subject to the rcquircments of SFAS 133, (3) establishes a
requirement to evaluate interests in securitized financial assets to identify inlerests that are freestanding derivatives or
that are hybrid financial instruments that contain an embedded derivative requiring bifurcation, (4) clarifies that
concentrations of credit risk in the form of subordination are not embedded derivatives, and (5) amends SFAS 140 to
eliminate the prohibition on a qualifying special-purpose entity from holding a derivative financial instrument that
pertains to a beneficial interest other than another derivative financial instrument. This Statement is elfective for all
financial instruments acquired or issued after the heginning of an entity’s fiscal year that begins after September 15, 2006.
At adoption, the fair value election may also be applied to hybrid financial instruments thal have been bifurcaled under
SFAS 133 prior to adoption of this Statement. We adopted SFAS 155 on January 1, 2007, and did not apply the fair value
election to any existing hybrid financial instruments that had been bifurcated under SFAS 133 prior to adoption of
SFAS 155, The prospective aspects of SFAS 155 are not expected to have a material impact on our consolidated financial
statements.

On September 19, 2005, the AICPA issued SOP 05-1, Accounting by Insurance Enterprises for Deferred Acquisition
Costs in Connection With Modifications or Fxchanges of Insurance Contracts {“SOP 05-1"). The AICPA defines an internal
replacement as a modification in product benefits, features, rights, or coverages that occurs by the exchange of a contract
for a new contract, or by amendment, endorsement, or rider 1o a contract, of by the election of a feature or coverage
within a contract. An internal replacement that is determined to result in a replacement contract that is substantially
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unchanged from the replaced contract should be accounted for as a continuation of the replaced contract. Contraci
madifications resulting in a replacement contract that is substantially changed from the replaced contract should be
accounted for as an extinguishment of the replaced contract and any unamortized deferred policy acquisition cosis
(“DPAC™), uncarned revenue liabilities, and deferred sales inducement costs from the replaced contract should be
written off #nd acquisition costs on the new contracts deferred as appropriate. This SOP is effective for internal
replacements occurring in fiscal years beginning after December 15, 2006. As of January 1, 2007, we adopted SOP 05-1,
which did not have a material impact on our consolidated financial statements.

On May 30, 2005, the FASB issued SFAS No. 154, Accounting Changes and Error Corrections, a replacement of
Accounting Principles Board Opinion No. 20 and FASB Statement No. 3 (“SFAS 154”), which changes the requirements for
the uccounting and reporting of a change in accounting principle. Under SFAS 154, a change in accounting principle
should be retrospectively applied to all prior periods, unless it is impracticable to do so, This retrospective application
requirement replaces the Accounting Principles Board (“APB”) Opinion No. 20, Accounting Changes (“APB 207),
requircment to recognize changes in accounting principle by including the cumulative cffcct of the chunge in nct income
during the current period. SFAS 154 applies to all voluntary changes in accounting principles where we arc changing to a
more preferable accounting method, as well as to changes required by an accounting pronouncememt that docs not
comain specific transition provisions. SFAS 154 carrics forward without change the guidance contained in APB 20 for
reporting the correction of an error in previously issued financial statements and a change in accounting estimate.
SFAS 154 was cffective for accounting changes on or after January 1, 2006.

On December 21, 2004, the FASB issucd FSP No. 109-2, Accounting and Disclosure Guidance for the Foreign Eaming
Repatriation Provision within the American Jobs Creation Act of 2004 (“FSP 109-2”). The American Jobs Creation Act of
2004 was cnacted on October 22, 2004, and introduces, among other things, a special onc-lime dividends received
deduction on the repatriation of certain foreign earnings to a U.S. taxpayer (“repatriation pravision”), provided certain
criteria are met. FSP 109-2 was issucd to allow additional time for companics to determine whether any foreign earnings
will be repatriated under the Act’s repatriation provision, given the law was caacted latc in the year and certain provisions
were unclear, FSP 109-2 was effective for the year ended December 31, 2004. In 2005, we elected a dividends received
deduction under the American Jobs Creation Act of 2004. See Note 13, Income Taxcs, for further details.

On December 16, 2004, the FASB issued SFAS No. 123 (revised 2004), Share-Based Payment (“SFAS 123R”).
SFAS 123R requires all sharc-based payments to employees to be recognized at fair value in the financial statements.
SFAS 123R replaces SFAS No. 123, Accounting for Stock-Based Compensation (“SFAS 1237), supersedes APB Opinion
No. 25, Accounting for Stock Issued to Employees (“APB 25"), and SFAS No. 148, Accounting for Stock-Based
Compensation-Transition and Disclosure — an Amendment of FASB Statement No. 123 and amends SFAS No. 95,
Statement-of Cash Flows. On April 14, 2005, the SEC approved a new rule dclaying the cffective date of SFAS 123R 10
annual periods that begin after June 15, 2005. Accordingly, we adopted SFAS 123R effective January 1, 2006 using the
modified-prospective method.

The provisions of our stock awards allow approved retirees to retain all or a portion of their awards if they retire
prior to the end of the required service period. SFAS 123R considers this to be a nonsubstantive service condition.
Accordingly, it is appropriate to recognize compensation cost cither immediately for stock awards granied to rctirement
cligible employees, or over the period from the grant date to the date retirement eligibility is achieved, if retircment
eligibility is expected to occur during the nominal vesting period. Prior to adopting SFAS 123R, our approach was to
follow the widespread practice of recognizing compensation cost over the explicit service period (up 1o the date of actual
retirement). For any awards that are granicd after our adoption of SFAS 123R on January 1, 2006, we recognize
compensation cost through the period that thc employee first becomes eligible to retire and is no longer required o
pravide service to carn the award. If we had applied the nonsubstantive vesting provisions of SFAS 123R to awards
granted prior 10 January 1, 2006, our consolidated financial statements would not have been maierially impacted.

SFAS 123R requires that the benefits of tax deductions in excess of recognized compensation cost be reported as a
financing cash flow, rather than as an operating cash flow. This requirement reduces net operating cash flows and
increases nct financing cash flows in periods after the cffective date.

Under the modified-prospective method, any cxcess income tax deduction realized for awards accounted for under
SFAS 123R (regardless of the type of award or the jurisdiction in which the tax benefit is gencrated) is eligible to absorb
write-offs of deferred income tax assets for any awards accounted for under SFAS 123R. SFAS 123R does not require
separate pools of excess income tax benefits for separate types of awards, rather the excess income tax benefits of
cmployec and nonemployee awards may be combined in a single pool of excess tax bencefits. Qur policy is to pool the
employee and nonemployee awards together in this manner. Deferred income 1ax asset write-offs resulting from deficient
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deductions on employee- awards may be offset against previous excess income tax bencefits arising from nonemployee
awards, and vice versa.

This Statement did not have a material impact on our consolidated financial statements as we began expensing all
stock options using a fair-value based method cffective for the year beginning January 1, 2002 In addition, any stock
options granted prior to January 1, 2002 were fully vested at the time of adoption of SFAS 123R. We use the Black-
Scholes formula 10 cstimate the value of stock options granted to cmployees. We applied the prospective method of
transition as prescribed by SFAS 123 when we clected to begin cxpensing stock-bascd compensation in 2002. The
cumulative effect of the change in accounting principlc as a result of adopting SFAS 123R was immatcrial. Therefore, the
pre-tux cumulative effect of the change in accounting principle is reflected in operating expenses. See Note 20, Stock-
Based Compensation Plans, for further details.

In December, 2004, SFAS No. 153, Exchange of Nonmonetary Assets, an amendment of APB Opinion No. 29
(“SFAS 153"), was issued. APB Opinion No. 29, Accounting for Nonmonetary Transactions (“APB 297), provided the basic
principle that exchanges of nonmonctary asscts should be measured based on the fair value of the assets exchanged.
However, APB 29 provided an exception that allowed certain exchanges of similar productive assets to be recorded at
book value. SFAS 153 amends APB 29 to eliminate this exception and requires non-monetary cxchanges that meet
certain criteria to be accounted lor at fair value, We adopted SFAS 153 and are applying its guidelines to nonmonetary
exchanges occurring on or after July 1, 2005,

Cash and Cash Equivalents

Cash and cash equivalents include cash on hand, meney market instraments and other debt issues with a maturity
date of three months or less when purchased. |

Investments

Fixed maturity sccuritics include bonds, mortgage-backed securities and redeemable preferred stock. Equity
securities include mutual funds, common stock and nonredeemable preferred stock. We classify fixed maturity securities
and equity securities as cither available-for-sale or trading at the time of the purchase and, accordingly, carry them at fair
value. (Sce Note 17, Fair Value of Financial Instruments, for policies related to the determination of fair value.)
Unrealized gains and losses related to available-for-sale sceurities, excluding those in fair value hedging relationships, are
reflected in stockholders’ equity, net of adjustments related 1o DPAC, sales inducements, uneamned revenue reserves,
policyholder dividend obligation (*PDQO”), derivatives in cash flow hedpe relationships and applicable income taxes.
Unrcalized gains and losses related to trading securities and availabte-for-sale securities in fair value hedging
relationships are reflected in net income as net realized/unrealized capital gains (losses).

The cost of fixed maturity securities is adjusted for amortization of premiums and accrual of discounts, both
computed using the interest method. The cost of fixed maturity securilies and equity securities is adjusted for declines in
valuc that are other than temporary. Impairments in value decmed to be other than temporary are reported in nel
income as a component of net realized/unrealized capital gains (losses), For lpan-backed and structured sccuritics, we
recognize income using a constant effective yield based on currently anticipated prepayments using a tool that models the
prepayment behavior of the underlying collateral based on the current interest rate cnvironment,

Real estate investments are reportcd at cost less accumulated depreciation. The initial cost bases of properties
acquired through loan foreclosures are the lower of the fuir market valucs of the properties at the time of foreclosure or
the outstanding loan balance. Buildings and land improvements arc gencrally depreciated on the straight-linc method
over the estimated useful life of improvements, and tenant improvement cosis are depreciated on the straight-line
method over the term of the related lcasc. We recognize impairment Josses for properties when indicaters of impairment
are present and a property's cxpected undiscounted cash flows are not sufficient to recover the property’s carrying value.
In such cases, the cost bases of the properties arc reduced 1o fair value. Real estate expected to be disposed is carried at
the lower of cost or fair value, less cost to sell, with valuation allowances established accordingly and depreciation no
longer recognized. The carrying amount of real estate held for sale was $82.4 million and $118.2 million as of
December 31, 2007 and 2006, respectively. Any impairment losses and any changes in valuation allowances are reported
in net income. :

Commercial and residential mortgage loans are gencrally reported at cost adjusted for amortization of premiums
and accrual of discounts, computed using the interest mcthod, net of valuation allowances, and direct write-downs for
impairment. Any changes in the valuation allowances are reported in net income as net realized/unrealized capital gains
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(losscs). We measure impairment based upon the present value of expected cash flows discounted at the loan's effective
interest ratc or the loan’s observable markct price. If foreclosure is probable, the measurement of any valuation
allowance is based upon the fair value of the collateral. We have commercial mortgage loans held-for-sale in the amount
of $2.9 million and $77.3 million at December 31, 2007 and 2006, respectively, which are carried at lower of cost or fair
value, less cost 1o sell, and reported as mortgage loans in the statements of financial position.

Net realized capital gains and losses on sales of investments are determined on the basis of specific identification. In
general, in addition to realized capital gains and losses on investment sales and periodic settlements on derivatives not
designated as hedges, unrealized gains and losscs rclated to other than temporary impairments, trading securities, ceriain
sced money investments, fair value hedge ineffectiveness, mark-to-market adjustments on derivatives not designated as
hedges, changes in the mortgage loan allowance and impairments of real cstate held for invesiment are reported in net
income as net realizedfunrealized capital gains (losses). Investment gains and losses on sales of ceriain real estate
held-for-sale, which do not meet the criteria for classification as a discontinued operation, are reported as net investment
income and are excluded from net realized/unrealized capital gains (losses).

Policy loans and other investments, excluding investments in unconsolidated entities, are primarily reported at cost.

Securitizations

We, along with other contributors, sell commercial mortgage loans to trusts that, in turn, securitize the asscts. As
these trusts are classificd as qualifying special purpose entities (“QSPE"), we recognize the gain on the sale of the loans
to the trust and the trusts are not required to be consolidated. There is significant judgment used to determine whether a
trust is a QSPE. To maintain QSPE status, the trust must continue to meet the QSPE criteria both initially and in
subsequent periods. We have analyzed the governing pooling and scrvicing agreements for each of our securitizations and
believe that the terms are industry standard and are consistent with the QSPE criteria. If at any time we determinc a trust
no longer qualifies as a QSPE, each trust will need to be reviewed to determine if there is a need to recognize the
commercial mortgage loan asset in the statement of financial position along with the offsetting liability.

Derivatives

Overview, Derivatives are financial instruments whose values are derived from interest rates, foreign exchange
rates, financial indices or the values of securities. Derivatives generally used by us include interest rate swaps, swaptions,
futures, currency swaps, currency forwards, credit default swaps, interest rate lock commitments, treasury lock
agrecments, commodity swaps and options. Derivatives may be exchange traded or contracted in the over-the<counter
marke1. Derivative positions are either assets or liabilities in the consolidated statements of financial position and are
measured at fair value, generally by obtaining quoted market prices or through the usc of pticing models. Fair values can
be affected by changes in interest rates, foreign exchange rates, financial indices, values of securities, credit spreads, and
market volatility and liquidity.

Accounting and Financial Statement Presentation. We designate derivatives as cither:

(a) a hedge of the exposure to changes in the fair value of a recognized assel or liability or an unrecognized firm
commitment, including those denominated in a foreign currency (“fair value” hedge);

(b) a hedge of a forecasted transaction or the exposure to variability of cash flows to be received or paid related to a
recognized asset or liability, including those denominated in a foreign currency (“cash flow” hedge);

(c) a hedge of a net investment in a foreign operation; or
(d) a derivative not designated as a hedging instrument.

Our accounting for the ongoing changes in fair value of a derivative depends on the intended use of the derivative
and the'designation, as described above, and is determined when the derivative contract is entered into or at the time of
redesignation under SFAS 133. Hedge accounting is used for derivatives that are specifically designated in advance as
hedges and that reduce our exposure 10 an indicated risk by having a high correlation between changes in the value of the
derivatives and the items being hedged at both the inception of the hedge and throughout the hedge period.
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Fair Value Hedges. When a derivative is designated as a fair value hedge and is determined to be highly effective,
changes in its fair value, along with changes in the fair value of the hedged asset, liability or firm commitment auributable
to the hedged risk, arc rcported in net realized/unrealized capital gains (losses). Any difference between the net change
in fuir value of the derivative and the hedged item represents hedge ineffectiveness.

Cash Fiow Hedges, When a derivative is designated as a cash flow hedge and is determined to be highly effective,
changes in its fair valuc arc recorded as a component of other comprehensive income. Any hedge incffectiveness is
recorded immediutely in net income. At the time the variability of cash flows being hedged impact net income, the related
portion of deferred gains or losses on the derivative instrument is reclassified and reported in net income.

Net Investment in a Foreign Operation Hedges. When a dcrivative is used as a hedge of a net investment in a foreign
operation, its change in fair value, to the extent effective as a hedge, is recorded as 3 component of other comprehensive
income. Any hedge ineffectiveness is recorded immediatcly in net income. If the foreign operation is sold or upon
complete or substantially complcte liquidation, the deferred gains or losses on the derivative instrument arc reclassified
into nct income.

Non-Hedge Derivatives. If a derivative does not qualify or is not designated for hedge accounting, all changes in fair
value are reported in net income without considering the changes in the fair value of the economically associated assets
or liabilities. '

In our commercial morigage-backed securitization operation, we enler into commitments to fund commercial
mortgage loans at specificd interest rates and other applicable terms within specified periods of time. These
commitments are legally binding agrcements to extend credil (0 a counterparty. Loan commitments that will be held for
salc are recognized as derivalives and are recorded at fair value.

Hedge Documentation and Effectiveness Testing. W formally document at inception all relationships between hedging
instruments and hedged items, as well as our risk management objective and strategy for undertaking various hedge
transactions. This proccss includes associating all derivatives designated as fair value or cash flow hedges with specific
assets or liabilitics on the statement of financial position or with specific firm commitments or forecasted transactions.
Effectiveness of the hedge is formally assessed at inceplion and throughout the life of the hedging relationship. Even if a
derivative is highly effcctive and qualifies for hedge accounting treatment, the hedge might have some ineffectiveness.

We usc qualitative and quantitative methods to assess hedge effectiveness. Qualitative methods may include
monitoring changes to terms and conditions and counterparty credit ratings. Quantitative methods may include statistical
tests including regression analysis and minimum variance and dollar offsel techniques. If we determine a derivative is no
longer highly effective as a hedge, we prospectively discontinue hedge accounting,

Termination of Hedge Accounting, We prospectively discontinue hedge accounting when (1) the crileria to qualify for
hedge accounting is no longer met, e.g., a derivative is determined to no longer be highly effective in offsetting the change
in fair value or cash flows of a hedged item; (2) the derivative expires, is sold, terminated or exercised; or (3) we remove
the designation of the derivative being the hedging instrument for a fair value or cash flow hedge.

If it is determined that a derivalive no longer qualifies as an effective hedge, the derivative will continue to be carried
on the statement of financial position at its fair value, with changes in fair value recognized currently in net realized/
unrealized capital gains (losses}). The asset or liability under a fair value hedge will no tonger be adjusted for changes in
fair valuc pursuant to hedging rufes and the existing basis adjustment is amortized to the staiement of operations line
associated with the asset or liability. The component of other comprehensive income related to discontinued cash flow
hedges that are no longer highly effective is amortized to the statement of operations consistent with the net income
impacts of the original hedged cash flows. If a cash llow hedge is discontinued because a hedged forecasted transaction is
no longer probable, the deferred gain or loss is immediately reclassified from other comprehensive income into net
income.

Embedded Derivatives. We purchase and issue financial instruments and products that contain a derivative that is
embedded in the financial instrument or product. We assess whether this embedded derivative is clearly and closely
related to the assct or liability that serves as its host contract. If we deem that the embedded derivative’s terms are not
clearly and closely related 1o the host contract, and a separate instrument with the same terms would qualify as a
derivative instrument, the derivative is bifurcated from that contract and held at fair value on the statement of financial
position, with changes in {air value reported in net income,
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Contractholder and Policyholder Liabilities

Contractholder and policyholder liabilities (contractholder funds, future policy benefits and claims and other
policyholder funds) include reserves for investmenl contracts and reserves for universal life, limited payment,
participating, traditional and group life insurance, accident and health insurance and disability income policics, as well as
a provision for dividends on participating policies.

Investment contracts are contractholders’ funds on deposit with us and generally include reserves for pension and
annuity contracts. Reserves on investment contracts are cqual to the cumulative deposits less any applicable charges and
withdrawals plus credited interest. Reserves for universal life insurance contracts are equal 10 cumulative deposits less
charges plus credited interest, which represents the account balances that accrue lo the benefit of the policyholders.

We hold additional reserves on certain long duration contracts where benefit features result in gains in early years
followed by losses in later years, universal life/variable universal life contracis that contain no lapse guarantec [catures, or
annuities with guarianteed minimum death benefits.

Reserves for nonparticipating term life insurance and disability income contracts are computed on a basis of
assumed investment yield, mortality, morbidity and cxpenses, including a provision for adverse deviation, which generally
varies by plan, year of issue and policy duration. Investment yield is based on our experience. Mortality, morbidity and
withdrawal rate assumptions are based on our expericnce and are periodically reviewed against both industry standards
and experience.

Reserves for participating life insurance contracis are based on the net level premium reserve for death and
endowment policy benefits. This net level premium reserve is calculated based on dividend fund interest rates and
mortality rates guaranteed in calculating the cash surrender values described in the contract.

Participating business represented approximately 18%, 20% and 24% of our life insurance in force and 57%, 59%
and 62% of the number of life insurance policies in force at December 31, 2007, 2006 and 2005, respectively. Participating
business represented approximately 53%, 56% and 58% of life insurance premiums for the years ended December 31,
2007, 2006 and 2005, respectively. The amount of dividends to policyholders is declared annually by Principal Life's
Board of Directors. The amount of dividends to be paid to policyholders is determined after consideration of several
factors including interest, mortality, morbidity and other expense experience for the year and judgment as to the
appropriate level of statutory surplus to be retained by Principal Life. At the end of the reporting period, Principal Life
establishes a dividend liability for the pro rata portion of the dividends expected to be paid on or before the next policy
anniversary date,

Some of our policies and contracts require payment of fees in advance for services that will be rendered over the
estimated lives of the policics and contracts. These paymenis are established as uncarned revenue reserves upon receipt
and included in other policyholder funds in the consolidated statements of financial position. These uncarmed revenue
reserves are amortized to operations over the estimated lives of these policies and contracts in relation to the emergence
of estimaied gross profit margins.

The liability for unpaid accident and health claims is an estimate of the ultimate net cost of reported and unreported
losses not yet settled. This liability is estimated using actuarial analyses and case basis evaluations. Although considerable
variability is inherent in such estimates, we believe that the liability for unpaid claims is adequate. These cstimaies are
continually reviewed and, as adjustments to this liability become necessary, such adjustments are reflected in net income.

Recognition of Premiums and Other Considerations, Fees and Other Revenues and Benefits

Traditional individual lifc insurance products include those products with fixed and guaranteed premiums and
benefits and consist principally of whole life and term life insurance policies. Premiums from these products are
recognized as premium revenue when due. Related policy benefits and expenses for individual life products are
associated with ¢arned premiums and result in the recognition of profits over the expected term of the policies and
contracts.

Immediate annuitics with life contingencies include products with fixed and guaranteed annuity considerations and
benefits and consist principally of group and individual single premium annuities with life contingencies. Annuity
considerations from these products are recognized as revenue. However, the collection of these annuity considerations
does not represent the completion of the earnings process, as we establish annuity reserves, using estimates for mortality
and investment assumptions, which include provision for adverse deviation as required by U.S. GAAP. We anticipate
profits 1o emerge over the life of the annuity products as we earn investment income, pay benefits and release reserves.
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Group life and health insurance premiums are generally recorded as premium revenue over the term of the
coverage. Cerlain group contracts contain experi¢nce premium refund provisions based on a pre-dzfined formula that
reflects their claim experience. Experience premium refunds are recognized as revenue over the term of the  coverage and
adjusted 10 reflect current experience. Fees for contracts providing claim processing or other administrative services are
recorded as revenue over the period the service is provided. Related policy benefits and expenses for group life and
health insurance products are associated with earned premiums and result in the recognition of profits over the term of
the policies and contracts.

Universal life-type policics are insuran¢e contracts with terms that are not fixed. Amounts received as payments for
such contracts arc not reported as premium revenues. Revenues for universal life-type insurance contracts consist of
policy charges for the cost of insurance, policy initiation and administration, surrender charges and other fees that have
been assessed against policy account values and investment income. Policy benefits and claims that are charged to
cxpense include interest credited to contracts and benefit claims incurred in the period in excess of rzlated policy account
balances.

Investment contracts do not subject us to significant risks arising from policyholder mortality or morbidity and
consist primarily of Guaranteed Investment Contracts (“GICs”), funding agrecments and certain deferred annuitics.
Amounts received as payments for investment contracts arc established as investment contract liability balances and are
not reported as premium. revenues. Revenues for investment contracts consist of investment income and policy
administration charges. Investment contract benefits thal are charged to expense include benefit claims incurred in the
period in excess of related investment contract liability balances and inerest credited to investment contract liability
balances.

Fees and other revenues are earncd for asset management services provided to retail and institutional clicnts based
largely upon contractual rates applied to the market value of the client’s portfolio. Additionally, fees and other revenues
are earmed for administrative services performed including recordkeeping and reporting services for retirement savings
plans, Fees and other revenues received for performance of asset management and administrative services are recoghized
as revenue when the service is performed or carned.

Deferred Policy Acqmsmon Costs

Commissions and other costs (underwriting, issuance .md field expenses) that vary with and are primarily refated to
the acquisition of new and renewal insurance policics and investment contract business are capitalized to the extens
recoverable. Maintenance costs and acquisition costs that are not deferrable are charged to operations as incurred.

DPAC for universal life-type insurance contracts, participating life insurance polictes and investmen! contracts ar¢
being amortized over the lives of the policies and contracts in rclation to the emergence of estimated gross profit margins.
For investment contracts pertaining to individual and group annuities which have separate account investment options,
we utilize a mean reversion method (reversion to the mean assumplion), a common industry prictice, 1o determine the
future domestic equity market growth assumption used for the amortization of DPAC. This amartization is adjusted in
the currcnt period when estimates of estimated gross profit are revised. The DPAC of nonparlicipating term life
insurance policies are being amortized over the premium-paying period of the related policics using assumptions
consistent with those used in computing policyholder liabilities.

DPAC are subject to recoverability testing at the time of policy issue and loss recognition testing on an annual basis,
or when an cvent occurs that may warrant loss recognition. If toss rccognmon is necessary, DPAC would be writien off 10
the cxtent that it is determined that future policy premiums and investment income or gross profits are not adequale to
cover related losses and expenses.

Deferred Policy Acquisition Costs on Internal Replacements

SOP 05-1 applies to all modifications and replacements made to contracts defined by SFAS No. 60, Accounting and
Reporting by Insurance Enterprises and SFAS No. 97, Accounting and Reporting by Insurance Enterprises for Certain
Long-Duration Contracts and for Realized Gains and Losses from the Sale of Investments. The SOP lists criteria that assist
in defining an internal replacement transaction as involving a substantially changed or substantially unchanged contract.
We review all modifications and replacements that meet the definition of an internal rcplacement. If an internal
replacement results in a substantially changed contract, the acquisition costs, sales inducements and unearned revenue
associated with the new contract are deferred and amortized over the lifetime of the new contract, In addition, the
existing DPAC, szles inducement, and uncarncd revenue balances associated with the replaced contract are written off.
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If an internal replacement results in a substantially unchanged contract, the acquisition costs, sales inducements and
unearned revenuc associated with the new contract are not deferred. All acquisition costs, sales inducements and
unearned revenue associated with the new contract are immediatcly recognized in the period incurred. In addition, the
existing DPAC, sales inducement, or unearned revenue balance associated with the replaced contract is not wrilten off,
but instead is carried over 1o the new contract,

Long-Term Debt

Long-term debt includes notes payable, nonrecourse morigages and other debt with a maturity date greater than one
year at the date of issuance. Current maturities of long term debt are classificd as long-term debt in our statement of
financial position.

Reinsurance

We enter into reinsurance agrcements with other companies in the normal course of business. We may assume
reinsurance from or cede reinsurance to other companics. Assets and liabilitics related to reinsurance ceded are reported
on a gross basis. Premiums and expenses are reported net of reinsurance ceded. We are contingently liable with respect to
reinsurance ceded 1o other companics in the event the reinsurer is unable to mect the obligations it has assumed. At
December 31, 2007, 2006 and 2005, respectively, we had reinsured $19.9 billion, $21.7 billion and $21.2 billion of life
insurance in force, representing 11%, 13%, and 14%, respectively, of total net life insurance in force through a single
third-party reinsurer. To minimize the possibility of losses, we regularly evaluate the financial condition of our reinsurers
and monitor concentrations of credit risk.

The effects of reinsurance on premiums and other considerations and policy and contract benefits were as follows:

Far the year ended December 31,

2007 2006 2005
(in millions})
Premiums and other considerations:
1001 $4,751.3 344688 34,2146
ASSEMEd . . et e 160.0 117.3 56.6
Ceded ................... e e RN (277.2)  (2808)  (296.2)
Net premiums and other considerations . ................... ... ... $4,634.1  $43053 $3,975.0
Benefits, claims and settlement expenses:
Direct ....... e e e e e e e $6,489.7 $58713 $54723
Assumed ... ... .. ... e e e e e 190.4 141.8 71.0
Ceded ...........covvuunn e e et e e (2448)  (320.7)  (266.4)
Net benefits, claims and settlement expenses ........ e e, $64353 35,6924 352829

Separate Accounts

The separate account asscts presented in the consolidated financial statements represent the fair market value of
funds that are separately administered by us for contracts with equity, real estate and fixed income investments. The
separate account contract owner, rather than us, bears the investment risk of these funds. The separate account assets are
legally segregated and are not subject to claims that arise out of any of our other business, We receive fees for mortality,
withdrawal, and expense risks, as well as administrative, maintenance and investment advisory services, that are included
in the consolidated statements of operations. Nel deposits, net investment income and realized and unrealized capital
gains and losscs on the scparate accounts are not reflected in the consolidated statements of operations.

At December 31, 2007 and 2006, 1he separate accounts include a separate account valued at $748.5 million and
$768.4 million, respectively, which primarily includes shares of our stock that were allocated and issued to eligible
participants of qualified employec benefit plans administered by us as part of the policy credits issued under our 2001
demutualization. These shares are included in both basic and diluted earnings per share calculations. The separate
account shares are recorded at fair value and are reported as scparate account asscts in the consolidated statements of
financial position, Separate account liabilities in the consolidated statements of financial pusition are reported at the fair
value of the underlying assets. Changes in fair value of the separate account shares are reflected in both the separate
account assels and separate account liabilities and do not impact our results of opcrations.
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Income Taxes

We file a U.S. consolidated income tax return that includes all of our qualifying subsidiaries. Our policy of allocating
income tax expenses and benefits to companies in the group is generally based upon pro rata contribution of taxable
income or operating losses. We are taxed at corporate rates on taxable income based on existing tax laws. Current income
taxes are charged or credited to net income based upon amounis estimated to be payable or recoverable as a resuli of
taxable operations for the current year, Deferred income taxes are provided {or the tax effect of temporary differences in
the financial reporting and income tax bases of assets and liabilities and net operating tosses using cnacted income tax
rates and laws. The effect on deferred income tax assets and deferred income tax liabilities of a change in tax rates is
recognized in operations in the period in which the change is enacted.

Foreign Exchange

Assets and liabilities of our foreign subsidiaries and affiliates denominated in non-1U.5, dollars, where the U.S. dollar
is not the functional currency, are translated into U.S. dollar equivalents at the year-end spot forcign exchange rates.
Resulting translaticn adjustments are reported as a component of stockholders’ equity, along with any related hedge and
1ax effects. Revenues and expenses for these entities are transtated at the weighted-average exchange rates for the year.
Revenue, expense and other foreign currency transaction and translation adjustments with the U.S. dollar as the
functional currency that affect cash flows are reported in net income, along with related hedge and tax effects.

Goodwill and Other Intangibles

Goodwill and other intangibles include the cost of acquired subsidiaries in excess of the fair value of the net tangible
assets recorded in connection with acquisitions. Goodwill and indefinite-lived intangible assets are not amortized. Rather,
goodwill and indefinite-lived intangible assets are tested for impairment at one level below our operating segments on an
annual basis during the fourth quarter, or more frequently if events or changes in circumstances indicate that the asset
might be impaired. Impairment testing for indefinite-lived intangible assets consists of a comparison of the fair value of
the intangible asset with its carrying value.

Intangible assets with a finite useful life are amortized as related benefits emerge over a period of 3 to 30 years and
are reviewed periodically for indicators of impairment in value. If facts and circumstances suggest possible impairment,
the sum of the estimated vundiscounted future cash flows expected 1o result from the use of the asset is compared to the
current carrying value of the asset. If the undiscounted future cash flows are less than the carrying value, an impairment
loss is recognized for the excess of the carrying amount of asscts over their fair value.

Eamings Per Common Share

Basic earnings per common share is calculated by dividing income avajlable to common stockholders by the
weighted-average number of common shares outstanding for the period and excludes the dilutive effect of equity awards.
Diluted earnings per common share reflects the potential dilution that could occur if dilutive securities, such as options
and non-vested stock grants, were exercised or resulted in the issuance of common stock.

Reclassifications

Reclassifications have been made to the 2006 and 2005 consolidated financial statements to conform to the 2007
presentation.
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2. Acquisition

On December 31, 2006, we completed the purchase of WM Advisors, Inc., a leading mutual fund manager, for a
total cost of $741.1 million in cash at the time of closing. The acquisition represents a strategic fit for us by adding scale to
one of our key asset accumulation businesses, further strengthening our global asset management capability and
increasing our presence with independent financial advisors.

A summary of the fair vatues of the net assets acquired as of December 31, 2006, based upon the valuation estimales
at the time of acquisition, is as follows (in millions):

Assets
Cashand cash equIvalents. . ... .o oottt e e $ 91
Premiums due and other receivables . .. ... ... . .. . e e e e 26.0
Property, plant, and eQuipment .. .. ... i 04
GoodWIll . . e e e e e e e 62.7
Other intangibles . . . .0 oot it e s 751.9
L8 1T T T E LR R I 0.5
Total assets ACQUITED . . . . . oo it 850.6
Liabilities
LOBE-term debl . . . ot e 86.9
Other Habilities . ... oot ittt i T R 22,6
Total liabilities assumed . . . .. ...t ie e i e 109.5
INEt @SSELS ACQUITED .+ o o4 o v vt en i et et e e n e e e $741.1

—_

Of the $751.9 million of acquircd intangible assets, $608.0 million was assigned to investment management contracts
that are not subject to amortization. The remainder of the acquircd intangibles are subject to amortization and consist of:
$86.9 million of customer-based intangibles (eight-year useful life); $51.0 million of asset management contracts
(three-year usefut life); $5.0 million ascribed to the distribution channel (18-year uscful life); and $1.0 million ascribed to
non-compete agreements {one-year useful life).

Consistent with the acquired intangibles, $52.1 million of goodwill was assigned to our U.S. Asset Accumulation
segment and $10.6 million to our Global Asset Management segment. The goodwill amounts are deductible for tax
purposes.

The following (unaudited) pro forma consolidated results of operations have been prepared as if the acquisition of
WM Advisors, Inc., had occurred as of January 1, 2005:

For the year ended

December 31,
2006 2005

in million

O here datey,
TOUAL FBVEIMES & o . oottt t et et e $10,150.8 §9,351.5
NELIMCOMIE . . .\t oottt et s et ae s m et et c e 1,092.5 947.6
Basic earnings percommon share. . .. ..o oo i e e e 388 323
Diluted earnings per common Share . ... ... i 3.85 3.21

The pro forma information is presented for informational purposes only and is not necessarily indicative of the
results of operations that actually would have been achieved had the acquisition been consummated as of that time, nor is
it intended to be a projection of future results.

3. Discontinued Operations

Real Estate Investments

In 2007, 2006 and 2005, we sold certain real estate properties previously heid for invesiment purposes. These
propertics quatify for discontinued operations treatment. Therefore, the income from discontinued operations has been
removed from our results of continuing operations for all periods presented, The gains on disposal, which are reported in
our Corporate and Other segment, are excluded from scgment operating earnings for all periods presented. All assets,
including cash, and liabilities of the discontinued operations have been reclassified to separate discontinued asset and
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3. Discontinued Qperations — (continued)

liability linc items on the consolidated statements of financial position. We have separately disclosed the operating,
investing and financing portions of the cash flows attributable to our discontinued operations in our consolidated
statements of cash flows. Additionally, the information included in the noles to the financial statements excludes
information applicable to these properties, unless otherwise noted,

The properties were sold 1o take advantage of positive real estate market conditions in specific geographic locations
and to further diversify our real estate portfolio.

Sclected financial information for the discontinued operations is as fallows:

December 31,
07306
(in millions)
Assets
L $— §534
YT .11 3O - _0s
TOUAl BSSEIS & v v v v et i e e e e e e e e e e e $— 3542
Liabilities
Longtermdebt................ R T R . $— B425
All other liabilities . ........ .. ... . . e e - 05
Tota) Habilities . . . o oo i e e e e e ey $— $430
For the year ended
December 31,
2007 2006 2005
. fin millions)
TOtal TEVENUES . L v e e e e e e e $03 3(31) §$49
Income from discontinued operalions: :
Income (loss) before income taxes . ........ ... . ... $03 $(31) $49
Income taxes (benefits) . .. .. .. .. L 61 (1.1) 138
Gain on disposal of discontinued operations . ............... .. 0ot 328 475 343
Income taxes on disposal . . . ... .. .. i e e e »8 166 120

NEL NGO « . ot e et e it et e e e m e ettt et ar i enne s $210.2 3289 3254

Principal Residential Mortgage, Inc.

On July 1, 2004, we closed the sale of Principal Residential Mortgage, Inc. to CitiMortgage, Inc. Our total after-tax
proceeds from the sale were approximately $620.0 million.

The decision 1o sell Principal Residential Mortgage, Inc. was made with a view toward intensifying our strategic focus
on our core retirement and risk protection business as well as achieving our longer-term financial objectives. In addition,
the sale was also viewed as a positive move for our stockholders as it enabled us to move forward from an improved
capital position, with better financial flexibility and greater stability of earnings.

During 2005, certain true-up adjustments were made related to the sale of Principal Residential Mortgage, Inc.
resulting in & $5.0 million after-tax loss, which is reflected as discontinued operations. We have separately disclosed the
operaling, investing and financing portions of the cash flows atiributable to our discontinued operations in our
consolidated statements of cash flows.

BT Financial Group

On October 31, 2002, we sold substantially all of BT Financial Group to Wcstpad Banking Corporation (“Westpac™).
Our total after-tax proceeds from the sale were approximately U.S. $900.0 million. This amount includes cash-proceeds
from Westpac, tax benefits and a gain from unwinding the hedged asset associated with our investment in BT Financial
Group. .
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3. Discontinued Operations — (continued)

The decision to sell BT Financial Group was made with a view toward focusing our resources, exccuting on core
stratcgic priosities and meeting stockholder expectations. Changing market dynamics since our acquisition of BT
Financia) Group, including indusiry consolidation, led us 10 conclude that the interests of BT Financial Group clients and
staff would be best served under Westpac's ownership.

Changes to the loss on

discontinued operations due to the close of a tax audit resulted in an increase to net income

of $8.4 million in 2005. We have separately disclosed the operating, investing and financing portions of the cash flows
attributable to our discontinued operations in’ our consolidated statements of cash flows.

4, Goodwill and Other Intangible Assets

The changes in the carrying amount of goodwill reported in our segments for 2006 and 2007 were as follows:

International
Assel

. Management Life snd Corporsie
LS. Asset  Global Asset and Heafth and
Accumulation Management Accomulation lasurance  Other  Consolidaled
(in miflions)
Balances at January 1, 2006 ... .... $19.6 $118.7 $55.5 $88.4 $0.1 $282.3
Goodwill from acquisitions . ....... 52.1 29.1 — — - 81.2
Foreign currency translation ....... — — (1.6) —_ = (1.6)
Balances at December 31, 2006 . . . .. 71.7 147.8 539 88.4 0.1 3619
Goodwill from acquisitions . . ...... - 9.1 — - - 9.1
Foreign currency translation ....... — — 37 — = 37
Balances at December 31, 2007 . .. .. $71.7 $156.9 $57.6 $88.4 $0.1 $374.7
Amortized intangible assets were as follows:
Décember 31,
2007 2006
Gross Net Gross Nei
carrylng  Accumuloted  carrying  carrying  Accumulated  carrying
amount amonizatien amount  amount amortization  amounl
(in milliors)
Present value of future profits. .. ...... 81725 $ 589 $1136 $172.8 $66.1 $£106.7
(101 T-1 P 282.8 61.9 2209 288.7 264 262.3
Total amortized intangibles . . ... . ... .. $455.3 $120.8 $3345 $461.5 392.5 $369.0

The amortization expense for intangible assets with finite useful lives was $42.0 million, $22.6 million and
$17.5 million for 2007, 2006, and 2005, respectively. At December 31, 2007, the estimated amortization expense for the
next five years is as follows (in millions):

Year ending December 31:

2008 ......
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4. Goodwill and Other Intangible Assets — (continued)

Presemt value of future profits (“PVFP”) represents the present value of estimated future profits to be gencrated
from existing insurance contracts in-force at the date of acquisition and is amortized over the expected policy or contract
duration in relation to estimated gross profits. Interest rates used to calculate the estimated interest accruals were 9.00%
for all years related to PVFP generated from Mexico acquisitions and 6.36% in 2007, 6.43% declining to 6.36% in 2006,
and 6.51% declining 1o 6.43% in 2005, related to PVFP generated from Chile acquisitions.

The changes in the carrying amount of PVFP, reported in our International Asset Management and Accumulation
segment for 2005, 2006 and 2007, were as follows {in millions):

Balance at January 1, 2005 . . . . ... . . e ettt s $ 884
Interest acCrued . ... .. e e et e e 7.8
AMOTUZATION . . . o ot i i i e e it m e e (14.7)
Impairments . . .............. e e e e [SPPUEUE (2.3)
Foreign currency ranslation . . . . . ... oo i e e e 43
107 0.3
Balance at December 31, 2005 . . . .. ... . e e e et e 83.8
T = I T 1T 7.3
AMOTHZAtION L L o ittt e e it e i e i e (18.4)
Impairments . . ... e i e (2.0)
Foreign custency translation . . .. .. .. ... .ot U (1.5)
011 1 T 37.5
Balance at Derember 31, 2006 . . . . . oot e e 106.7
Interest acerued . ... o i e e e e e e e et e e 94
X 170 g € 1 1) o T OO (0.1)
I pairmIEntS . . .. e (1.3)
Foreign currency tramnslalion . . . . .. ... . i i e s e, {0.8)
L8 L1 {03)
Balance at December 31, 2007 . . . ... .. ... e $113.6

At December 31, 2007, the estimaled amortization expense related to PYFP for the next five vears is as follows (in
millions):

Year ending December 31:

7 $2.5
1 L6
7 2.6
L N 3.5
A O 44

The net carrying amount of unamortized indefinite-lived intangible assets was $672.4 million and $612.0 million as of
December 31, 2007 and 2006, respectively.

5, Variable Interest Entities

We have relationships with various types of special purpose entities and other entities where we have a variable
interest. The following serves as a discussion of investments in entities that meet the definition of a VIE,

Consolidated Variable Interest Entities

Synthetic Collateralized Debt Obligation. On May 26, 2005, we invested $130.0 million in a secured limited recourse
credit linked note issued by a grantor trust. The trust entered into a credit default swap providing credit protection on the
first 45% of loss of seven mezzanine tranches totaling $288.9 million of seven synthetic refercnce portfolios, Our risk of
loss for the seven referenced mezzanine tranches begins at 4.85% and ends at 10.85% of loss on each of the seven
synthetic reference portfolios. Therefore, defaults in an underlying reference portfolio will only affect the credit-linked
notc if cumulative losses exceed 4.85% of a synthetic reference portfolio.
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8. Variable Interest Entities — (continued)

We have determined that this grantor trust is a VIE and that we arc the primary beneficiary of the trust due to our
interest in the VIE and management of the synthetic reference portfolios. Upon consolidation of the trust, as of
December 31, 2007 and 2006, our consolidated statements of financial position include $127.2 million and $130.3 million,
respectively, of available-for-sale fixed maturity securitics, which represent the collateral held by the trust. As of
December 31, 2007 and 2006, the credit default swap entered into by the trust has an outstanding notional amount of
$130.0 million. During the years ended December 31, 2007, 2006 and 2005, the credit default swaps had a change in fair
value that resulted in a $3.2 miltion pre-tax loss, a $4.4 million pre-1ax gain and $0.4 million pre-tax loss, respectively. The
creditors of the grantor trusts have no recourse 10 our assets.

Grantor Trusts. We contributed undated subordinated floating rate notes to three grantor trusis. The trusts separated
the cash flows of the underlying notes by issuing an interest-only certificate and a residual certificate refated 1o each note
contributed. Each intercst-only certificate entitles the holder to interest on the stated note for a specified term while the
residual certificate entitles the holder 10 interest payments subsequent to the term of the intcrest-only certificate and to
all principal payments. We retained the interest-only certificate and the residual certificates were subsequently sold to a
third party.

We have determined that these grantor trusts are VIEs as our interest-only certificates arc exposcd to the majority of
the risk of loss. The restricted interest periods end between 2016 and 2020 and, at that time, the residual certificate
holders’ certificates are redeemed by the trust in return for the notes. We have determined that it will be necessary for us
to consolidate these entities until the expiration of the interest-only period. As of December 3i, 2007 and 2006, our
consolidated statements of financial position include $332.1 million and $366.2 million, respectively, of undated
subordinated floating rate notes of the grantor trusts, which are classified as available-for-sale fixed maturity securities
and represent the collateral held by the trust. The obligation to deliver the underlying securities to the residual certificate
holders of $155.6 million and $156.8 million as of December 31, 2007 and 2006, respectively, is classified as an other
liability and contains an embedded derivative of the forecasted transaction to deliver the underlying securities. The
creditors of the grantor trusts have no recourse to our assets.

Other. In addition 1o the entities above, we have a number of relationships with a disparate group of entities, which
meel the criteria for VIEs. Due to the nature of our direct investment in the equity and/or debt of these VIEs, we are the
primary beneficiary of such entities, which requires us to consolidate them. These entities include seven private
investment vehicles, a financial scrvices company and a hedge fund. The consolidation of these VIEs did nol have a
material cffect on cither our consolidated statement of financial position as of December 31, 2007 or 2006, or results of
operations for the years ended December 31, 2007, 2006 and 2005. For the majority of these entities, the creditors have
no recourse to our asscls.

The carrying amount and classification of consolidated VIE assets that are collatcral the VIEs have designated for
their other obligations and the debt of the VIEs are as follows:

December 31,
2007 2006
. (in millions)

Fixed maturity securities, available-for-sale ... ....... ... vt $l16.2  $178.0
Fixed maturity securilies, trading . ... ... ..o v 347 14.0
Equity securities, trading . . ... ... 90.1 59.5
Cash and Other BSSEIS . . . o 0 vt r e s it ie et i aarm e b 9.8 83.2
Total assets pledged as coflateral ... ... ... . i $334.8 §334.7
Longtermdebt .. .. ... ... e $175.6 $206.4

As of December 31, 2007 and 2006, $334.8 million and $334.7 million, respectively, of asscts were pledged as
collateral for the VIE entities’ other obligations and debt. As of December 31, 2007 and 2006, these entities had
long-term debt of $175.6 miltion and $206.4 million, respectively, all of which was jssued to our affiliates and, therefore,
climinated upon consolidation.
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5. Variable Interest Entities — (continued)
Significant Uoconsolidated Variable Interest Entities '

We hold a significant variable interest in a number of VIEs where we are not the primary beneficiary. These entilies
include private investment vehicles and custodial re[ationships that have issued trust certificates or custodial receipts that
are recorded as available- for sale ﬁxed maturity securities in the consolidated financial stalcments

On June 14, 2007, we invested $100.0 million in a secured limited recourse note 1ssued by i private investment
vehicle. The note represents Class B-1 notes. Class A notes are senior and Class C through Class E notes are
subordinated to Class B notes. The entity entered into a credit default swap with a third party providing credit protection
in exchange for a fee. Defaults in an underlying reference portfolio will only affect the note if cumulative losses of a
synthetic reference portfolio exceed the loss attachment point on the portfolio. We have determined we are not the
primary beneficiary, as we do not hold the majority of the risk of loss. Our maximum exposure to loss as a result of our
involvement with this entity is our recgrded investment of $84.2 miliion as of December 31, 2007.

On June 21, 2006, we invested $285.0 million in a secured limited .recourse note issued by a private investment
vehicle. The note represents Class B notes. Class A notes are senior and Class C through Class F notes are subordinated
to Class B notes. The entity eatered into a credit default swap with a third party providing credit protection in exchange
for a fee. Defaults in an underlying reference portfolio will only affect the note if cumulative losses of a synthetic
reference portfolio exceed the loss attachment point on the portfolio. We have determined we ure not the primary
beneficiary, as we do not hold the majority of the risk of loss. Our maximum ¢xposure to loss as a result of our
involvement with this entity is our recorded investment of $223.2 miliion and $285.3 mllllon as of December 31, 2007 and
20006, respectively.

On September 21, 2001, we entered into a transaction where a third party transferred funds to a trust. The trust
purchased shares of a specific money market fund and then separated the cash flows of the. money market shares into
share receipts and dividend receipts. The dividend receipts entitle the holder to dividends paid for a specified term while
the share receipts, purchascd at a discount, entitle the holder to dividend paymenis subsequent to the term of the
dividend receipts and the rights to the underlying shares. We have purchased the share receipts. After the restricted
dividend period ends on December 21, 2021, we, as the share receipt holder, have the right to terminate the trust
agreement and will receive the underlying money market fund shares. We determined the primary beneficiary is the
dividend receipt holder, which has the majority of the risk of loss. Our maximum cxposure to loss as a result of our
involvement with these entities is our recorded investment of $66.1 million and $65.9 million as of December 31, 2007
and 2006, respectively. .

On June 20, 1997, we entered into a transaction in which we purchased a residual trust certificate. The trust
separated the cash flows of an underlying security into an interest-only certificate that entitles the third party certificate
holder to the stated interest on the underlying security through May 15, 2017, and into a residual certificate entitling the
holder 1o interest payments subsequent to the term of the interest-only certificates and any principal payments.
Subscquent to the restricted interest period, we, as the residual certificate holder, have the right to terminate the trust
agreement and will receive the underlying security. We determined the primary beneficiary.is the interest-only certificate
holder, which has the majority of the risk of loss. Qur maximum exposure to loss as a result of our invelvement with this
entity is our recorded investment of $83.4 million and $78.7 million as of December 31, 2067 and 2006, respectively.
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6, Investments
Fixed Maturities and Equity Securities

The cost, gross unrealized gains and losses and fair value of fixed maturities and cquity securities available-for-sale
as of December 31, 2007 and 2006, are summarized as follows:

Gross Gross
unrealized unrealized
Cost gains losses Fair value
{in millions)
December 31, 2007
Fixed maturities, available-for-sale: _
U.S. government and agencies ... ... ...t $ 6285 $ 290 § 01 § 6574
Non-US. governments . ............oievmenrneeronin . 799.9 145.5 13 944.1
States and political subdivisions ... ........ .o e 1,367.6 39.1 10.2 1,896.5
Corporate — public ... ... 21,490.7 783.2 4653  21,808.6
Corporate — Privail . . ..ot i e 11,6603 362.8 2100 11,8131
Mortgage-backed and other asset-backed securities. . ........... 9.961.7 158.2 500.7 9,619.2
Total fixed maturities, available-for-sale .. .................... $46,408.7 $1,517.8  $1,187.6 $46,738.9
Total equily securities, available-for-sale . ..................... $ 3203 $ 16 § 155 § 3164
December 31, 2006
Fixed maturities, available-for-salc:
U.S. government and 8gencies ... ... $ 538 $ 08 §$- 38 § 5278
Non-U.S. governments .............. J 766.0 135.0 0.4 900.6
States and political subdivisions . .......... ..o oo 1,557.7 45.4 49 1,598.2
Corporate — public .. ... . e 20,742.1 852.1 1459 21,4483
COrporate «— PrVAIE . .. .\ oo 10,287.9 YR 75.7 10,5861
Mortgage-backed and other asset-backed securities. . ........... 9,199.1 221.2 77.8 93425
Tora! fixed maturities, available-forsale ...................... $43083.6 $1,628.4 § 3085 $44.403.5
Total equity securities, available-forsale . . ........... ... ..., $ 6577 § 135 § 46 § 666.6

The cost and fair value of fixed maturities available-for-sale at December 31, 2007, by expected maturity, were as
follows:

Cost Fair value
{in millions)

Duc in ONE YEar OF 1885 . .. uv vt ene it r v b ia e $ 1,492.1 § 1,488.2
Duec after one year through five Years . ... ...t 11,224.3 11,4534
Due after five years throngh tenyears .. ..., e 10,910.1 10,8529
Duc aftler tENYEATS . ..ot i tininaen e it 12,820.5 1373252
36,447.0 37,1197

Mortgage-backed and other asset-backed sccurities . .. ... ... .o il 9,961.7 9,619.2
3 150 IR O $46,408.7 $46,738.9

The above summarized activity is based on expected maturities. Actual maturitics may differ because borrowers may
have the right to call or prepay obligations.

Corporate private placement bonds represent 8 primary area of credit risk exposure. The corporate private
placement bond portfolio is diversified by issuer and industry. We monitor the restrictive bond covenants, which are
intended to regulate the activities of issuers and control their leveraging capabilities.
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6. Investments — (continued)
Net Investment Income

Major categories of net investment income are summarized as follows:

For the year ended December 31,

2007 2006 2005
' (in millions)
Fixed maturities, available-forsale . ., ........................... $2836.2 $2,6204 $2,453.1
Fixed maturities, trading. .. ... . ... ... 33.0 16.0 T 7.6
Equity securities, available-for-sale, . ...... ... oo il 24.2 555 50.8
Equity securities, trading ... ... ... ... . . ‘28 25 4.9
Mortgage [OHRS . . ... .. e e e e B18.6 7443 764.4
Realestate ............... [ 74.9 63.2 58.1
Policyloans...................cvvun.. e e '52.6 509 50.3
Cash andcash equivalents . ............... ... ... .. . viv..n. 1059 64.4 321
D erivalIVeS . . .. e et e e e e 41.7 40.2 17.9
03T 1234 92.0 49.4
OBl e 41133 37494 34886
Less investment EXPenSes . - ... ven v e e e (146.8)  (128.8) (130.6)
Net InvesStmENt INCOME + « .+ . v vttt v it et s e e r e e $3,966.5 &620.6 $3,358.0

Net Realized/Unrealized Capital Gains and Losses

The major components of net realized/unrealized capital gains (losses) on investments are summarized as follows:

For the year ended
December 3,

2007 2006 2005
{in millions)

Fixed maturities, available-for-sale:

GroSS BAINS . . oo v ittt ettt e e e e $ 352 $429 §1145

L Tt T T (280.9) (65.0) (87.3)

Hedging (net) . . ..ot e e I51.8  (14.6) (45.8)
Fixed maturities, trading . . .. . ... . . e e L7 i.0 (2.4)
Equity securities, available-for-sale;

Gross gains .. ... e e e i e e 8.0 2.5 9.1

L (LA T X {543y (09 (8.8)
Equity securitics, trading . . ... .. ... . i 20 218 6.6
Mortgage 10ans . . . ... . .. .0 e e e (7.1} 24 1.3
DIV aLIVES . o ot vttt e ettt et e e et e e (269.2) 4.7 17.2
01 T-1 63.0 593  (i5.6)
Net realizedfunrealized capital gains (losses) . . ....... ... .. ... . ... ... $(328.8) S 447 $(11.2)

- Proceeds from sales of investments (excluding call and maturity proceeds) in fixed maturitics were $2.4 billion,
$1.5 billion and $2.6 billion in 2007, 2006, and 2005, respectively.

1

We recognize impairment losses for fixed maturities and equity securities when declines in valuc arc other than
temporary. Gross realized losses relaled to other than temporary impairments of fixed maturity securities were
$215.7 million, $14.6 million and $28.6 million in 2007, 2006, and 2005, respectively. Certain fixed maturity securities
moved into a loss position during the second quarter of 2007, and we determined that we did not have the ability and
intent 10 hold these securities. As a result, we also recognized impairment tosses on these securities of $24.5 million, net
of recoveries on the subsequent sale, primarily due to a change in interest rates. As a résult of the nced to fund our
acquisition of WM Advisors, Inc. we also recognized $17.2 million of write-downs in 2006 that rcsulted from our
determination that we no longer had the ability and intent to hold certain fixed maturity securities until they recovered in
value. We also recognized gross realized losses as the result of credit triggered sales of $32.3 million, $22.2 million and
$30.8 million in 2007, 2006, and 2005, respectively, In 2005, we also recognized an $11.0 million loss related to a large

106




Principal Financial Group, Inc.
Notes to Consolidated Financial Statements — (continued)

6. Investments — (continued)

investment that was called from us. Gross realized losses related to other than temporary impairments of equity securities
were $52.6 million and $3.0 million in 2007 and 2005. We did not recognize any impairment losses on equity sceurilics in
2006.

Gross Unrealized Losses for Fixed Maturities and Equity Securities

For fixed maturitics and equity sccuritics available-for-sale with unrealized losses as of December 31, 2007 and 2006,
the gross unrealized losses and fair value, aggregated by investment category and length of time that individual securities
have been in a continuous unrealized loss position arc summarized as follows:

December 31, 2007
. Less than Greater than or
twelve months equal to twelve months Tota!
Gross Gross Gross
Corrying  unrenlized  Corrying  unrealized  Carrying  unrealized
value losses value losses value losses
(in millions)
Fixed maturitics, available-for-sale:
U.S. government and agencies .. ... ... ... $ 42 $ 01 $ 193 §$ — $ 25 % 01
Non-U.S. governments. ... ............. 61.4 1.1 13.7 0.2 75.1 1.3
States and political subdivisions .. ... . ..., 375.2 7.1 205.7 3.1 580.9 10.2
Corporatc — public . ......... ... ... 5,160.3 2524 3,607.2 212.9 8,767.5 465.3
Corporale — private . .. ... ... ovnnn 33022 124.9 1,752.9 85.1 5,055.1 210.0
Mortgage-backed and other asset-backed
SECUTILIES . oo i e s ia e 33105 405.1 2,171.8 95.6 5,488.3 500.7
Total fixed maturities, available-for-sale , ... .. $12,213.8 $790.7  $7,776.6  $3969  $19,9904 S1,187.6
Tolal equity securities, available-for-sale . ... .. $ 1102 $123 § 265 $ 32 § 1367 $ 155

As of December 31, 2007, we held $19,990.4 million in available-for-sale fixed maturity securities with unrealized
losses of $1,187.6 million. Of these amounts, Principal Life’s consolidated portfolio represented $19,574.5 million in
availablc-for-sale fixed maturity securitics with unrcalized losses of $1,168.2 million. Principal Life’s consolidated
portfolio consists of fixed maturity securities where 95% are investment grade (rated AAA through BBB-) with an
average price of 94 (carrying valuefamortized cost). Due to the credit disruption in the last half of 2007 that led to
reduced liquidity and wider credit spreads, we saw an increase in unrealized losses in our sccurities portfolio. The
unrealized losses were more pronounced in structured products such as collateralized debt obligations and asset-backed
sccunties.

For those securities that have been in a loss position for less than twelve months, Principal Life’s consoidated
portfolio holds 1,268 securities with a carrying value of $11,897.8 million and unrealized losses of $785.5 million reflecting
an average price of 94. Of this ponifolio, 93% was investment grade (rated AAA through BBB-) at December 31, 2007,
with associated unrealized losses of $738.0 million. The losses on these securities can primarily be attributed to changes in
market interest rates and changes in credit spreads since the securities were acquired.

For those securities that have been in a continuous loss position greater than or equal to twelve months, Principal
Life’s consolidated portfolio holds 945 securities with a carrying value of $7,676.7 million and unrcalized losses of
$382.7 million. The average rating of this portfolio is A with an average price of 95 at December 31, 2007, Of the
$382.7 million in unrealized losses, the Corporate-public and Corporate-private sectors account for $283.8 million in
unrealized losses with an average price of 95 and an average credit rating of BBB+. The remaining unrealized losses
consist primarily of $95.6 million in unrealized losses within the mortgage-backed and other asset-backed sccurities
scctor. The average price of the mortgage-backed and other asset-backed securities sector is 96 and the average credit
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ratmg is AA+. The losses on these securities can primarily be atiributed to changes in markct interest rates and changes
in credit spreads sincc the securities were acquired,

December M, 2006

Lass than Greater than or
twelve months equal to twelve months Total
Gross Gross Gross
Carrying  unrealized Carrylng unrealized  Carrylng  unrealized
' value losses value losses value losses

{in millions}
Fixed maturities, available-for-sale:

U.S. government and agericies ........... $ 320 s$02 § 3208 § 36 § 3528 § 138
Non-U.S. governments. . ............... 459 0.1 13.8 - 03 59.7 0.4
Siates and political subdivisions .. .. ... ... 278.1 0.7 3470 42 625.1 49
Corporate —public .................. 2,691.0 359 4617.8 1100 7,314.8 145.9
Corporatc — private . . ................ 1,635.2 11.4 2,3715.8 64.3 4,011.0 75.7
Morigage-backed and other asset-backed
SEOMRLIES .\ vttt 1,3493 8.7 2,751.6 68.1 4,100.9 71.8
Total fixed maturities, available-for-sale ... ... $6,037.5 $58.0 $10426.8 $250.5  $16,464.3  $308.5
‘Total equity securities, available-for-sale . . . ... $ 45 $03 § 1340 § 43 $ 1385 § 46

As of December 31, 2006, we held $16,464.3 million in available-for-sale fixcd maturity securities with unrealized
fosses of $308.5 million. Of these amounts, Principal Life's consolidated portfolio represented $16,224.8 million in
available-for-sale fixed maturity sccurities with unrealized losses of $299.7 million. Principal Life’s consolidated portfolio
consisted of fixed maturity securities where 98% were investment grade (rated AAA through BBB-) with an average
price of 98 (carrying valuefamortized cost).

For those securities that had been in a loss position for less than twelve months, Principal Life’s consolidated
portfolio held 643 securities with a carrying vatue of $5,831.9 million and unrealized losses of $49.8 million reflecting an
average price of 99. Of this portfolio, 97% was investment grade (rated AAA through BBB-) at Decernber 31, 2006, with
associated unrealized losses of $48.3 million. The losses on these securities can primarily be attributed to changes in
market interest rates and changes in credit spreads since the securities were acquired,

Far those securities that had been in a continuous loss position greater than or equal to twelve months, Principal
Life's consolidated portfolio held 1,186 sccurities with a carrying value of $10,392.9 million and unrealized losses of
$249.9 million. The average rating of this portfolio was A with an average price of 98 at December 31, 2006, Of the
$249.9 million in unrealized losses, the Corporate-public and Corporate-private sectors account for $173.9 million in
unrealized losses with an average price of 98 and an average credit rating of BBB+. The remaining unrcalized losses
consisted primarily of $68.1 million in unrealized losses within the mortgage-backed and other asset-backed securities
sector. The average price of the mortgage-backed and other asset-backed securities sector was 98 and the average credit
rating was AA+. The losses on these securities can primarily be atiributed to changes in market interest rates and
changes in credit spreads since the securities were acquired.

108




Principal Financial Group, Inc.
Notes to Consolidated Financial Statements — (continued)

6. Investments — (continued)
Net Unrealized Gains and Losses on Available-for-Sale Securities

The net unrealized gains and losses on investments in fixed maturities and equity securities available-for-sale are
reported as a separate component of stockholders’ equity. The cumulative amount of net unrealized gains and losses on
available-for-sale securities and derivative instruments was as follows:

December 31,
2007 2006
. (in millions)
Net unrcalized gains on fixed maturities, available-for-sale(1) ................... $ 3297 51,3211
Net unrealized gains (losses) on equily securities, available-forsale ............... 3.9) 8.9
Adjustments for assumed changes in amortization patterns . ... ...... .o v 2.2 (128.1)
Nel unrcalized gains on derivative instruments . ........ ... .. oo, 20.7 46.4
Net unrealized gains on equity method subsidiaries and minority interest adjustments .., 752 6.8
Provision for deferred iNCOME 1KES - . . o o v vt i e et ettt e s ana e e s (106.8)  (396.1)
Net unrealized gains on available-for-sale securities .. ........... ..oy $317.1 § 859.0

(1) Excludes net unrcalized gains (losses) on fixed maturities, available-for-sale included in fair value hedging
refationships,

Commercial Mortgage Loans

Commercial mortgage loans represent a primary arca of credit risk exposure. At December 31, 2007 and 2006, the
commercial mortgage portfolio is diversified by geographic region and specific collateral property type as follows:

December 31,
007 2006

Carrying  Percent  Camvying  Percent
amount of total amount of total

(3 in millions)}

Geographic distribution

NewEngland . .. ..ot $ 4812 45% § 3976 3.9%
Middle AHantiC . . ... v i v it e e .1,815.5 169 1,8174 18.0
East North Central . . .. ..o v it i e et e e v 260.2 8.9 847.0 8.4
West North Central . ... .o i ittt iascie oo 513.2 4.8 525.6 5.2
South Atlantic . ... . oo i i e e i e 2,876.2 26.7 2,550.9 25.3
East South Central . . ... vt v it i e i e et e 339.0 Al 285.6 28
West South Central ... vt i vttt i i e et st e e 692.9 6.4 682.4 6.8
MOURAIN . ... it i i e e e i e 794.7 7.4 B45.5 84
PaCIEIC . - ottt e e e e s 23334 21.7 2,170.5 21.5
Valoation allOwWance . . ... .. et i i (42.8) (0.4) (32.2) (0.3}
.17 | S $10,763.5  100.0% $10,090.3 100.0%
Property type distribution

OffICE . . . e e e e e $ 2,647.8 24.6% $ 26723 26.5%
ST Y) I 2,915.5 27.1 2,808.8 2117
IndusStrial ... i et e 2,756.0 25.6 2,740.1 27.2
ADAFIMIENIS . 4 ottt vttt e a e 1,698.3 15.8 1,440.3 14.3
Hotel .. o e i e e e 2733 25 41.7 0.4
Mixed uSe/OthET . . v v vt i e et e e 5154 4.8 4193 42
Valuation allowance .. ... uernian oo nnnenay (42.8) (0.4 322y (0.3)
1 T 1| R $10,763.5 100.0% $10,090.3 100.0%
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Commercial Mortgage Loan Loss Allowance

Mortgage loans on real estate are considered impaired when, based on current information and cvents, it is probable
that we will be unable to coilect all amounts duc according to contractual terms of the loan agreement, When we
determine that a loan is impaired, a valuation allowance is established cqual to the difference between the carrying
amount of the mortgage loan and the estimated value. Estimated value is based on either the present value of the
expected future cash flows discounted at the loan’s effective interest rate, the loan’s observable market price or fair valuc
of the collateral. The change in the valuation allowance is included in net realizedfunrealized capital gains (losses) on our
consolidated statcments of aperations.

The allowance for losses is maintained at a level believed adequate by management to absorb estimated probable
credit losscs. Management's periodic evaluation and assessment of the adequacy of the allowance for losses and the nced
for mortgage impairments is based on known and inhercnt risks in the portfolio, adverse situations that may affect a
borrower's ability to repay, the estimated value of the underlying collateral, composition of the lvan portfolio, current
cconomic conditions and other relevant factors. The evaluation of our loan specific reserve component is subjective, as it
requires the estimation and timing of future cash flows expeeted o be received on impaired loans, Impaired mortgage
loans, along with the related allowance for losses, were as follows:

December 31,
2007 2006
{in miltions)
Impaired loans . .. .. e e e et e e $458 3501
Allowance forlosses . ...,....... e e e e e e e e —
Net impaired 10a0S . . .. ..ottt e e e $358 S04

The average recorded investment in impaired morigage loans and the interest income recognized on impaired
mortgage loans were as follows:

For the year ended

December 31,
007 2006 2005
T inmiflions)
Avcrage recorded investment in impaired loans ... ... .. ... L. ... SILS $43 §51.6
Interest income recognized on impaired loans ... ... oo e e 34 05 5.1

When it is determined that a loan is impaired, interest accruals are stopped and all interest income is recognized on
the cash basis.

A summary of the changes in the commercial mortgage loan allowance for losses is as follows:

For the year ended
December 31,

2007 2006 2005
{in millions)

Balance at beginning of YEAT © v v viiin e e e $32,2 $332 §424
Provision for losses . . ............ e e e e e e 10.7 1.3 6.7
Rcleases due to write-downs, sales and foreclosures . ................. e 1) (23 (159
Balance atend of year ... .. ..t iier i e $428 $322 $332

Real Estate

Depreciation expense on invested real cstate was $30.4 million, $30.5 million and $26.7 million in 2007, 2006, and
2005, respectively, Accumulated depreciation was $226.3 million and $204.3 million as of December 31, 2007 and 2006,
respectively.
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Other Investments

Other investments include minority interests in unconsolidated entities, domestic and international joint ventures
and partnerships and properties owned jointly with venture partners and operated by the partners. Such invesiments are
generally accounted for using the equity method. In applying the equity method, we record our shar¢ of income or loss
reported by the equity investees. Changes in the value of our investment in cquity investees attributable to capital
transactions of the investee, such as an additional offering of stock, arc recorded dircctly to stockholders’ cquity. Total
assets of the unconsolidated entities were $17,290.8 million and $12,010.2 million at December 31, 2007 and 2006,
respectively. Total revenues of the unconsolidated entities werc $3,382.1 million, $2,174,1 million and $1,785.6 million in
2007, 2006, and 2005, respectively. During 2007, 2006, and 2005, we included $106.1 million, $94.3 mitlion and
$89.3 million, respectively, in net investment income representing our share of current year net income of the
unconsolidated entities. At December 31, 2007 and 2006, our net invesiment in unconsolidated entities was $604.9 million
and $387.0 million, respectively.

In the ordinary course of our business and as part of our investment operations, we have also entered into long term
contracts to make and purchase investments aggregating $402.2 million and §677.2 million at Dccecmber 31, 2007 and
2006, respectively.

Derivative assets are carried al fair value and reported as a component of other investments, Certain seed money
investments arc carried at fair value with changes in fair value included in net income as net realized/unrealized capital
gains or losses.

7. Securitization Transactions

We, along with other contributors, se!l commercial mortgage loans in securitization transactions 10 trusts. As these
trusts are classified as a QSPE, they are not subject to the VIE consolidation rules. We purchase primary servicing
responsibilities and may retain other interests. The investors and the securitization entities have no recoursc to our other
assels for failure of debtors to pay when due. The value of our retained interests is subject primarily to credit risk. In
2006, we began transitioning our securitization plaiform 1o a new joint venture company that we report using the equity
method of accounting. The transition was complete by the end of 2007 such that all of our commercial mortgage loan
securitization transactions going forward are expected to be conducted through the joint venture.

In 2007, 2006, and 2005, we recognized gains of $2.2 million, $13.6 million and $39.8 million, respectively, on the
securitization of commercial mortgage loans.

Key economic assumptions used in measuring the other retained interests at the date of securitization resulting from
transactions completed included a cumulative foreclosure rate between 1% and 7% during 2007, 2% and 10% during
2006, and 5% and 18% during 2005. The assumed range of the loss severity, as a percentage of defaulted loans, was
between 1% and 27% during 2007, 2% and 31% during 2006, and 3% and 29% during 2005. The low cnd of the loss
severity range relates to a portfolio of seasoned loans. The high end of the loss severity range relates to a portfolio of
newly issued loans,

At December 31, 2007 and 2006, the fair values of other retained interests related 1o the sccuritizations of
commercial mortgage loans were $315.8 million and $345.3 million, respectively. Only $0.3 million in 2007 and
$0.5 million in 2006 represented equity investments. All other interests are classified as available-for-sale securities and
are carricd at fair value. At December 31, 2007 and 2006, respectively, $131.7 million and $156.2 million of these
available-for-sale securities were intetest-only investments. Cash flows are continuously monitored for adverse deviations
from original expectations and impairments are recorded when necessary.

The table below summarizes cash flows for securitization transaclions:

For the year ended

Decesmber 31,
1007 2006 2008
. {in millions)
Proceeds from new SECUritizalions . o v v v v v v v v r e v e vttt e $105.2 $698.6 $2,2704
Servicing fees reecived . . ... e s 1.9 13 1.1

Other cash flows received on retained interests . .. ... ......... ...y 357 374 36.0
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Derivatives are generally used to hedge or reduce exposure to market risks (primarily intcrest rate and foreign
currency risks) associated with assets held or cxpected to be purchased or sold and liabilities incurred or expected to be
incurred. Derivatives are used to change the characteristics of our assei/fiability mix consistent with our risk management
activities. Additionally, derivatives arc also used in asset replication strategies. We do not buy, sell or hold these
investments for trading purposes.

Types of Derivative Instruments

Interest rate swaps are contracts in which we agree with other parties to exchange, at specified intervals, the
difference between fixed rate and floating rate intercst amounts based upon designated market rates or rate indices and
an agreed upon notional principat amount. Generally, no cash is exchanged at the outset of the contract and no principal
payments are made by either party. Cash is paid or reccived based on the terms of the swap. These transaclions are
entered into pursuant to master agreements that provide for a single net payment to be made by one counterparty at cach
due date. We use interest rate swaps primarily to more closely match the interest rate characteristics of assets and
liabilitics arising from timing mismatches between assets and liabilities (including duration mismalches). We also use
interest rate swaps to hedge against changes in the value of assets we anticipate acquiring and other anticipated
transactions and commitments. Interest rate swaps are used to hedge against changes in the value of the guaranteed
minimum withdrawal benefit (“GMWB"} liability,. The GMWB rider on our variable annuity products provides for
guaranteed minimum withdrawal benefits regardless of the actual performance of various equity and/or fixed income
funds available with the product.

In exchange-traded futures transactions, we agree to purchase or scll a specificd number of contracts, the values of
which are determined by the values of designated classes of securities, and to post variation margin on a daily basis in an
amount equal to the difference in the daily market values of those contracts. We enter into exchange-traded futures with
regulated futures commissions merchants who are members of a trading exchange. We have used exchange-traded futures
to reduce market risks {rom changes in interest rates, 10 alter mismatches between the assets in a portfolio and the
liabilities supported by those assets, and 1o hedge against changes in the value of securities we own or anlicipate acquiring
or sclling. We use exchange-traded futures to hedge against changes in the value,of the GMWB liability rclated to the
GMWB rider on our variable annuity product, as previously explained.

A swaplion is an option to enter inlo an interest raie swap at a future date, We write these options and receive a
premium in order to transform our callable liabilities into fixed term liabilities. In addition, we may sell an
investment-type contract with attributes tied to marker indices (an embedded derivative as noted below), in which case
we write an equity call option to converi the overall contract into a fixed-rate liability, essentially eliminating the equity
component altogether. Equity call spreads are purchased 10 fund the equity participation rales promised to
contractholders in conjunction with our fixed deferred annuity products that credit interest based on changes in-an
external equity index. Equity put options are used to hedge against changes in the value of the GMWB liability related to
the GMWB rider on our variable annuity products, as previously explained.

Currency forwards are contracts in which we agree with other parties to deliver a specificd amount of an idemified
currency at a specificd future date, Typically, the price is agreed upon at the time of the contract and payment for such a
contract is made ar the specified future date. Currency swaps are contracts in which we agree with other partics to
exchange, at specificd intervals, the difference between one currency and another at a forward exchange rate as
calculated by reference to an agreed principal amount. Generally, the principal amount of cach currency is exchanged at
the beginning and termination of the currency swap by each party. These transactions are entered into pursuant to master
agreements that provide for a single net payment to be made by one counterparty for payments made in the same
currency at each due date. We use currency forwards and currency swaps to reduce market risks from changes in currency
exchange rates with respect to investments or liabilitics denominated in foreign currencics that we either hold or intend
to acquire or sell. We have also used currency forwards to hedge the currency risk associated with net investmenis in
foreign operations and anticipated earnings of our forcign operations.

We use credit default swaps to enhance the return on our investment portfolio by providing comparable exposure 10
fixed income securities that might not be available in the primary market. They are also occasionally used to hedge credit
exposures in our investment portfolio. Credit derivatives are used to scll or buy credit protection on an identified name or
names on an unfunded or synthetic basis in return for recciving or paying a quarterly premium. At the same time we
enter into these synthetic transactions, we buy a quality cash bond 1o match against the credit default swap. The premium
generally corresponds to a referenced name's credit spread al the time the agreement is executed. When selling
protection, if there is an event of default by the referenced name, as defined by the agreement, we arc obligated to pay
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the counterparty the referenced amount of the contract and receive in return the referenced security in an amount equal
to the notional value of the credit default swap.

In our commercial mortgage backed securitization operation, we enter into commitments to fund commercial
mortgage loans at specified interest rates and other applicable terms within specified periods of time. These
commitments are legally binding agreements to extend credit to a counterparty. Loan commitments that will be held for
sale are recognized as interest rate lock commitment derivatives that are recorded at fair value. Fair value is determined
by discounting the expected total cash flows using market rates that are applicable to the yield, ¢credit quality and maturity
of each commitment, Loan commitments that are related to the origination of mortgage loans that will be held for
investment are not accounted for as derivatives and, accordingly, are not recognized in our financial statements,

A treasury lock is an agreement that allows the holder to lock in a benchmark intcrest rate. If the benchmark interest
rate increases, the holder is entitled 1o receive a payment from the counterparty to the agreement equal to the present
value of the difference in the benchmark interest rate and the locked-in benchmark interest rate. If the benchmark
interest rate decreases, the holder must pay the counterparty to the agreement an amount equal to the present value of
the difference in the benchmark interest rate and the locked-in benchmark interest rate. We use treasury lock agreements
to hedge against changes in the value of anticipated transactions and commitments.

Commaodity swaps are used to sell or buy protection on commodity prices in return for receiving or paying a
quarterly premium. We purchased AAA rated secured limited recourse notes from VIEs that are consolidated in our
financial results, These VIEs use a commodity swap to enhance the return on an investment portfolio by selling
protection on a static portfolio of commodity trigger swaps, each referencing a base or precious metal. The portfolio of
commodity trigger swaps is a portfolio of deep out-of-the-money European puts on various base or precious metals. The
VIEs provide mezzanine prolection that the average spot rate will not fall below a certain trigger pricc on cach
commodity trigger swap in the portfolio and receives guaranteed quarterly premiums in return until maturity. At the
same time the VIEs enter into this synthetic transaction, they buy a quality cash bond to match against the commodity
swaps.

Exposure

Our risk of loss is typically limited to the fair value of our derivative instruments and not to the notional or
contractual amounts of these derivatives, Risk arises from changes in the fair value of the underlying instrumnents. We are
also exposed to credit losses in the event of nonperformance of the counterparties. Qur current credit exposure is limited
to the value of derivatives that have become favorable to us. This credit risk is minimized by purchasing such agreements
from financial institutions with high credit ratings and by establishing and monitoring exposure limits. We also utilize
various credit enhancements, including collateral and credit triggers to reduce the credit exposurc to our derivative
instruments.

Qur derivative transactions are gencrally documented under International Swaps and Derivatives Association, Inc.
Master Agreements. Management believes that such agreements provide for tegally enforceable set-off and close-out
netting of cxposures to épecific counterparties. Under such agreements, in connection with an carly termination of a
transaction, we are permitted to set off our reccivable from a counterparty against our payables to the same counterparty
arising out of all included transactions,

Prior to the application of the aforementioned credit enhancements, the gross exposure to credit risk with respect to
these derivative instruments was $1,168.0 million and $752.4 million at December 31, 2007 and 2006, respectively.
Subsequent to the application of such credit enhancements, the net exposure to credit risk was $841.5 million and
$554.9 million at December 31, 2007 and 2006, respectively.
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The notional amounts and credit exposure of our derivative financial instruments by type werc as follows:

Notional amounts of derivative instruments with regard to U.S. operations

INIErest FAlE SWaAPS . . .o v v vttt it e it e e e
Foreign cumrency swaps ... .. v v i e i e e e
Embedded derivative financial instruments . .. ... . ... .. i .
Credit default swaps. . .. ............ oo e
L 3T o N
Ry 5 T T
Currency forWards . ... .. e
Treasury lock BgFECMENIS . L 4. .ottt it i et e
Futures . ... . e e s
CommoOdity SWAPS . . ..o ittt i e e [
Interest rate 10Ck COMMIMMEDLS - . . .oy e ot ettt et e e e vns

Notional amounts of derivative instruments with regard to international operations

Embedded derivative financial instruments . .. ... ... ... o i
Currency fOrwards . .. ... . i e e
FOrEIgN CUITENCY SWADS - -« . v v e v v vt et c it e e i a s et

Total notional amountsatend of year .. ............... i

Gross credit exposure of derivative instrumeots with regard to U.S. operations

FOTCIgN CUTTENCY SWAPS . . o . oot e i e v n v m i e a e
INtErest Tale SWAPS . . . . v r it e e e e
UM . L L e e e e
Creditdefault swaps. . ... ... .o i i i e e
Currcncy forwards . .. ... .ot i e e
Commodity SWaPS . .. ...ttt i e

Total credit cxposurc atend of year . .. ... .o i
Gross credit exposure of derivative instruments with regard to international
operations

FOreign currency SWaps . . .. .. ..ottt in i e
Currency forwards . . ... .. L e

Total credit exposurc at end of year . .. .. .. .. e e

December 31,

2007 2006
{in millions)
$18,627.3 $12,365.5

63251 53070
1,701.5 1,271.6
1,134.8 1,550.9
572.0 3350
458.8 643.4
2278 2353
150.0 —
577 35.0

40,0 20.0

— 8.8
29,3250 21,7985
3874 401.8
134.1 107.4
241 24.1
$29,870.6 $22,331.8
$ 8005 $§ 5605
286.0 132.8
64.4 31.0

5.6 15.7

2.5 0.3

03 0.7
1,159.3 741.0
50 4.1

3.7 7.3

$ L1680 § 7524

The fair value of our derivative instruments classificd as assets at December 31, 2007 and 2006, was $1,076.0 million
. and $710.6 million, respectively, and was reported with other investments on the consolidated statements of financial
position. The fair value of derivative instruments classified as liabilities at December 31, 2007 and 2006, was
$607.7 million and $269.0 million, respectively, and was reported with other liabilitics on the consolidated statements of

financial position.

Fair Volue Hedges

We use fixed-to-floating rate interest rate swaps to more closely align the interest rate characteristics of certain assets
and liabilities. In gencral, these swaps are used in asset and liability management to modify duration.

We enter into currency exchange swap agreements to convert certain foreign denominated asscts and liabilities into
U.S. dollar floating-rate denominated instruments to eliminate the exposure 1o future currency volatility on those items.

We have uscd interest rates swaps to hedge interest rate and spread risk in our commercial morigage securitization

-operations.
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We also sell callable investment-lype agreements and use cancellable interest rale swaps and written interest rale
swaptions to hedge the changes in fair valuc of the calable feature.

The net interest effect of interest rate swap and currency swap transactions for derivatives in fair value hedges is
recorded as an adjustment lo income or expense of the underlying hedged item in our consolidated statements of
operations.

We recognized a pre-tax net gain (loss) of $(7.9) million, $4.7 million and $(11.8) million in 2007, 2006, and 2005,
respectively, relating to the ineffective portion of our fair value hedges, which was reported with net realized/unrealized
capital gains (losscs) in our consolidated statements of operations. All gains or losscs on derivatives were included in the
assessment of hedge effectiveness.

Cash Flow Hedges

We utilize floating-to-fixed rate interes! rate swaps to eliminate the variability in cash flows of recognized financial
assets and liabilities and forecasted transactions. We also utilize treasury lock agreements to eliminate the variability in
cash flows of forecasted transactions.

We enter into currency exchange swap agreements to convert both principal and interest payments of certain foreign
denominated assets and liabilities into U.S. dollar denominated fixed-rate instruments 10 eliminate the exposure to future
currency volatility on those items.

The net interest effect of interest rate swap and currency swap transactions for derivatives in cash flow hedges is
recorded as an adjustment to income or cxpense of the underlying hedged item in our consolidated statements of
operations.

In 2007, 2006, and 2005, we recognized a $(16.7) million, $4.4 miltion and $27.0 million after-tax increase (decrease)
in value, respectively, related to cash flow hedges in accumulated other comprehensive income. During this time period,
none of our cash flow hedges have been discontinued because it was probable that the original forccasted transaction
would not occur by the end of the originally specified time period. We reclassificd $3.6 million, $0.7 million, and
$21.3 million in net losses from accumulated comprehensive income into net income during 2007, 2006, and 2005
respectively, which are the portion of deferred losses related to the variability in cash flows that were hedged and
impacted net income in those periods. We expect to reclassify net losses of $4.1 million in the next 12 months.

For the years ended December 31, 2007, 2006 and 2005, we recognized a pre-tax gain of $2.0 million, $2.5 million,
and $1.2 million in net income due to cash flow hedge ineffectiveness, respectively. All gains or losscs on derivatives were
included in the assessment of hedge effectiveness.

The maximum length of time that we are hedging our exposure to the variability in future cash flows for forecasted
transactions, excluding those related 10 the payments of vaniable interest on existing financial assets and liabilities, is
12.5 years.

Net Investment in Foreign Operations Hedges

From time 10 time, we may take measures 10 hedge our net investments in our foreign subsidiaries from currency
risks. We did not use any currency forwards during 2007 or 2006 and did not have any currency forwards outstanding at
December 31, 2007, to hedge our net investment in foreign operations.

Derivatives Not Designated as Hedging Instruments

Our use of futures, certain swaptions and swaps, options, currency forwards, and interest rate lock commitments are
effective from an economic standpoint, but they have not been designated as hedges for financial reporting purposcs. As
such, periodic changes in the market valuc of these instruments, which includes unrealized gains and losses as well as
periodic and final setilements, flow directly into net income. For the years ended December 31, 2007, 2006 and 2005,
gains (losses) of $(70.6) million, $10.4 million and $(15.7) million, respectively, were recognized in net income from
market value changes of derivatives not receiving hedge accounting treatment, including market value changes of
embedded derivatives that have been bifurcated from the host contract.

115




Principal Financial Greup, Inc.
Notes to Consolidated Financial Statements — (continued)

B. Derivative Financial Instruments — (continued)
Embedded Derivatives

We may purchase or issue financial instruments or products that contain a derivative instrument that is embedded in
the financial instrument or product. When it is determined that thc embedded derivative possesses economic
characteristics that are not clearly or closely related to the economic characteristics of the host contract and a separate
instrument with the same terms would qualify as a derivative instrument, the embedded derivative is bifurcated from the
host for measurement purposes. The embedded derivative, which is reported with the host instrument in the consolidated
statements of financial position, is carried at fair value with changes in fair value reported in net income.

We sell investment-type liability contracts in which the return is tied to an external equity index, a leveraged inflation
index or leveraged reference swap. These returns arc embedded options that are bifurcated from the host
investment-type contract and accounted for separately. We economically hedge the embedded equity derivative by writing
equity call options with identical features to convent the overal! contract into a fixed-rate liability, effectively climinating
the equity component altogether. For the years ended December 31, 2007, 2006 and 2005, respectively, we recognized a
$0.} million, $3.1 million and $1.0 million pre-tax gain on the purchased equity call options and a $0:1 million,
$3.1 million and $1.0 million pre-tax loss on the change in fair value of the embedded derivatives. We economically hedge
the leveraged embedded derivatives with interest rate swaps and currency swaps to convert them to a fixed-rate liability
or floating rate U.S. dollar liability. For the years ended December 31, 2007 and 2006, respuctively, we recognized a
$4.6 million pre-tax gain and a $2.6 million pre-tax loss on the swaps and a $4.6 million pre-tax loss and a $6.0 miilion
pre-tax gain on the change in fair value of the embedded derivatives.

We offer a guaranteed fund as an investment option in our defined contribution plans in Hong Kong. This fund
contains an embedded option that has been bifurcated and accounted for scparately, with changes in fair value reported
in net realized/unrealized gains (losses). There was no pre-tax gain or loss recognized for the vears ended December 31,
2007, 2006 and 2005, because the fair value of the guarantees has becn less than the fair value of the benefits.

We contributed undated subordinated floating rate notes to three grantor trusts. The trusts separated the cash flows
of the underlying notes by issuing an interest-only certificate and a residual certificate related to each note contributed,
We retained the interest-only certificates and the residual certificates were subsequently sold to a third party. We have
determined these grantor trusts are VIEs and it is necessary for us to consolidate 1liese entities. The obligation to deliver
the underlying securities to residual certificate holders of $155.6 million, $156.8 miilion, and $147.4 million as of
December 31, 2007, 2006, and 2005, respectively is classified as an other liability and contains an embedded derivative of
the forecasted transaction to deliver the underlying securitics. For the years ended December 31, 2007, 2006 and 2005,
respectively, we recognized a $19.6 million, $7.2 million and $2.7 million pre-tax gain on the change in fair value of the
obligation, which is reflected in accumulated other comprehensive income on the consolidated statements of financial
position. '

During 2005, we purchased existing Class A units of a trust that represent interest payments on the underlying
security within the trust. The trust also issued Class B units representing the residual interests in the underlying security.
We have determined that this trust is a VIE and it is necessary for us to consolidate this entity. The obligation to deliver
the underlying security to the Class B unit holder of $10.6 million, $12.0 million and 310.5 million as of December 31,
2007, 2006 and 2005, respectively, is classified as an other liability and coniains an cmbedded derivative of the forecasted
transaction to deliver the underlying security. For the years ended December 31, 2007, 2006 and 2005, respectively, we
recognized a $2.3 million, $(0.5} million and $(0.4) millicn pre-tax gain (loss) on the change in fair value of the obligation,
which is reflected in accumulated other comprehensive income on the consolidated statements of financial position.

We offer a fixed deferred annuity product that credits interest based on changes in un cxternal cquity index. It
contains an embedded derivative that has been bifurcated and accounted for separately, with changes in fair value
reported in net realized/unrealized gains (losses). We economically hedge the fixed deferred annuity product by
purchasing options that match the product’s profile. For the years ended December 31, 2007, 2006 and 2005, respectively,
we recognized a $1.2 million, $5.3 million and $1.5 million pre-tax gain on the call spread options purchased and a
$2.7 million, $6.1 million and $2.3 million pre-tax loss on the change in fair value of the embedded derivatives.

We offer certain variable annuity products with a GMWB rider. The GMWB provides that the contractholder will
receive at least their principal deposit back through withdrawals of up to a specificd annual amount, even if the uccount
value is reduced to zero. The GMWB represents an embedded derivative in the variable annuity contract that is required
to be reported separately from the host variable annuity contract. Declines in the equity market may increase our
exposure (0 benefits under contracts with the GMWRB. We economically hedge the GMWB exposure using futures,
options and interest rate swaps. For the years ended December 31, 2007, 2006 and 2005, respectively, we recognized in
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net income an $8.9 million pre-tax gain, $4.2 million pre-tax loss and $0.5 million pre-tax loss on the hedging instruments
and a $19.7 million pre-tax loss, $2.8 million pre-tax gain and $0.2 million pre-tax loss on the change in fair value of the
embedded derivatives, respectively.

9. Closed Block

In connection with the 1998 MJHC formation, Principal Life formed a Closed Block to provide reasonable assurance
to policyholders inciuded therein that, after the formation of the MIHC, asscts would be available to maintain dividends
in aggregate in accordance with the 1997 policy dividend scales, if the experience underlying such scales continued. Assets
of Principal Life were allocated to the Closed Block in an amount that produces cash Rows which, together with
anticipated revenue from policies and contracts included in the Closed Block, were expected to be sufficient to support
the Closed Block policies, including, but not limited to, provisions for payment of claims, certain expenses, charges and
taxes, and to provide for continuation of policy and contract dividends in aggregate in accordance with the 1997 dividend
scales, if the experience underlying such scales continues, and to allow for appropriate adjustments in such scales, if such
experience changes. Due to adjustable life policies being included in the Closed Block, the Closed Block is charged with
amounts necessary to properly fund for certain adjustments, such as face amount and premium increases, that are made
to thesc policies after the Closed Block inception date. These amounts are referred to as Funding Adjustment Charges
and are treated as capital transfers from the Closed Block.

Assets allocated to the Closed Block inure solely to the benefit of the holders of policies included in the Closed
Block. Closed Block assets and liabilities are carried on the same basis as other similar assets and liabilitics. Principal Life
will continue to pay guaranteed benefits under all policies, including the policies within the Closed Block, in accordance
with their terms. If the assets allocated to the Closed Block, the investment cash flows from those assets and the revenues
from the policies included in the Closed Block, including investment income thereon, prove to be insufficient to pay the
bencfits guaranteed under the policies included in the Closed Block, Principal Life will be required to make such
payments from their general funds. No additional policies were added to the Closed Block, nor was the Closed Block
affected in any other way, as a result of the demutualization.

A PDO is required to be established for earnings in the Closed Block that are not available to stockholders. A model
of the Closed Block was established to produce the pattern of expected earnings in the Closed Block {adjusted to
climinate the impact of related amounts in accumulated other comprehensive income).

If actual cumulative carnings of the Closed Block are greater than the expected cumulative earnings of the Closed
Block, only the expected cumulative earnings will be recognized in income with the excess recorded as a PDO. This PDO
represents undistributed accumulated earnings that will be paid to Closed Block policyholders as additional policyholder
dividends unless offset by future performance of the Closed Block that is less favorable than originally expected. If actual
cumulative performance is less favorable than expected, only actual earnings will be recognized in income. At
December 31, 2007 and 2006, cumulative actual earnings have been less than cumulative expected earnings. Additionally,
cumulative net unrealized gains did not excced the cumulative carnings experience. Therefore, there was no PDOQ liability
as of December 31, 2007 and 2006. ’
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Closcd Block liabilities and assets designated to the Closed Block were as follows: |

December 31,
2007 2006
' {in millions}

Closed Block liabilities
Future policy benefitsand claims . ............. .0 . .. ... i, . $5362.1 $5376.0
Other policyholder funds . . ... ...... . ... ... .. e 26.7 264
Policyholder dividends payable .. ............. ... e e e 3511 3574
Other liabilities . . .. .. i i e e e e e 1.1 61.5

Total Closed Block Habilities . . ... .. oo vv v, Lo . 58110 58213
Assets designated to the Closed Block
Fixed maturities, available-for-8ale .. ... ... i i e e . 30324 30237
Fixed maturities, trading .. ....... ... e I | (LY —_
Equity securities, available-for-sale ... ...... ... .. . i i il 222 65.9
MOFIBage J0ams . . .. ... . e e . 658.1 640.3
Policy l0ans ... .. e 7534 755.2
Other InvestmENts . . . i i e e e 122.8 844

Bl IDVESITICNES . . o . .t i e e e e et e e 4,579.1 4,569.5
Cash and cashequivalents . ........ ... .. ittt ~ - 509
Accrued investment iNCOMIE . .. .. ...ttt et e it et i 133 70.8
Deferred iNCOME 1@X AS5CL . . . v vt i ittt e it ce it s e e e e e 94.8 728
Premiums due and otherreceivables . . .. ..... .. ... ... .. ... ., 20.1 17.7
L 14T T P 39.2 42.3

Total assets designated 1o the Closed Block .. ........ .. ... onnn, 4,806.5 48240
Excess of Closed Block liabilities over asseis designated 1o the Closed Block . . . . . . 1,004.5 997.3
Amounis included in other comprehensive income ... ......... ... e, 10.9 55.7

Maximum future earnings to be recognized from Closed Block assets and liabilities . . . $1,015.4  $1,053.0

Closcd Block revenues and expenses were as follows:

For the year ended
December 31,

2007 2006 2005
(in mitlions)

Revenues
Premiums and other considerations. . . . ... - vttt i e $576.6 55967 $617.7
Net investmenl inComE . .. ...t ittt e et ineraneeraesns © 2883 2932 2944
Net realized/unrcalized capital gains (losses) . .. ....... .. ... ... ... . ..., (12.9} (0.9) 2.3
L Y I €0 S §520 8890 9144
Expenses
Benefits, claims and settlement expenses . . ........ ... . 0oL 4858 497.0 5188
Dividends 10 policyholders . . .. .. ... ... . e 2864 2870 2853
Operating CXPEMSES + « v v v v oottt e s ii i s et aaa e ine i ee e s 12.1 3.5 2.1
Total eXPENSEs . . o it 7843 7895 8132
Closed Block revenue, net of Closed Block expenses, before income taxes ... .. 67.7 995 101.2
IO LAXES . . . ... ... i i it e e e e 20.7 322 32.4
Closed Block revenue, net of Closed Block expenses and income taxes ... ..... 47.0 67.3 68.8
Funding adjustment charges . . . ............ ... . . i (9.4) (7.7) (8.7)
Closed Block revenue, net of Closed Block expenses, income 1ax and funding
adjustment charges. . ... ... ...t $ 376 $506 3601
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The change in maximum future earnings of the Closed Block was as follows:

For the year ended December 31,

2007 2006 2005
(in millions)
Beginning 0f YEar ... ........oou et $1,053.0 $1,1126 $1,172.7
ENd Of YEAT . ... oot 1,0154 1,053.0 1,1126
Change in maximum futurc eamings . .......... .. oot $ (37.6) § (59.6) $§ (60.1)

Principal Life charges the Closed Block with federal income taxes, payroll taxes, state and tocal premium taxcs and
other state or local taxes, licenses and fees as provided in the plan of rcorganization.

10. Deferred Policy Acquisition Costs
Policy acquisition costs deferred and amortized in 2007, 2006, and 2005 were as follows:

For the year ended December 31,

2007 2006 2005
{in miflions}
Balance at beginningofyear . . ........ ... ... i $2,4189 $2,1741 $1,837.6
Cost deferred during the year ... ...t 606.1 498.9 482.1
Amortized to expense during theyear ............. .0 e (357.3)  (239.2) (246.4)
Effect of unrealized gains {losses) . ... ... .. ouvnr iy 143.1 (14.9) 101.0
011 1<) 4 {0.7) — —
Balance at end Of YEar . /. .o oottt $2,810.1 $24189 $2,174.1
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Contractholder Funds ;

Major components of contractholder funds in the consolidated statements of financial position arc summarized as
follows:

December 31,
2007 2006
{in millions)

Liabilities for investment-type contracts:

Gl . oo e e e $11,693.8 $12,3073
Funding agreements .. ... ... L e s 16,1934 142424
Other investment-type CONIACES . . ...\ oo v it ie i ner e - 1,236.8 1,277.8
Total liabilities for investment-type contracts . ... ... ... . i 29,1290 278275
Liabilities for individual annuities .. ... ... ... .. e e 8,261.5 6.429.1
Universal life and olher TBSEIVES - . v v vt vttt e i s e it et . 2,898.4 2,542.4
Total contractholder funds .. ... o i e e $40,2589 $36,799.0

Our GICs und funding agreements contain provisions limiting early surrenders, which lypiCdlly include penalties for
early surrenders, minimum notice requlrcments or, in the case of funding agrecmcms with survivor options, minimum
pre-death holdmg periods and specific maximum amounts.

Funding agreements include those issued directly to nonqualified institutional investors, as well as to three separate
programs where the funding agreememnts have been issued directly or indirectly to unconsolidated special purpose
entities. Claims for principal and interest under funding agreements are afforded equal priority to claims of life insurance
and annuity policyholders under insolvency provisions of lowa Insurance Laws.

L]

We are authorized to issue up to $4.0 billion of funding agreements under a program established in 1998 to support
the prospective issuance of medium term notes by an unaffiliated entity in non-U.S. markets. As of December 31, 2007
and 2006, $3,935.3 million and $3,770.4 million, respectively, of liabilitics are outstanding with respect to the issuance
outstanding under this program. We do not anticipatc any new issuance activily under this program as we are authorized
1o issue up to Euro 4.0 billion (approximately USDS$5.3 billion) of funding agreements under a program established in
2006 to support the prospective issuance of medium term notes by an unaffiliated entity in non-U.S. markets. The
unaffiliated entity is an unconsolidaled special purpose vehicle. As of December 31, 2007 and 20006, $1,469.8 million and
$474.1 million, respectively, of liabilities are outstanding with respect to the issuance outstanding under this new program,

In addition, we were authorized to issuc up to $7.0 billion of funding agrecments under a program cstablished in
2001 to support the prospective issuance of medium term notes by an unaffiliated cntity in both domestic and
international markets. The unaffiliated entity is an unconsolidated qualifying special purpose entity. As of December 31,
2007 and 2006, $3,109.9 million and $3,747.9 million, respectively, of liabilitics are being held with respect to the issuance
ouistanding under this program. We do not anticipate any new issuance activily under this programn, given our December
2005 termination of the dealership agreement for this program and the availability of the SEC-registered program
described in the following paragraph.

We were authorized to issue up to $4.0 billion of funding agreements under a program established in March 2004 1o
support the prospective issuance of medium term notes by unaffiliated entities in both domestic and international
markeis. In February 2006, this program was amended to authorize issuance of up to an additional $5.0 billion in
recognition of the use of nearly all $4.0 billion of initial issuance authorization. In recognition of the use of nearly all
$9.0 billion, this program was amended in November 2007 to authorize issuance of up to an additional $5.0 billion. Under
this program, both the notes and the supporting funding agreements are registered With the SEC. As of December 31,
2007 and 2006, $6,748.5 million and $5,831.4 miilion, respectively, of liabilities are being held with respect 1o the issuance
outstanding under this program. In contrast with direct funding agreements, GIC issuances and the other two funding
agreement-backed medium term note programs described above, Principal Lile’s payment obligations on each funding
agrecment jssued under this SEC-registered program arc guaranteed by Principal Financial Group, Inc,
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Future Policy Benefits and Claims

Activity in the liability for unpaid accident and health claims, which is included with future policy benefits and claims
in the consolidated statemenis of financial position, is summarized as follows:

For the year ended December 31,

2007 2006 2005
(in millions)

Balance at beginning of year . . ... ... i $ 8772 § 8148 § 7476
Incurred:

CUITENT YRAT . .ot v et vmsnarar s annnsataaraeaneetesnne 21606 20475 1,787.0

e Y < (12.8) (31.5) (22.0)
Total incurred . ... ..o e e e, 2,1478 20100 1,765.0
Payments:

CUTTENL YEAT . .o v v i v i i e e oae s 1,7385 16669 14440

PrOr YEaS . . v vttt i i e e s 3222 280.7 2538
TOtal PAYIMENIS .. oot v et n vt et r et 2,060.7 19476 16978
Balance at end of year:

CUITERE YEAT . .. oottt et r e it as s ciaana e aa s s 422.1 380.6 3430

PriOr YEAIS . . . . .ottt i e 5422 496.6 471.8
Total balance atend of year .. ... ... ... .. .. $ 9643 §$ 8772 § 8148

The activity summary in the liability for unpaid accident and health claims shows a decrease of $12.8 million,
$37.5 million and $22.0 million for the years ended December 31, 2007, 2006 and 2005, respectively, relating to prior
' years. Such liability adjustments, which affected current operations during 2007, 2006, and 2005, respectively, resulted in
part from developed claims for prior years being different than were anticipated when the liabilities for unpaid accident
and health claims were originally estimated. These trends have been considered in establishing the current year liability
for unpaid accident and health claims. We also had claim adjustment expense liabilities of $37.0 million, $33.4 million and
$30.6 million, and related reinsurance recoverables of $4.2 million, $4.9 miltion and $3.5 million in 2007, 2006, and 2003,
respectively, which are not included in the rollforward above.

12. Debt
Short-Term Debt
The components of short-term debt as of December 31, 2007 and 2006, were as follows:

December 31,
2007 2006

{in mitlions)
CommErcial PAPET . . .\ oot vttt et $2333 § —
Other recourse short-term debt . . .. .. ... i it i it e s 575 231
Norrecourse shott-termn debt .. .. ..ot it i i i e e s — __61__0
Total Short-term debl . . . oot u ettt et e e $290.8 _S;_§_4=1_

As of December 31, 2007, we had credit facilities with various financial institutions in an aggregatc amount of
$830.3 million. As of December 31, 2007 and 2006, we had $290.8 million and $84.1 million of outstanding borrowings
related to our credit facilities, with $30.3 miltion and $74.5 million of assets pledged as support, respectively. Assets
pledged consisted primarily of commercial mortgages and securitics. Our credit facilities include a $600 million
commercial paper program, of which we issued $233.3 million as of December 31, 2007. This program has a back-stop
facility to provide 100% support for our commercial paper program, of which there werc no outstanding balances as of
December 31, 2007.

The weighted-average interest rates on short-term borrowings as of December 31, 2007 and 2006, were 5.1% and
5.6% respectively.
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12. Debt — (continued) . .
Long-Term Debt .
The components of long-term debt as of December 31, 2007 and 2006, were ‘as follows:

December 31,
2007 2006

(in millions}
8.2% notes payable, due 2009 . . . . . ... .. e e $ 4547 § 4645
3.31% notes payable, due 2001 . . . ... ..., ' 58.4 49.7
3.63% notes payable, due 2001 . . .. L e 299 - 40.5
6.05% notes payable, due 2036 . . . . ... .. ... 601.9 601.9
8% surplus notes payable, due 2044 . ... ... L. e i s 99.2 99.2
Nonrecourse mortgagesandnotes payable . . . ... ... ... ... ... . ihn, e 129.8 215.5
Other mortgages and notes payable . . .. . ... . .. L e 249 40.0
Total long-termdebt . ........ ... . $1,3988 $1,511.3

The amounts included above are net of the discount and premium associated with issuing these notes, which are
being amortized to expense over their respective terms using the interest method.

On October 16 and December 5, 2006, we issucd $500.0 million and $100.0 million, respectively, of senior notes from
our shelf registration, which became effective on June 30, 2004. The notes bear interest at a rate of 6.05% per year.
Interest on the notes is payable semi-annually on April 15 and October 15 each year and began on April 15, 2007. The
notes will mature on October 15, 2036. A portion of the proceeds was used to fund the acquisition of WM Advisors, Inc.,
with the remaining proceeds being used for general corporate purposes. :

On November 3, 2005, Principal International de Chile S.A., a wholly owned indirect subsidiary, entered into
long-term borrowing agreements with two Chilean banks in the amount of US $93.9 million. This debt is denominated in
Unidades de Formento (“UF™), a Chilean inflation-indexed, peso-dcnominated monetary unit. Of this amount, US
$49.0 million of UF +3.31% notes, which was refinanced from +4.59% during 2007, and US $44.9 million of UF +3.63%
notes, which was refinanced from +4.93% in 2007, mature on November 3, 2011. In November 2007, we paid down US
317.7 million on the UF +3.63% notes. Interest on the notes is payable semi-annually on May 3 and November 3 each
year. The debt outstanding and interest expense will vary due to fluctuations in the Chilean peso to US dollar exchange
rates and Chilean inflation.

On Aupgust 25, 1999, Principal Financial Group (Australia} Holdings Pry. Limited, a wholly owned indirect
subsidiary, issued $665.0 million of unsecured redeemable long-term debt. Of this amount, $200.0 miltion of 7.95% notes
matured on August 15, 2004, with the remaining $465.0 million in 8.2% notes due August }5, 2009. In August 2007, we
repurchased $10.0 million of the remaining notes, leaving $455.0 million in 8.2% notes due on August 15, 2009. Interest
on the notes is payable semiannually on February 15 and August 15 of each year. Principal Financial Group (Australia)
Holdings Pty. Limited used the net proceeds from the notes to partially fund the purchase of the outstanding stock of
several companies affiliated with Bankers Trust Australia Group. On December 28, 2001, all of the long-term debt
obligations of Principal Financial Group (Australia) Holdings Pty. Limited were assumed by its parent, Principal
Financial Services, Inc.

On March 10, 1994, Principal Life issued $100.0 miilion of surplus notes due March 1, 2044, at an 8% annual interest
rate. None of our affiliates hold any portion of the notes. Each paymeni of interest and principal on the notes, however,
may be made only with the prior approval of the Commissioner of Insurance of the State of Iowa (the “Commissioner”)
and only lo the extent that Principal Life has sufficient surplus earnings to make such payments. Interest of $8.0 million
for each.of the years ended December 31, 2007, 2006 and 2005 was approved by the Commissioner, and charged 1o
expense. .

Subject to Commissioner approval, the notes due March 1, 2044, may be redeerned at Principal Life's election on or
after March 1, 2014, in whole or in part at a redemption price of approximately 102.3% of par. The approximate 2.3%
premium is scheduled to gradually diminish over the following ten years. These notes may be redeemed on or after
March 1, 2024, a1 a redemption price of 100% of the principal amount plus interest accrued to the date of redemption,

The non-recourse mortgages, other morigages and notes payable are primarily financings for real estate
developments. We, including certain subsidiaries, had $35.0 million in credit facilities as of December 31, 2007, with
various financial institutions, in addition to obtaining loans with various lenders to finance these developments.
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12. Debt — (continued)

Outstanding principal balances as of December 31, 2007, range from $3.0 million to §41.2 miliion per development with
interest rates generally ranging from 5.5% to 8.1%. Quistanding principal balances as of December 31, 2006, range from
$0.3 million to $96.2 million per development with interest rates generally ranging from 5.5% 10 8.6%. Outstanding debt
is secured by the underlying real estate properties, which were reported as real estate on our consolidated statements of
financial position with a carrying value of $141.1 million and $194.3 million as of December 31, 2007 and 2006,
respectively.

Also included in non-recourse morigages and notes payable is a long-term debt obligation we assumed with the
purchase of WM Advisors, Inc. As part of the purchase, we will be bound by a class B share financing agreement
previously entered into by WM Advisors, Inc. and a third party, which was assigned a value of $86.9 million at purchase.
Load mutual fund shares sold without a front cnd load are referred to as “B shares”. In exchange for paying the selling
commission, we receive fees in the future to recover the up-front commission cost incurred. Prior to our purchase, WM
Advisors, Inc. had entered into a purchase and sale agreement whereby the third party would purchase the rights to
future cash flow streams in exchange for funding the sales commissions. The fair value of these relinquished fees is
reported as a long-term debi liability. There will be no additional sales under this agreement following the effective date
of the purchase. Therefore, this liability will be extinguished within cight ycars, which equates to the contraciual term in
which the fund can recover fees to cover the upfront commission costs.

At December 31, 2007, future annual maturities of the long-term debt were as follows (in millions):

Year ending December 31:

111 S $ 84
2 1 1, I I R R 470,0
0] o O P 12,6
21 1 S 983
1} O 7.2
Thereafter. .. .. ... o 7213
Total future maturities of the long-termdebt . . .. ... ... . ... ..o o $1,398.8

Cash paid for interest for 2007, 20{i6, and 2005, was $115.1 million, $80.1 million and $135.6 million, respectively.
These amounts include interest paid on taxes during these years.

13. Income Taxes

Our income tax expense from continuing operations was as follows:

For the year ended

December 31,
2007 2006 2008
{in millions)
Currenl income taxes:
US. Federal. .o v v e it sttt it e e e e $214.6 $211.8 $134.2
Stale and fOTCIEN . . . .. . it et e 64.3 52.8 44,2
Tolal CUTTENE INCOME LAXES .« o v v v vt s eneta e s asanssnsnnnneenennns 2789 2646 1784
Deferred MCOMe daXeS . . . v v v ot b s cs et e e s aan e ts s nnererens (70.8) 313 53.0
TOtAl IMCOMIE LAXES . o v v v e e v e s v e bt tmmeat e raaan s aaraaneeaeans $208.1 $2959 32314
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Our provision for income taxes may not have the customary retationship of taxes to income. A reconciliation
between the U.S, corporate income tax rate and the effective 1ax rate from continuing operations is as follows:

For the year ended

' December 31,

007 2006 2005
U.S. cOTPOrate infome I TAIC . . . o vt vt it et e e et et 35% 35% 35%
Dividends received deduction . . .. ... . o o i e e e e amn @&
Interest exclusion from taxable income .. ... ... ... . o e e @M @
Federal tax settlement for priOT YOars .. oo v v vn e ann i en s ae s — M 1
Synthetic fuel tax credils . ... ..ottt i e (1 3
L0 1T m @ o
Effective inCOMe X TALE . . . . .. o vt it e v nan e aas PN 20% 22% 2%

We adopted the provisions of FIN 48 on January 1, 2007. The application of FIN 48 did not have a material impact
on our consolidated financial statements, As of December 31, 2007, the total unrecognized benefits were $98.8 million.
Of this amount, $20.3 million, if recognized, would reduce the 2007 effective 1ax ratc. We rccognize intcrest and penalties
related to uncertain tax positions in operating expenses. As of December 31, 2007, we had recognized $26.0 million of
accumulated pre-tax interest and penalties related 10 unrecognized tax benefits, $10.3 mtlllon of which is included in our
current year net income.

A summary of the changes in unrecognized tax benefits follows for the year ended December 31, 2007 (in millions):

Balance at January 1, 2007 . ... . ... .. i PPN $60.0
Additions based on tax positions related to the currentyear .. ... . ... ... - Lo i 10.4
Additions for vax positions of prioryears . ...... ... ... ... . L. e 29.0
Reductions for tax positions of prior years ... ... o i i i e (0.6)

, 2

Balance at December 3L, 2007 L L e e e, $988

The Internal Revenue Service (“IRS™) has completed examinations of the U.S. consolidated federal income tax
returns for 2003 and prior years. The IRS has commenced the audit of our federal income tax returns for the years 2004
and 2005, We do not expect the results of these audits or developments in other tax areas 1o significantly increase or
decrease the total amount of unrecognized tax benefits in the next twelve months, ‘but the outcome of lax reviews is
uncertain, and unforeseen results can occur. ‘
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13. Income Taxes — (continued)
Significant components of our net deferred income taxes were as follows:
December 3,

2007 2006
(in millions)

Deferred income tax assets (liabilities):

fnsurance Habilities . ... .. e e e e e $ 3344 3§ 3506
Net operating loss carryforwards . . ... ... i 1473 94.5
Post-retirement benefits . .. . ... T 56.4 94.9
Stock-based comPensation .. ... e 53.2 48.5
Other deferred iNCome 1ax asSelS . .. .. v vr v rroneeesorsaasss 71.1 60.6
Gross deferred income lax assets . .. .. ... ... .. e e e 662.4 649.1
Valuation allowance . ... ... vttt e e (25.8) (30.9)
Total deferred iNcOME tAX ASSEES v v v v v v v v v v n it i e et e e e e 636.6 618.2
Deferred policy acquisition Costs . ... .o e (782.2) (718.3)
RED) STAIE © v o v vttt et e e e 170.5) (179.1)
Net unrcalized gains on available-for-sale sccurities. .. ... ..o ae s (106.6) (395.8)
Intangible assClS . . . .o e e (68.7) (57.9)
Other deferred income tax Labilities ... ... .. e (78.4) (169.5)
Total deferred income tax liabilities . ... ... .. . i i (1,2064) (1,520.6)
Total net deferred income tax liabilities . .. .. ... ... oo i $ (569.8) $ (9024)

At December 31, 2007 and 2006, respectively, our nct deferred income tax liability includes international net
deferred income tax liabilities of $182.1 million and $162.6 million and U.S. net deferred income tax liabilities of
$394.2 million and $754.6 million, which have been included in deferred income taxes in the consolidated statements of
financial position. In addition, at December 31, 2007, and 2006, respectively, our net deferred income tax liability
included international net deferred income tax assets of $6.5 million and $10.2 million and U.S. net state deferred income
tax asscts of zero and $4.6 million, which have been included in other assets in the consolidated statements of financial
position,

1n management’s judgment, the total deferred income tax asset is more likety than not of being realized. Included in
the deferred income tax asset is the expected income tax benefit attributable to net operating losses. Domestic state net
operating loss carryforwards were $367.5 million as of December 31, 2007, and will expire between 2009 and 2023.
Foreign nct operating loss carryforwards were $117.0 million as of December 31, 2007, and were gencrated in various
foreign countries with expiration periods of 8 years to infinity. We maintain valuation allowances by jurisdiction against
the deferred income tax assets rclated to certain of these carryforwards, as utilization of these income tax benefits are not
assured for certain jurisdictions. A valuation allowance has been recorded on income tax benefits associated with foreign
net operating loss carryforwards and staie net operating loss carryforwards. Adjustmenis to the valuation allowance will
be made if there is a changc in management’s assessment of the amount of the deferred income tax asset that is morc
Iikety than not of being realized. Accumulated net operating losses of $263.8 million and $85.2 million at December 31,
2007 and 2006, respectively, are attributed 10 a captive reinsurance company that is temporarily excluded from our
consolidated federal income tax return. These nct operating losses expire in 2021 and 2022. The captive reinsurance
company will be able 10 join the consolidated income tax return in 2012 and it is anticipated that all accumulated net
operating losses will be utilized before expiration; therefore, there is no valuation aliowance established for the deferred
income tax assets established for these net operating losses.

The IRS has completed examinations of the U.S. consolidated federal income tax returns for 2003 and prior years.
The IRS’ completion of the cxaminations for the years 1999 - 2001 resulted in notices of deficiency dated December 29,
2004, and March 1, 2005. We paid the deficiencics (approximately $444.0 million for 1999 and 2000, and $1.3 million for
200}, including intcrest) in the first quaricr of 2005 and have filed, or will file, claims for refund relating to the disputed
adjustments. The examination for the ycars 2002 and 2003 resulted in a refund of approximately $176.7 million (including
interest) of which $161.5 million related to deficiencies previously paid as a result of the 1999 through 2001 examination.
We belicve 1hat we have adequate defenses against, or sufficient provisions for, the contested issues, but final resolution
of the contested issues could take several years while legal remedies are pursued. Consequently, we do not expecl the
ultimate resolution of issues in tax years 1999 - 2003 to.have a material impact on our net income. Similarly, we believe
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there are adequate defenses against, or sufficient provisions for, any challenges that mlghl arise in tax ycars subsequent to
2003.

U.S. Federal and state deferred income taxes have not been provided on approximately $328.0 million of
accumulated but undistributed earnings from operations of foreign subsidiaries at December 31, 2007. Such earnings are
considered to be indefinitely reinvested in the business. It is not practical to determine the amount of the unrecognized
deferrcd tax liability that would arise if these earnings were remitted due to foreign tax credits and cxclusions that may
become available at the time of remittance. A tax liability will be recognized when we no longer plan to indefinitely
reinvest the earnings or when we plan to sell all or a portion of our ownership interest.

In August 2007, the IRS issued Revenue Ruling 2007-54, which provides guidance on the methodology that life
insurance companies use to calculate the dividends received deduction relating to variable lifc insurance and variable
annuity contracts. The deduction for dividends received reduces the amount of dividend income subject to tax and is a
significant component of the difference between our periodic effective income tax rate and the U.S. corporate income tax
rate of 35%. In September 2007, the IRS issued Revenue Ruling 2607-61, which suspended Revenue Ruling 2007-54, and
indicated it would issue regulations to address the issues. No regulations have been proposed and we cannot predict
whether any such regulations would affect our deduction for dividends received by msurancc company affiliatcs with
respect to variable contracts.

On October 22, 2004, The American Jobs Creation Act of 2004 was signed into law. The American Jobs Creation
Act of 2004 included a repatriation provision granting U.S. corporations a special deduction of 85% of certain qualifying
dividends from their foreign subsidiaries. A company could clect to apply this provision to qualifying earnings that are
repatriated in its 2003 tax year. Pursuant to The American Jobs Creation Act of 2004, we implemented two domestic
reinvestment plans in 2005. In accordance with the provisions of the Internal Revenuve Code, we elected an 85% dividend
received deduction on cligible cash dividends totaling $28.8 million.

Net cash paid for income taxes was $245.9 million in 2007. Net cash paid for income taxes was $139.5 million in 2006,
which included a $155.1 million audit refund pertaining to prior tax years; and $638.1 million in 2005, primarily due to the
notices of deficiency noted above.

14. Employee and Agent Benefits

We have defined bencfit pension plans covering subslanti'atly ail of our cmp]oyccs and certain agents. Some of these
plans provide supplemental pension benefits 10 employees with salaries and/or pension benefits in excess of the qualified
plan limits imposed by federal tax law. The employees and agents are gencrally first eligible for the pension plans when
they reach age 21. For plan participants employed prior 1o January 1, 2002, the pension benefits are based on the greater
of a final average pay bencfit or a cash balance benefit, The final average pay benefit is based on the years of service and
generally the employee’s or agent's average annual compensation during the last five years of employment. Partial benefit
accrual of final average pay benefits is recognized from first eligibility until retircment based on attained service divided
by potential service to age 65 with a minimum of 35 years of polential service. The cash balance portion of the plan
started on January 1, 2002. An employec’s account is credited with an amount based on the ecmployee’s salary, age and
service. These credits accrue with interest. For plan participants hired on and after Japuary 1, 2002, only the cash balance
plan applies. Our policy is to fund the cost of providing pension benefits in the ycars that the employees and agents are
providing service to us. Our funding policy for the qualified defined benefit plan is to contribute an amount annually at
least equal 10 the minimum apnual contribution required under the Employee Retirement Income Security Act
(“ERISA"), and, generally, not greater than the maximum amount that can be deducted for federal income tax purposes.
QOur funding policy for the non-qualified benefit plan is to fund the plan in the years that the employecs are providing
service to us using a methodology similar to the calculation of the net periodic benefit cost unider U.S. GAAP, but using
leng-term assumptions, However, if the U.S. GAAP funded status is positive, no deposit is made. While we designate
assels to cover the computed liability of the non-qualified plan, the assets are not included as part of the asset balances
presented in this footnote as they do not qualify as plan assets in accordance with U.S. GAAP.

We also provide certain health care, life insurance and long-term care benefits for retited employces. Subsidized
retiree health benefils are provided for employees hired prior to January 1, 2002. Employees hired after December 31,
2001, have access to retiree health benefits but are intended to pay for the full cost of the coverage. The health care plans
are contributory with participants’ contributions adjusted annually; the contributions are based on the number of years of
service and age at retirement for those hircd prior to January 1, 2002, As part of the substantive plan, the retiree health
contributions are assumed to be adjusted in the future as claim levels change. The life insurance pians are contributory
for a small group of previously grandfathered participants that, have clected supplemental coverage and dependent
coverage.
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Covered employees are first eligible for the medical and life postretirement benefits when they reach age 57 and
have completed ten years of service with us. Retiree long-term care benefits are provided for employees whose retirement
was effective prior to July 1, 2000. Partial benefit accrual of these health, life and long-term care benefits is recognized
from the employee’s date of hire until retirement based on attainéd service divided by potential service 10 age 65 with a
minimum of 35 years of potential service. Qur policy is to fund the cost of providing retiree bencfits in the years that the
employees are providing service to us using a methodology similar to the calculation of the net periodic benefit cost
under U.S. GAAP, but using long-term assumptions. However, if the U.S. GAAP funded status is positive, no deposit is
made. ;

For 2007, we used a measurement date of October 1 for the pension and other postretirement benefit plans. For
2008, we will usc a December 31 measurement datc as required by SFAS 158.
Obligations and Funded Status

The plans’ combined funded status, reconciled 1o amounts recognized in the consolidated statements of financial
position and consolidated stalements of operations, was as follows: .

Other
' postrelirement
Pension benefits beneflts
December 31, December 31,
2007 2006 2007 2006
{in miflions)
Change in benefit obligation
Benefit obligation at beginning of year ............ ... .. ... .0 $(1,480.6) $(1,441.7) $(257.9) $(287.3)
SEIVICE COSE . o o ottt et it et et i e (47.1) (47.0) (8.0) (9.5)
Interestcost . ... ..o, P (89.5) (81.6)  (155)  (16.2)
Actuarial gain (Joss) ... . ... i e (333) 43.0 1.2 47.1
Participant contribulions . .. ........ ...ttt — — (4.5) {4.1)
Benefitspaid ........ ... 0ottt 510 473 13.6 13.0
Plan amondments . . .. v v oot vt it e e e e s (4.3) (06) . — —_
] 1= o —_ - (0.8) (0.9)
Benefit.obligation atend of year. . .. . ... ... ... .. e $(1,603.8) $(1,480.6) $(271.9) $(257.9)
Change in plan assets | "
Fair value of plan assets at beginning of year .. ................... $1,4101 § 12978 §$466.7 § 4489
Actual return on Plan assets . .. ..ot h e e 208.5 129.8 59.7 26.2
Employer contribution . . .. ... . o 30.0 29.8 0.7 0.5
Participant contributions . ...... . ... ai i i —_ — 4.5 4.1
Benefits Paid .. .. ov vt e (51.0) (473) (13.6) (13.0)
Fair value of plan assets atendof year ............... ... .. ... .. $1,5976 $14101 $5180 § 466.7
Amount recognized in statement of financial position
Other assels . .. .ot i vt i i r e i e .08 3044 5 2050 0§ 2462 $ 2089
Other labilties . . . oo i it ittt it e e it i s (310.6) (275.6) ©.1) (0.1}
g 3] [N $ (62 $ (70.5) $246.1 § 2088
Amount recognized in accumulated other comprehensive income
Total net actuarial (gain) 10ss . ... ... ..t $ 425 $ 1135 § (84.8) § (59.5)
Priorservice benefil ... ... o v i i (49.1) (61.7) (12.00 (14.9)
Pre-tax accumulaled other comprehensive income (gain) loss . ... ... .. $ (66) § 518 5 (968 § (74.1)

The accumulated benefit obligation for all defined benefit pension plans was $1,363.1 million and $1,274.3 million at
December 31, 2007 and 2006, respectively.

Employer contributions to the pension plans include contributions made directly to the qualified pension plan assets
and contributions from corporate assets to pay nonqualified pension benefits. Bencfits paid from the pension plans
include both qualified and nonqualified plan benefits. Nonqualificd pension plan assets are not included as part of the
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assel balances presented in this footnote. The nonqualified pension plan assets are held in a Rabbi trust for the bencfit of
all nonqualified plan participants. The assets held in a Rabbi trust are available to satisfy the claims of general creditors
only in the event of bankruptcy. Therefore, these assets are fully consolidated in our consolidated statements of financial
position and are not reflected in our funded status as they do not qualify as plan assets. The market value of assets held in
these trusts was $237.2 million and $216.0 million as of December 31, 2007 and 2006, respectively.

Pension Plan Changes and Plan Gains/Losses '

As of January 1, 2006, changes were made to our retirement program, including the Principal Select Saving Plan
{*401(k)"), the Principal Pension Plan (“Pension Plan™) and to the corresponding nonqualified plans. The qualified and
nonqualified pension plan changes include a reduction to the traditional and cash balance formulas, a change in the early
retirement factors, and the removal of the cost of living adjustments for traditional benefits earned ufter January 1, 2006.
The qualified and nonqualified 401(k) plan's company match increased from 50% of a contribution rate up to a
maximum of 3% of the participant’s compensation to 75% of a contribution rate up to a maximum of 6% of the
participant’s compensation. Employees who were at least 47 years old, with a minimum of 10 y2ars of service as of
December 31, 2005, were given the choice 10 remain under the current pension and 401(k) arrangement or move 10 the
new plan design. The vast majority of this group chose to remain under the current-pension and 401(k) arrangement, The
Pension Plan changes were rccognized as a prior service credit and resulted in a reduction of liabilities of $73.9 million at
December 31, 2005,

On January 1, 2008, the vesting schedule for the Principal Pension Plan changed to a threc-ycar cliff schedule as
required by the Pension Protection Act of 2006. This change was recognized as a prior service cost and resulted in an
increase in liabilities of $4.3 million at December 31, 2007.

For the year ended December 31, 2007, the pension plans had an actuarial loss of $33.3 million, primarily due to
salary increases greater than assumed, which was parually offset by the incrcase in the discount rate. For the year ended
December 31, 2006, the pension plans had an actuarial gain of $43.0 million, primarily due to the increase in the discount
rate, which was partially offset by greater than expected salary increases.

Other Post Retirement Plan Changes and Plan Gains/Losses

On December 8, 2003, the Medicare Prescription Drug, Improvement and Medernization Act of 2003 (the
“Medicare Modernization Act”) was signed into law. The Medicare Modernization Act introduced a prescription drug
benefit under Medicare (*Medicare Part D”) as well as a federal subsidy to sponsors of retiree medical benefit plans.
During 2007 and 2006, the Medicare subsidies we received and accrued for were $0.8 millien and $0.9 million,
respectively, and included in service cost.

An actuarial gain of $1.2 million occurred during 2007 for the other postretirement benefit plans. This was due 10 a
less than assumed increase in health care claim costs, as well as an increase in the discount rate. The gain was partially
offset by an increase of the trend assumpltion. An actuarial gain of $47.1 million occurred during 2006 for the other
postretirement benefit plans. This was due to a less than assumed increase in health care claim costs and trend
assumption, as well as an increase in the discount rate. Retiree contributions also increased more than health carc claim
costs,

Information for pension plans with an accumulated benefit obligation in excess of plan assets:

The obligations below relate only to the nonqualified pension plan liabilities. As neted previously, the nonqualified
plans have assets that are deposited in trusts that fail to meet the U.S. GAAP requirements to be included in plan assels;
however, these assets are included in our consolidated statements of finarcial position. .

December 3,
2007 | 2006
. ) (in millions}
Projected benefit obligation . . . . ... . . i e Lo 8310.6  $275.6
Accumulated benefit obligation . .. ... ... ... oo oo L e 239.1 2164
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Information for other postretirement benefit plans with an accumulated postretirement benefit obligation in excess
of plan assets:

December 31,
2007 2006
" (in millions)
Accumulated postretirement benefit obligation .......... ... ..o $2.0 $21
Fair valuc of plan assets . ... ... oo o iiviree it 1.9 20

Components of net periodic benefit cost:

Other postretirement

Pension benefits. benefits
For the year ended December 31,
2007 2006 2005 2007 2006 2005
{in millions)
SEIVICE COSL . v v i i e m i $ 471 § 470 $497 $ 80 §$ 95 $100
105 =1 I~ -) S 89.5 81.6 774 5.5 16.2 16.9
Expecled return on plan assets . ... ...l (1142) (1054) (96.2) (33.7) (324) (29.4)
Amortization of prior service cost {benefit) . ... ... *(8.3) {9.0) 1.3 26) (26) (2.6)
Recognized net actuarial (gain) loss . ........... 10.0 20.4 16.4 (1.9 0.2 0.5
Net periodic benefit cost (income) ........... .. $ 241 § 346 $486 §(147) $ (9.1) § (4.6)

. The pension plans’ actuaria! gains and losses are amortized using a straight-line amortization method over the
average remaining service period of plan participants. For the qualified pension plan, gains and losses are amorlized
without use of the 10% allowable corridor; for the nonqualified pension plans and other postretirement benefit plans, the
corridors allowed are used.
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Other
. postretirement
Pension benefits benefits

For ihe year ended December 31,
2007 2006 2007 2006
(in millions)

Other changes recognized in accumulated other compreheasive income
(Post-SFAS 158)

Net actuarial (gain) loss . .. ... . ... e e $(61.0) $113.5 $(27.2) §(59.5)
Prior service cost (benefit) . ...... ... ... .. i, 43  (61.7) —  (14.6)
Amortization of netgain (loss) . .. .. ... ... ... ... oL (10.0) — 1.9 —
Amortization of prior year service benefit. ... ... ... ... . oL, 83 -_— 2.6 —
Total recognized in accumulated other comprehensive income .. ...... $(53.4) $ 51.8 $(22.7) $(74.1)

Total recognized in net periodic benefit cost and accumulated other : .
comprehensive income . ... ... ... Lo e e $(34.3) § 864 $(374) $(83.2)

As of and subsequent to December 31, 2006, net actuarial (gain) loss and net prior service cost benefit have been
recognized in accumulated other comprehensive income due to the initial application of SFAS 158.

The estimated net actuarial (gain) loss and prior service cost (beneﬁ() that will be amortized from accumulated other
comprehensive income into net periodic benefit cost for the pension benefits during the 2008 fiscal year are §1.1 million
and $(7.7) million, respectively. The estimated net actuarial (gain)} loss and prior - service cost {benefit) for the
postretirement benefits that will be amortized from accumulated other comprehensive income into net periodic benefit
cost during the 2008 fiscal year are $(3.2) million and $(2.5) million, respectively. During 2008, additional amounts will be
amortized from accumulated other comprehensive income as a direct adjusiment to retained earnings due to the change
in measurement date required by SFAS 158. For the pension plans, $0.3 million will be amortized fram net (gain) loss and
$(1.9) million from prior service cost (bepefit) duc to the change in the measurement daie. For the posiretirement plans,
$(0.8) million will be amortized from net {gain) loss and $(0.6) million from prior service cost {bencfit) due to the change
in the measurement date.

Assumptions;

Weighted-average assumptions used to determine benefit obligations as disclosed under the Obligations and Funded
Status section .
Other

Pension postretirement
benefits benefits

For the year ended
I)ecember 31,

W0 T 7 0
DHSCOURML TALE & 4 v v v e v vttt e et e e et e e e e e 630% 6.15% 6.30% 6.15%
Rate of compensation inCrease . . ... ...t verirrin e riaer .. 500% 500% 5.00% 5.0%

Weighted-average assumptions used to determine net periodic benefit cost

Other
postretirement
Pension benefits benefits

For the year ended December 31,
2007 2006 2005 2007 2006 2005

Discount T2IE . .. .. .. i e e 6.15% 5.75% 6.00% 6.15% 5.75% 6.00%
Expected long-term returnon plan assets . . . ................ 8.25% 8.25% 8.50% 7.30% 7.30% 7.30%
Rate of compensation increase . ...... ... .o 5.00% 5. 00% 5.00% 5.00% 5.00% 5.00%
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For other postretirement benefits, the 7.30% rate for 2007 is based on the weighted average expected long-term
asset returns for the medical, life and long-term care plans. The expected long-term rates for the medical, life and
long-term care plans are 7.25%, 7.75% and 5.85%, respectively.

The expected return on plan assels is the long-term rate we expect to be earned based on the plans’ investment
strategy. Historical and expected future returns of multiple asset classes were analyzed to develop a risk free rate of
return and risk premiums for each asset class. The overall rate for each asset class was developed by combining a
long-term inflation component, the risk free real rate of return and the associated risk premium. A weighted average rate
was developed based on those overall rates and the target asset allocation of the plans. Bascd on a review in 2005, the
long term expected return on plan assets was lowered for the 2006 pension expense calculation.

Assumed health care cost trend rates

December 31,
2007 _226;
Health care cost trend rate assumed for next year underage 65 ................... 12.0% 12.0%
Health care cost trend rate assumed for next year age 65 andover ................. 11.0% 11.0%
Rate to which the cost trend rate is assumed to decline (the ultimate trend rate) .. .. ... 5.0% 5.0%
Year that the rate reaches the ullimate trend rate .. .......... ... .. i 2019 2018

Assumed health care cost trend rates have a significant effect on the amounts reported for the health care plans. A
one-percentage-point change in assumed health care cost trend rates would have the following effects:

I-percentoge- l-perceniage-
point increase  point decrease

{in millions)
Effect on total of service cost and interest cost components . . . . .. R $ 51 S
Effect on accumulated postretirement benefit obligation .. .. .. B (33.0) 26.6

Pension Plan Assets

The qualified pension plan’s weighted-average asset allocations by asset category as of the two most recent
measurement dates are as follows:

October |1,
Asset calegory . 2007 2006
Domestic equity securities .. . . .. e e e e e 53% 54% -
International equity securities. . . ......... e e e 18 14
Domestic debt securities . ......... . ... e e 21 23
Realestale . .. ..., .. . it i it e 8 9
TOl . e e e e e 100% 100%

Our investment strategy is to achieve the following:

* Obtain a reasonable long-term retusn consistent with the level of risk assumed and at a cost of operation within
prudent levels. Performance benchmarks are monitored.

* Ensure sufficient liquidity to meet the emerging benefit liabilities for the plan,

* Provide for diversification of assets in an effort to avoid the risk of large losses and maximize the investment
return to the pension plan consistent with market and economic risk.

In administering the qualified pension plan’s assct allocation strategy, we consider the projected liability stream of
benefit payments, the relationship between current and projected assets of the plan and the projected actuarial liabilities
streams, the historical performance of capital markets adjusted for the perception of future short- and long-term capital
market performance and the perception of fulure economic conditions.
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The overall target asset allocation for the qualified plan assets is:

Assel category Target sllocation
Domestic equity SECUMLES . . . . .. ... . i e e e e e 40% - 0%
International eqUItY SECUTILES . . .\ v v vt vttt sttt na et e e 5% - 20%
DOmestic debt SECUTIIIES . . o v i it et et ittt et m et e e 20% - 30%
International debt SeCUrities .. ... ... ittt i i e 0% - 1%
2 Y L1 1 < 3% - 10%
Other ............. e e e e e 0% - %

Other Postretirement Bepefit Plan Assets

The other postretirement benefit plans’ weighted-average asset allocations by asset category as of the two most
recent measurement dates are as follows:

. October 1,

Assel category 2007 2006
Equity secumities . . . . ...t e e et e e 63% 58%
Dbl SECUTITEES - . v v it e st et e ts e et e e e e 3T 42

3 £ [ O P e 180% 100%
The weighted average targel assct allocation for the other postretirement benefil plans is:
Asset category . Target allocation
EQUily SECUTTHIES . . . . .. ottt ittt i et e ciaa e e st 50 - 70%
Dbt SECUrIES . . . o .o v it e e e 30 - 50%

The investment strategies and policies for the other postretirement benefit plans are similar to those employed by
the qualified pension plan.

Contributions

We do not cxpect to contribute to our other postretirement benefit plans in 2008, Qur funding policy for the
qualified pension plan is to fund the plan annually in an amount at least equal to the minimum annua) contribution
required under ERISA and, generally, not greater than the maximum amount that can be deducted for federal income
tax purposes. We do not anticipate that we will be required to fund a minimum annual contribution under ERISA for the
qualified pension plan. At this time, it is too early to estimate the amount that may be contributed, but it is possible that
we may fund the plans in 2008 in the range of $20-$50 million. This includes funding for both our qualified and
nonqualified pension plans.
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Estimated Future Benefit Payments

The estimated future benefit payments, which reflect expected future service, and the expecied amount of tax-free
subsidy receipts under Medicare Part D are:

Other postretirement benefits
(gross benefit payments,
including prescription dru, Amount of Medicare Part D
Pension benefits benefits) . subsidy receipts

{in millions)

Year ending December 31: '
2008 .. e $ 617 $ 199 $13

2009 ... e 65.4 219 14
000 .o 70.1 24.1 L6
UL e 74.6 26.5 18
202 o 80.6 292 2.0
20032017 .o 506.4 191.9 14.6

The above table reflects the total estimated future benefits to be paid from the plan, including both our share of the
benefit cost and the participants’ share of the cost, which is funded by their contributions o the plan.

The assumptions used in calculating the estimated future benefit payments are the same as those used to measure
the benefit obligation for the year ended December 31, 2007. '
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The information that follows shows supplemental information for our defined benefit pension plans. Certain key
summary data is shown separately for qualified and non-qualified plans.

For the year ended December J1,

2007 2006
Qualilied  Nonqualified Quslified  Nonqualified
plan plans Total plan plans ‘Tota}
{in millions) :

Amount recognized in statement of financial

position _
Other assels . ..o v i rn e ieeanenn $ 3044 $ —  $344 $2051 $ —  $2051
Other liabifities . .. ........... ... ... ... - (310.6) (310.6) — (275.6) (275.6)
TOtal v e $ 3044 $(310.6) $ (6.2) 5 205.1 $(275.6) § (70.5)
Amount recognized in accumulated other

comprehensive income :
Total net actuarial {gain) loss ....... e $ (597 $1022 § 425 $§ 242 $ 893 § 1135
Prior service cost benefit ................. (353 (13.8) (49.1) .  (45.1) {16.6) (61.7)
Total accumulated other comprehensive income ,

(loss) (not adjusted for applicable tax) . ..... $ (9500 § 8§84 $ (66) $(209 § 727 § 518
Components of net periodic benefit cos
Servicecost. . . ... ... ..., e $ 39.2 $ 79 §$ 471 § 393 L $ 47.0
INerest COSt . . . oo v v et i i ey 72.9 16.6 89.5 67.2 14.4 81.6
Expected returnon plan assets . . ........... (114.2) - (114.2) (105.4) —_ {105.4)
Amortization of prior service cost benefit. . . . .. (5.9) (2.4) (8.3) (5.9} {3.1) (9.0)
Recognized nct actuarial gain . . ............ 28 7.2 10.0 129 1.5 204
Net periodic benefit cost (benefit) . . ......... $ (5.2) $ 293 $ 241 % 81 § 265 $ 346
Other changes recognized in accumulated other

comprehensive income }
Net actuarial (gainj loss . . ... ... ......... $ 81 $ 201 $.(61.0) § 242 $ 893 $ 1135
Prior service cost {(benefit) . ............... 4.0 0.3 43  (45.1) (16.6) (61.7)
Amortizationof net loss . ... ......... ... ... 2.8) {7.2) (10.0) — — —
Amortization of prior service cost benefit. ... .. 5.9 24 83, — — —
Total recognized in accumulated other '

comprehensive income .. ........ . ... ... $ (74.0) $ 156 $(584)y $(209) § 727 $ 518
Total recognized in net periodic benefit cost and

accumulated other comprehensive income. ... § (79.2) $§ 44.9 $(343) 3$(128) § 992 $ 864

In addition, we have defined contribution plans that are generally available to all employzes and agents. Eligible
participants could not contribute more than $15,500 of their compensation to the plans in 2007. Effective January 1, 2006,
we made several changes 1o the retirement programs. In general, the pension and supplemental executive retirement plan
bencfit formulas were reduced, and the 401(k) matching contribution was increased. Employees who were age 47 or older
with at least ten years of scrvice on December 31, 2005, could clect to retain the prior benefit provisions and forgo receipt
of the additional matching contributions. The employees who elected 1o retain the prior benefit provisions are referred to
as “Grandfathered Choice Participants”. In 2006, we matched the Grandfathered Choice Participant’s contribution at a
50% contribution rate up 10 a maximum contribution of 3% of the participant’s compensation. For all other participants,
we matched the participant’s contributions at a 75% contribution rate up to a maximum of 6% of the participant’s
compensation. The defined contribution plans allow employees lo choose among various investmen! options, including
our common stock. We contributed $40.0 million, $36.4 million and $19.0 million in 2007, 2006, and 2005, respectively, to
our qualified defined contribution plans. '

We also have a nonqualified defined contribution plan available 1o select employées and agents which aliows them to
coniribute amounts in excess of limits imposed by federal tax law. In 2007 and 2006, we matched the Grandfathered
Choice Participant's Contribution at a 50% contribution rate up 10 a maximum contribution of 3% of the participant’s
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compensation. For all other participants, we matched the participant’s contributions at a 75% contribution rate up to a
maximum contribution of 6% of the participant’s compensation. We coniributed $7.5 million, $8.0 million and
$4.8 million in 2007, 2006, and 2005, respectively, to our nonqualified defined contribution plans.

15. Contingencies, Guarantees and Indemnifications
Litigation and Regulatory Contingencies

We are regularly involved in litigation, both as a defendant and as a plaintiff, bul primarily as a defendant. Litigation
naming us as a defendant ordinarily arises out of our business operations as a provider of asset management and
accumulation products and services, life, health and disability insurance. Some of the lawsuits are class actions, or purport
to be, and some include claims for punitive damages. In addition, regulatory bodies, such as state insurance departments,
the SEC, the Financial Industry Regulatory Authority (formerly known as the National Association of Securities
Dealers, Inc.), the Department of Labor and other regulatory bodies regularly make inquiries and conduct examinations
or investigations concerning our compliance with, among other things, insurance laws, securities laws, ER1SA and laws
governing the activities of broker-dealers. We receive requests from regulators and other governmental authoritics
relating to other industry issues and may receive additional requests, including subpoenas and interrogatorics, in the
future.

Several lawsuits have been filed against other insurance companies and insurance brokers alleging improper conduct
relating to the payment and non-disclosure of contingent compensation and bid-rigging activity. Several of these suits
were filed as purported class actions. Several state attorneys general and insurance regulators have initiated industry-wide
inquiries or other actions relating to compensation arrangements between insurance brokers and insurance companics
and other industry issues. Beginning in March of 2005, we received subpoenas and interrogatories from the offices of the
Attorneys General of New York and Connecticut secking information related to compensation agreements with brokers
and agents and the sale of retirement products and services, In November 2007, we reached a scttlement with the
Attorncy General of the State of Connecticut regarding a limited number of expense reimbursement arrangements made
with a few brokers who sold single premium group annuity policies. The policies primarily funded terminating defined |
benefit plans. The settlement called for us to establish a fund in the amount of $4.4 million 10 be paid to plan sponsors
who purchased single premium group annuity policies from brokers who received payments from us from 1998 through
January 2006. We also agrced to pay a penatty of $0.6 million to the State of Connecticut. We expect no further action 10
be taken by the Attorneys General of Connecticut and New York relating to these issues.

On November 8, 2006, a trustee of Fairmount Park Inc. Retirement Savings Plan filed a putative class action lawsuit
in the United States District Court for the Southern District of llinois against Principal Life. Principal Lifc’s Motion to
Transfer Venue was granted and the case is now pending in the Southern District of lowa. The complaint alleges, among
other things, that Principal Life breached its alleged fiduciary duties while performing services to 401(k) plans by failing
to disclose, or adequately disclose, o employers or plan participants the fact that Principal Life receives “revenue sharing
fees from mutual funds that are included in its pre-packaged 401(k) plans” and allegedly failed to use the revenue 10
defray the expenses of the services provided 10 the plans. Plaintiff further alleges that these acts constitule prohibited
transactions under ERISA. Plaintiff sccks to certify a class of all retirement plans to which Principal Life was a service
provider and for which Principal Life reccived and retained “revenue sharing” fees from mutual funds. Plaintiff seeks
declaralory, injunctive and monctary relicf. Principal Life is aggressively defending the lawsuit.

On August 28, 2007, two plaintiffs filed two putative class action lawsuits in the United States District Court for the
Southern District of lowa against us and Princor Financial Services Corporation (the “Principal Defendants”). One of the
lawsuits alleges that the Principal Defendants breached alleged fiduciary duties to participants in employer-sponsored
401(k) plans who were retiring or leaving their respective plans, including providing misleading information and failing to
act solely in the intcrests of the participants, resulting in alleged violations of ERISA. The Plaintiffs dismisscd the secand
suit which was based upon the same facts and alleged violations of the Securities Exchange Act of 1934 and the Securities
Act of 1933, The Principal Defendants have fited a Motion to Dismiss the remaining lawsuit.

While the outcome of any pending or future litigation or regulatory matter cannot be predicted, management docs
not believe that any pending litigation or regulatory matter will have 8 material adverse effect on our busingss or financial
position. The outcome of such matters is always unceriain, and unforesecn resulls can occur. It is possible that such
outcomes could materially affect net income in a particular quarter or annual period.
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Guarantees and Indemnifications . . )

In the normal course of business, we have provided guarantees to third partlcs primarily related to a former
subsidiary, joint ventures and industrial revenue bonds. These agrecments generally expire through 2019. The maximum
cxposure under these agreements as of December 31, 2007, was approximately $193.0 million; however, we believe the
likelihood is remote that material payments will be required and therefore have not ‘accrued for a liability on our
conselidated statements of financial position. Should we be required 1o perferm under these guarantecs, we generally
could recover a portion of the loss from third parties through recourse provisions included in agreements with such
parties, the sale of assets held as collateral that can be liquidated in the event that performance is required under the
guarantees or other recoursc generally available 1o us, therefore, such guarantees would not result in a material adverse
effect on our business or financial position. It is possible that such outcomes could materially affect net income in a
particular quarter or annual period. The fair value of such guarantees is not material.

We are also subject to various other indemnification obligations issued in conjunction with certain transactions,
primarily the salc of Principal Residential Morigage, Inc. and other divestitures, acquisitions and financing transactions
whose terms range in duration and often are not explicitly defined. Certain portions of these indemnifications may be
capped, while other portions are not subject to such limitations; therefore, the overall maximum amount of the obligation
under the indemnifications cannot be reasonably estimated, While we are unable to estimate with certainty the ultimate
tegal and financial liability with respect to thesc indemnifications, we believe the likelihood is remote that material
payments would be required under such indemnifications and therefore such indemnifications would not result in a
material adverse effect on our business or financial position. It is possible that such outcomes could materially affect net
income in a particular quarter or annual period. The fair value of such indemnifications was determined to be
insignificant.

Operating Leases

As a lessce, we lease office space, data processing equipment, office furniture and office cquipment under various
operating leases. Rental expense for the years ended December 31, 2007, 2006 and 2005, respectively, was $53.6 million,
$54.8 million and $58.3 million.

At December 31, 2007, the future minimum lease payments are $191,7 million, The following represents payments
due by period for operating lease obligations as of December 31, 2007 (in millions):

Year ending December 31:

2008 . ottt e e e $ 51.8
1 1, 43.1
1) 1 S VR 38
1) 15 OGO 23.7
.13 13.4
20013 and Therealler & . . st ittt e i e e e e e e 32.1

' 19719
Less: Future sublease rental income on noncancelable leases .., ............ ... ... .... 6.2
Tota! future minimum lease payments ... .........cconviurinnannnn. PP $191.7

Capital Leases

As a lessee, we lease an aircraft under a capital lease. As of December 31, 2007 and 2006, respectively, the aircraft
had a gross asset batance of $14.4 million’ and accumulated depreciation of $1. 7 million and Sl | million. Depre(:latlon
expense for each of the years ended December 31, 2007, 2006 and 2005 was $0.6 miliion.

Beginning in 2007, we also lease hardware storage eqmpment under capital leases, As of December 31, 2007, these
leases had a gross asset balance of $15.2 miltion and accumulation depreciation of $5 Y million. Depreciation expense for
the year ended December 31, 2007, was $5 0 million.
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The following represents future minimum lcase payments due by period for capital lease obligations as of
December 31, 2007 (in millions).

Year ending December 31:

. 1,1 S L $ 54
10, I R R 38
713 () R U E AL L7
. 1) R LR P 0.4
1) -2 R -
2013 and thereafler . . .\ vttt o i i e e e eyt —
s £) [ R 113
Less; Amounts representing interest . . .. .. oot i 0.7
Net present value of minimum fease payments .. ... ..ovehnn e e $10.6

Securi(ie; Lending

We participate in a securities lending program whereby certain fixed maturity securities from the investment
portfolio are loaned to other institutions for a short period of time. We maintain ownership of the loaned securities. Both
we and the borrower can request or return the loaned securities at any time. We require initial cash collateral equal to
102 percent of the market value of the loancd securities. The collateral is invested by the lending agent in accordance
with our guidelines. Net returns on the investments, afier payment of a rebate 1o the borrower, are shared between the
agent and us. The transaction is accounted for as a secured borrowing and the collateral is recorded as an asset on ous
statement of financial position, with a corresponding liabitity reflecting our cbligation to return the collateral upon the
return of the loaned securities.

As of December 31, 2007 and 2006, we had received $622.7 million and $672.1 million, respectively, of cash collateral
on securities lending. The cash collateral is included in other assets with a correspending liability recorded in other
liabilitics. As of December 31, 2007 and 2006, wc had loaned securities with a fair value of $608.9 million and
$655.3 million, respectively.

Securities Posted as Collateral

We posted $807.7 million in securitics under collateral agreements al December 31, 2007, to satisfy collateral
requirements primarily associated with our derivatives credit support agreements and a reinsurance arrangement.

Letters of Credit

We have entered into an agrecment with a third party who issues standby letters of credit on behalf of a wholly-
owned captive reinsurance subsidiary. The letters of credit are used to support a portion of the statutory reserves
assumed by our captive reinsurance company. The letters of credit also allow Principal Life 1o take credit for ceded
reserves on its statutory balance sheet. As of December 31, 2007, there was a total} of $365.0 million in outstanding letters
of credit.

16. Stockholders’ Equity
Preferred Stock

As of December 31, 2007, we had 13.0 million shares of preferred stock authorized, issued and outstanding under
the two series described below. Preferred stockholders have dividend and liquidation priority over common stockholders,

Series A.  On June 16, 2005, we issued 3.0 million shares of fixed rate, non-cumulative, Series A Perpetual Preferred
Stock (“Series A Preferred Stock™), at an initial offering price of $100 per share. We received net proceeds of
$296.0 million after offering costs. Dividends on the Series A Preferred Stock are non-cumulative and are payable
quarterly when, and if, declared by our Board of Directors. Dividends commenced on Septermber 30, 2003, at a rate of
5.563% per annum of the liquidation preference. On or after the dividend payment datc in June 2015, the Series A initial
distribution rate will become a floating rate, subject to reset, at our option, subject to certain conditions and parameters,
If reset, the rate may be ar fixed or floating rates. On or after the dividend payment date in June 2015, we may, at our
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option, redeem the shares at a price of $100 per share, or $300.0 million in the aggregate, plus accrued and unpaid
dividends for the then current dividend period to the date of redemption, if any.

The Series A Preferred Stock has no stated maturity and is not convertible into any other of our securitics. Scries A
Preferred Stock will have no voting rights, except with respect to certain fundamental changes in the terms of the shares
and in the case of certain dividend non-payments.

Series 8. On June 16, 2005, we issucd 10.0 miltion shares of fixed rate, non-cumulative, Series 13 Perpetual Preferred
Stock (“Series B Preferred Stock™), at an initial offering price of $25 per share. We received net proceeds of
$246.0 million after offering costs. Dividends on the Serics B Preferred Stock are non-cumulative and are payable
quarterly when, and if, declared by the Board of Directors. Dividends commenced on September 30, 2005, at a rate of
6.518% per annum of the liquidation preference. On or after the dividend payment date in Junc 2035, the Serics B initial
distribution rate will become a fioating rate, subject to resey, at our option, subject 16 cerlain conditions and parameters.
If reset, the rate may be at fixed or floating rates. On or after the dividend payment date in June 2015, we may, at our
option, redeem the shares at a price of $25 per share, or $250.0 million in the aggrégate, plus accrued and unpaid
dividends for the then current dividend period to the date of redemption, if any.

The Scries B Preferred Stock has no stated maturity and is not convertible into any other of our securities. Series B
Preferred Stock wil! have no voting rights, except with respect to certain fundamental chaoges in the terms of the shares
and in the case of certain dividend non-payments.

Dividend Restrictions and Payments

The certificates of designations for the Series A and B Preferred Stock restrict the déclaration of preferred dividends
if we fail 10 meet specified capital adequacy, net income or stockholders’ equity levels. As of December 31, 2007, we have
no preferred dividend restrictions. .

On March 30, 2007, July 2, 2007, October 1, 2007, and December 31, 2007, we paid a dividend of $8.2 million,
$8.3 million, $8.2 million and $8.3 million, respectively, equal to $1.39 per sharc on Series A nonumulative perpetual
preferred stock and equal to $0.41 per share on Series B non-cumulative perpetual preferred stock. Dividends were paid
1o stockholders of record as of March 15, 2007, June 14, 2007, September 13, 2007, and December 13, 2007, respectively.

On March 30, 2006, June 30, 2006, October 2, 2006, and January 2, 2007, we paid a dividend of $8.3 million,
$8.2 million, $8.3 million and $8.2 million, respectively, equal to $1.39 per share on Series A non-<cumulative perpetual
preferred siock and equal to $0.41 per share on Serics B non-cumulative perpetual preferred stock. Dividends were paid
to stockholders of record as of March 15, 2006, June 15, 2006, September 14, 2006, and Dececmber 14, 2006, respectively.

On September 30, 2005, and December 30, 2605, we paid a dividend of $9.4 million, and $8.3 million, respectively,
cqual to $1.59 per share and $1.39 per share, respectively, on Scries A non-cumulative perpetual preferred stock and
cqual to $0.47 per share and $0.41 per share, respectively, on Scries B non-cumulative pcrpetual preferred stock, to
stockholders of record as of September 1, 2005, and December 15, 2005, respectively.

Common Stock

On December 7, 2007, we paid an annual dividend of $235.6 million, equal 10 $0.90 per share, 10 stockholders of
record as of November 16, 2007. On December 15, 2006, we paid an annual dividend of $214.7 millivn, equal to $0.80 per
share, to stockholders of record as of November 22, 2006. On December 16, 2005, we paid an annual dividend of
$182.2 miltion, cqual to $0.65 per share, to stockholders of record as of November 17, 2005.
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During November 2007, our Board of Dircctors authorized a share repurchase program of up to $500.0 million of
our outstanding common stock. On November 30, 2007, we eatered into an accclerated common stock repurchase
agreement with a third party investment bank for an aggregate purchase price of $250.0 million. On this datc, we paid
$250.0 million and received the initial delivery of 2.9 million common shares, while retaining the right to receive
additiona} common shares over the program’s execution period. The accelerated common stock repurchase agresment
was completed in January 2008, at which time we received 0.9 million additional common shares under this agreement.
As of .December 31, 2007, $250.0 million remained available under the November 2007 authorization..

On May 19, 2006, following our Board of Directors’ share repurchase authorization, we entered into an accelerated
common stock repurchase agreement with a third party investment bank for an aggregate purchase price of
$500.0 million. On this date, we paid $500.0 million and received the initial delivery of 7.7 million common shares, while
retaining the right to receive additional common sharcs depending on the volume weighted average share price of our
common stock over the program’s duration. The program was completed in November 2006. Under this program, we
purchased a total of 9.3 million common shares.

In June 2005, following our Board of Directors' share repurchase authorization of up to 15.0 million shares, we
entered into an accelerated stock repurchase agreement with a third party investment bank for approximately
13.7 miltion shares of our common stock with an initial payment of $542.3 million, using cash procceds from the preferred
stock issuance. The transaction was subject to a market price adjustment provision based on the volume weighted average
market price over the execution period, which could be settled in shares or cash. On October 3, 2005, we elected to settle
in cash. On November 10, 2005, the transaction was completed for an additional payment of $84.0 million.

In the last three years, our Board of Directors has authorized various repurchase programs under which we are
allowed 1o purchase shares of our outstanding common stock. Shares repurchased under these programs are accounted
for as treasury stock, carried at cost and refiected as a reduction to stockholders’ cquity.

Reconciliation of Outstanding Shares

Serfes A Serles B
preferted  preferred Common

stock stock stock
(in millions)

Outstanding shares at January 1, 2005 .. ........ ... vl — - 300.6
SRATES ISSUEA . o vt s i 3.0 10.0 22
Treasury stock a0qUITEd . . ... .. it = - (22.2)
Outstanding shares at December 31,2005. . ... ... .ovvveiiia i 3.0 10.0 280.6
Sharesissued . . . . ... v ittt i e S — —_ 23
Treasury stock acquired .. ... ...t — - (14.5}
Outstanding shares at December 31,2006 .. ..., ...t 30 10.0 268.4
SRATES ISSUBG + + v v v vt v v v e e aema s sm et m e - - 22
Treasury stock acquired .. ... ... ..l i e - T (10.5)
Qutstanding shares at December 31,2007, . ... ..o 3.0 10.0 259.1

Accumwiated Other Comprehensive Income

Comprehensive income includes all changes in stockholders’ equity during a period except those resulting from
investments by stockholders and distributions to stockholders.
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16, Stockholders’ Equity — {continued)

The compoenents of accumulated other comprehensive income were as follows:.

Net unrealized Net unrealized Foreign

Accumulated
gains on gains (losses) currency Minimum other
available-for-sale  on derivative  translation  pension  comprehensive
securitles instruments adjustment itability income
’ (in millions)

Balances at January 1,2005 ......... e $1,405.1 $(1.2) 5(85.3) § (5.3) $1,313.3
Net change in vnrealized gains on fixed

maturities, available-forsale . ........... (834.0) - - — (834.0)
Net change in unrealized gains on equity h :

securities, available-for-sale ............ 6.3 —_ —_ — 6.3
Net change in unrealized gains on equity ' ' )

method subsidiaries and minority interest .

adjustments .............. ... ... ... 20.2 — — — 20.2
Adjustments for assumed changes in

amortization pattern .. ............ ... 947 — —_ - 94.7
Nct change in unrealized losses on derivative :

INSIUMENts ... ........ccuvvunennn — 41.6 —_ —_ 41.6
Net change in unrealized gains on policyholder ' i

dividend obligation . ................. 84.7 - — - 84.7
Change in net foreign currency translation

adjustment , . . ........... ... ... ..., — — 62.) — 62.1
Change in minimum pension liability : o

adjustment . ............. ... — — o = {9.5) (9.5)
Net change in provision for deferred income

tax benefit (expense) .. .. ... ... 2270 (16.5) 1.6 33 215.4

Balances at December 31,2005 . .......... $1,004.0 $ 239 $(21.6)  $(11.5)

§ 9948
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16. Stockholders’ Equity — (continued)

Balances at January 1, 2006 . .
Net change in unrealized gains
on fixed maturities,
available-for-sale. . .......
Net change in unrealized gains
on cquity securities,
available-for-sale. . . .. .. ..
Net change in unrealized gains
on equity method
subsidiaries and minority
interest adjustments . ... ..
Adjustments for assumed
changes in amortization
pattern .. . ... ...
Net change in unrealized gains
on derivative instruments. . .
Net change in unrealized gains
on policyholder dividend
obligation .............
Change in net foreign currency
translation adjustment . . . ..

. Change in minimum pension

liability ...............
Transition adjustment related
to post-retirement benefit
obligations . . ...........
Net change in provision for
deferred income tax benefit
(expemse}..............

Balances at December 31, 2006

141

Net unrenlized Net unrealized Foreign Unrecognized Accumulated
gains on gains on currency post-retirement  Minimum olber
svailable-for-sale derivative translation benefit pension  comprehensive
securitles instruments adjustment obligations liability incoiue
{in millions}
$1,004.0 $23.9 $(21.6) § — $(11.5)  $9948
(349.7) — - — - (349.7)

(11.4) — - — — (11.49)
26.7 — — -_ —_ 26.7

8.1 —_ — — —_ 81

— 6.8 -— — — 6.8

33.7 —_ —_ — —_ 33.7
— -— (1.1) - — (1.1)

— —_ —_ -_ 42 42

— — - 223 13.4 35.7
119.3 (2.4) (3.9) (1.8) (6.1) 9.1

$ 8307 $28.3 $(26.6) $145 $ — $ 846.9
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16. Stockholders’ Equity ~ (continued)

Net unrealized Net unrealized Foreign Unrecognized Accumuinted
gains on gains on curvency post-retirement other
available-for-sate derivative translation benelit comprehensive
securities instruments adjustment obligations income
(in millions) :

Balances at January 1,2007 . . ... ..... $ 830.7 $ 283 5(26.6) $ 145 $ 846.9
Net change in unrealized gains on fixed

maturities, available-for-safe. ... ... .. {991.4) — — — (991.4)
Net change in unrcalized gains on equity

securitics, available-for-sale ......... (12.8) — — — (12.8)
Net change in unrealized gains on cquity

method subsidiaries and minority

intercst adjustments . ............. 68.4 — - -— 68.4
Adjustments for assumed changes in

amoftization pattern ... ..., . ...... 130.3 - — —_ 1303
Net change in unrealized gains on

derivative instruments . . ... ... ... .. — (28.7) —_ — 25.7)
Change in net foreign currency translation

adjustment.. .. ... ... L, - —_ 68,1 - 68.1
Change in unrecognized post-retirement :

benefit obligations . .............. _— — - 81.1 BL.1
MNet change in provision for deferrcd .

income tax benefit (expense) ... .. ... 271717 11.6 (5.6) _(28.9 255.3
Balances at December 31,2007 ... .. ... $ 3029 $ 142 $ 359 $ 67.2 $ 420.2

The following table sets forth the adjustments necessary 1o avoid duphcatlon of items lhat are inc Iudcd as part of net
income for a year that had been part of other comprehensive income in prior years:

For the year ended

December 31,
2007 2006 2005
(in myllions)
Unrealized losses on available-for-sale securities arising during the year .. ... $(620.6) $(187.9) $(387.9)
Adjustmcnt for realized losscs on avullable for-sale sccurittes included in net
1T 1 3 - 78.7 19.0 1.9
Unrealized losses on available-for-sale securities, as reported . . .. ......... $(541.9) $(168.9) $(376.0)

The above table is presented nct of income tax, derivatives in cash flow hedge relationships, PDO and related
changes in the amortization paticrns of DPAC, sales inducements and unearned revenue reserves.

Dividend Limitations

Under lowa law, Principal Lifc may pay stockholder dividends only from the earned surplus arising from its business
and must receive the prior approval of the Commissioner to pay a stockholder dividend if such a stockholder dividend
would exceed certain statutory limitations. The current statutory limitation is the greater of 10% of Principal Lifc’s
policyholder surplus as of the preceding year-end or the net gain from operations from the previous calendar year. Based
on this limitation and 2007 statutory results, Principal Life could pay approximately $686.5 million in stockholder
dividends in 2008 without cxceeding the statutory limitation.
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17. Fair Value of Financial Instruments

The following discussion describes the methods and assumptions we utilize in estimating our fair value disclosures
for financial instruments. Certain financial instruments, particularly policyholder liabilities other than investment-type
contracts, are excluded from these fair vatuc disclosurc requirements, The techniques utilized in estimating the fair values
of financia! instruments are affected by the assumptions used, including discount rates and estimates of the amount and
timing of future cash flows. Carc should be cxcreised in deriving conclusions about our business, its value or financial
position based on the fair valuc information of financial instruments presented below, The estimates shown are not
necessarily indicative of the amounts that would be rcalized in a one-time, current market exchange of all of our financial
instruments.

We define fair valuc as the quoted market prices for those instruments thai are actively traded in financial markets.
In cases where quoted market prices arc not available, fair values are eslimated using present value or other valuation
techniques. The fair value cstimates are made at a specific point in time, based on available market information and
judgments about the financial instrument, including estimates of timing, amount of expected future cash flows and the
credit standing of the issuer, Such estimates do not consider the tax impact of the realization of unrealized gains ot losscs.
In some cases, the fair value cstimates cannot be substantiated by comparison to indcpendent markets. In addition, the
disclosed fair value may not be realized in the immediate settlement of the financial instrument.

Fair values of public debt and equity securitics have been determined by us from public quotations, when available.
Private placement securities and other corporate security fixed maturities where we do not receive a public guotation are
valued by discounting the cxpected total cash flows. Market rates used arc applicable to the yield, credit quality and
average maturity of each sccurity, Privale equity securitics may also utiliz¢ internal valuation methodologics appropriaic
for the specific asscl. Fair values might also be determined using broker quotes.

Fair values of commercial and residential mortgage loans are determined by discounting the expected total cash
flows using market rates that arc applicable to the yield, credit quality and maturity of each loan.

Fair values of policy loans are cstimated by discounting expected cash flows using 4 risk-free rate based on the U.S.
Treasury curve.

Fair values of derivative instruments are determined using cither pricing valuation models that utilize market data
inputs or broker quotes. The valuation models consider projecicd discounted cash flows, rctevant swap curves and
appropriate implied volatilities.

The fair value of seed money investments classificd as other investments is determined using the net asset value of
the fund. The fair valucs for other assets classified as other investments, excluding derivative assets, sced moncy
investments and equity investments in subsidiaries, and cash and cash equivalents in the accompanying consolidated
statements of financial position approximate their carrying amounts.

The fair value of our securities lending collateral and sccurities lending payable approximate their carrying value.

Scparate account assets include public equity, public and private debt sccurities, commercial mortgage loans and
derivative instruments for which fair values are determined as previously described. Separate account assets also include
real estate for which the fair value is estimated using valuation models.

“The fair values of our reserves and liabilities for investment-type insurance contracts arc estimated using discounted
cash flow analyses based on current interest rates being offered for similar contracts with maturities consistent with those
remaining for the investment-typc contracts being valucd. Investment-type insurance contracts include insurancc, annuity
and other policy contracts that do not involve significant mortality or morbidity risk and that arc only a portion of the
policyholder liabilities appearing in the consolidated stalements of financial position. Insurance contracts include
insurance, annuity and other policy contracts that do involve significant mortality or morbidity risk. The fair values for
our insurance contracts, other than investment-type contracts, are not required to be disclosed. We do considcr, however,
the various insurance and investment risks in choosing investments for both insurance and investment-type contracts.

Fair values for debt issues arc estimated using discounted cash flow analysis based on our incremental borrowing rate
for similar borrowing arrangements.
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17. Fair Value of Financial Instruments — (continued)

The carrying amounts and estimated fair values of our financial instruments were as follows:

December 31,
2007 2006
Carrying amount  Fair value  Carrying swmount  Fair value
{in miffions)

Assets (liabilities)
Fixed maturities, available-forsale . ... ... ... $ 46,738.9 $ 46,738.9 $ 44,4035 $ 44,403.5
Fixed maturities, trading . . ............... 5293 5293 3234 3234
Equity securities, available-forsale .. .. ... ... 3164 316.4 666.6 666.6
Equity securities, trading . .. .............. 269.8 269.8 131.0 181.0
Net derivative assets and liabilities (1) ....... 4683 4683 441.6 441.6
Mortgage loans . . ............. ... .. 12,659.6 13,3912 11,6619 12,1667
Palicy loans . ............. .. .0t 869.9 956.5 850.7 930.7
Other investments .. ......... 0. . 0qn.- 437.7 437.7 3131 3131
Cash and cash equivalemts . .. ............. 1,344.4 13444 1,591.5 1,591.5
Securities lending collateral . ... ... ....... 622.7 622.7 . 6721 672.1
Separate account assets. . ... ... 80,486.8 80,486.8 73,779.6 73,779.6
Investment-type insurance contracts . ... ..... (37,390.5) (36,629.6) (34,256.6) {33,654.2)
Shorttermdebt ........... ... ... ...... (290.8) (250.8) (84.1) (84.1)
Long-termdebt ............ ... ... ..., (1,398.8) (1,423.6) (Ls1LY) (1,529
Securities lending payable . .. ......... ... (622.7) {622.7) (672.1) (672.1)

(1) The fair value of our derivative instruments classificd as assets as of December 31, 2007 and 2006, was
$1,076.0 million and $710.6 million, respectively, and was reported with other investments on the consolidated
statements of financial position, The fair value of our derivative instruments classified as liabilities as of
December 31, 2007 and 2006, was $607.7 million and $269.0 million, respcctwcly, and was reported with other
liabilities on the consolidated statements of financial position.

18. Statutory Insurance Financial Information

Principal Lifc, the largest indircct subsidiary of Principal Financial Group, Inc., prepares statutory financial
stalements in accordance with the accounting practices prescribed or permitied by the Insurance Division of the
Department of Commerce of the State of lowa (the “Statc of lowa™), The State of lowa recognizes only statutory
accounting practices prescribed or permitted by the State of lowa for determining and reporting the financial condition
and results of operations of an insurance company to determine its solvency under the Iowa Insurance Law. The National
Association of Insurance Commissioners’ (“NAIC”'} Accounting Practices and Procedures Manual has been adopicd as a
component of prescribed practices by the State of lIowa. The Commissioner has the right to permit other specific
practices that deviate from prescribed practices.

Life and health insurance companies are subject 10 certain risk-based capital (*RBC") requirements as specified by
the NAIC. Under those requirements, the amount of capital and surplus maintained by a life and health insurance
company is to be determined based ‘on the various risk faclors related to it. At Dccember 31, 21007, Principal Life meets
the minimum RBC requirements.

-

Statutory net income and statutory surplus of Principal Life were as follows:

As of or for the year ended

December 31,
2007 1006 2005
i {in millions)
SLatuory netincome . .. ... ... $ 5402 § 6849 $ 666.2
Statutory surplus .« . o oL e e e e, 3,695.0 3,596.1 3,6578
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19. Segment Informotion

We pravide financial products and services through the following segments: U.S. Asset Accumulation, Global Asset
Management, Intcrnational Asset Management and Accumulation and Life and Health Insurance. In addition, there is a
Corporate and Other segment. The segments arc managed and reported separatcly because they provide different
products and services, have different strategics or have different markets and distribution channels.

Prior to 2007, amounts now reported in the U.S. Asset Accumulation scgment and the Global Assct Management
segment were reported together in the U.S. Asset Management and Accumulation scgment. This change was madc due
to continued growth in our Global Assct Management business and has no impact on our consolidated financial
statements for any period presented. Our segment results for 2006 and 2005 have becn restated to conform to the current
segment prescniation.

The U.S. Asset Accumulation segment provides retircment and related financial products and services primarily o
businesses, their employees and other individuals.

The Global Asset Management segment provides asset management services 10 Our asset accumulation business, our
life and heahh insurance operations, the Corporate and Other segment and third-party clients.

The Intcrnational Asset Management and Accumulation segment consists of Principal International, which has
operations in Brazil, Chile, China, Hong Kong, India, Malaysia and Mexico. We focus on countries with favorable
demographics and growing long-term savings and defined contribution markets. We entered these countries through
acquisitions, start-up operations and joint ventures.

The Lifc and Health insurance scgment provides individual life insurance, group health insurance and specialty
benefits, which consists of group dental and vision insurance, individual and group disability insurance and group life
insurance, throughout the United States.

The Corporate and Other segment manages the asscts representing capital that has not been allocated (o any other
segment. Financial results of the Corporate and Other segment primarily reflect our financing activities (including
inlerest expense), income on capital not allocated 1o other segments, inter-segment climinations, income tax risks and
certain income, cxpenses and other after-tax adjustments not allocated (o the scgments based on the nature of such ilcms,

Management uses segment operating carnings for goal setting, determining employee compensation and cvaluating
performance on a basis comparable to that used by sccurities analysts. We determine segment operating earnings by
adjusting U.S. GAAP net income available to common stockholders for net realizedfunrealized capital gains and losses,
as adjusted, and other after-1ax adjustments which management belicves arc not indicative of overall operating trends.
Net realized/unrealized capitai gains and losscs, as adjusted, are net of income taxcs, related changes in the amortization
pattern of DPAC and salcs inducements, recognition of front-end fee revenves for sales charges on pension products and
services, net realized capital gains and losses distributed, minority interest capital gains and losses and certain market
value adjustments 10 fee revenues. Net realizedfunrealized capital gains (losses), as adjusted, exclude periodic setilemenis
and accruals on non-hedge derivative instruments, Segment operaling revenues exclude net realized/unrealized capilal
gains (except periodic scttlements and accruals on non-hedge derivatives) and their impact on recognition of front-end
fee revenues and certain market value adjustments to fee revenues and include operating revenues from real cstate
propertics that qualify for discontinued operations. While these items may be significant components in understanding
and assessing the consolidated financial performance, management belicves the presentation of segment operating
earnings cnhances the understanding of our results of operations by highlighting earnings attributable to the normal,
ongoing operations of the business.

The accounting poticies of the segments are consistent with the accounting policies for the consolidated financial
statcments, with the exception of income tax allocation. The Corporate and Other segment functions to absorb the risk
inberent in interpreting and applying tax law. The segments are allocated tax adjusiments consistent with the positions we
took on tax returns. The Corporate and Other scgment results reflect any differences between the tax returns and the
estimated resolution of any disputes.
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19. Segment Information ~- (continued)

The following tables summarize selecied financial information by segment and reconcile segment totals to those
reported in the consolidated financial statements:

December 31,
2007 2006
{in millions}
Assets:
US, Assel AcCUmUIAtion . . ... ottt e e e e e e e e $126,131.1  $116,519.6
Giobal Asset Management . .. ... ... . it e 1,438.9 1,442.1
[niernational Asset Management and Accumulation ... ... .. ... ... ... 9,350.5 8,101.0
Life and Health Insurance . .. .. ... i i ettt en e ns 14,816.6 14,364.5
Corporate and Other ... ... ... . . i i i e e 2,783.1 3,2309
Total consolidated a8SC1S. . . ... i i e et e $154,520.2  $143,658.1

For the year ended December 31,
2007 2006 2005
{in millions)

Operating revenues by segment:

US. Asset Accumulation. . ... ... . . i i e, $ 51502 $4.1070 $3,787.6
Global Asser Management ... ... ... . e e 603.0 488.1 4173
International Asset Management and Accumulation. .. .............. 796.3 605.4 504.5
Life and Health Insurance. . .. . ..o ittt e et e e e e 4857.1 47362 43875
Corporate and Other .. ... ... . e (156.8) (110.9) (130.2)

Total segment operaling FCVCNUES . . . . . o v v it i i i in e e i i oa s 11,2498 98258  9,066.7
Add:

Net realized/unrealized capital gains (losses) (except periodic settlements

and accruals on non-hedge derivatives), including recognition of

froni-end fee revenucs and certain market value adjustments to fee

TEVEIUES & .\ v v v v n it it v vt e nss D e e e {341.0) 4472 {22.2)

Subtract:
Operating revenues from discontinued real eslate investments . ... . . .. 03 (3.1) 49
Total revenues per consolidated statements of operations .. ......... $10,906.5 $9,373.1 $9,039.6
|
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(1)

(2

For the year ended December 31,
2007 2005 2005
(in millions)

Operating earnings (loss) by segment, net of related income taxes:

U.S. Asset Accumulation. . . ..+ v e i it it e $ 6558 § 5426 § 4644
Global Asset Management . ... ... v onri i 108.5 102.5 74.0
International Asset Management and Accumulation. . .. ...l 110.7 71.8 71.0
Lifc and Health Insurance. . . . .. oo v i ii oo v 221.1 2825 2744
Corporate and Other .. ... vevtin i @a1n (27.3) (21.4)
Total segment operating earnings, net of related income taxes ...... .. 1,058.4 972.1 862.4
Net realized/unrcalized capital gains (losses), as adjusted (1} .......... (229.7) 18.0 (20.6) -
Other after-tax adjustments (2) .. .. .o (1.4) 41.2 59.5
Net income available to common stockholders per consolidated
StAtements of OPETALONS . . . vt vt n i $ 8273 $1,031.3 § 9013

Net realized/unrealized capital gains (losses), as adjusied, is derived .as follows:

For the year ended

December 31,
2007 2006 2005
(in millions)
Net realized/unrealized capital gains (losses):
Net realized/unrealized capital gains (Josses) .. ... ..o $(328.8) $447 $(11.2)
Periodic scttlements and accruals on non-hedge derivatives (3) ............. (18.9) — —
Certain market value adjusiments to fee revenues . ... ... @0 (13) 2n
Recognition of front-end fee revenues .. ... ... i 8.7 0.8 1)
Net realizedfunrealized capital gains (losses), nct of related revenue
AQJUSIMENTS . ... vt i s e (343.0) 442 (22.2)
Amortization of deferred policy acquisition and sales inducement costs related to
net realized capital gains (J0SSCS) .. ... i 10.4 5.4 on
Capital gains distributed .. ... ... o (1L0) (11.8) (58)
Minarity interest capital gains . ... ... ... i (aLe) (1.7 (2.5)
Net realized/unrealized capital gains (losses), including recognition of
front-cnd fee revenues and certain market value adjustments to fee
revenues, net of related amortization of deferred policy acquisition costs
and sales inducement costs, capilal gains distributed, and minority interest -
Capital BRINS .. ... e (355.2) 301 (31.2)
INCOME LK CFfCCE . o vttt i it s et c e et e 1255 (12.1) 106
Net rcalized/unrealized capital gains (losses), as adjusted .. . ... .......... $(229.7) $18.0 $(20.6)

In 2007, other after-tax adjustments of $1.4 million included (1) the negative effect of tax refinements related to
prior years {($21.4 million) and (2) the positive effect of gain on sales of real estate propertics that qualify for
discontinued operations trcatmemt ($20.0 million).

In 2006, other after-tax adjustments of $41.2 million included (1) the positive cffect of: (a) gain on sales of rcal estate
propertics that qualify for discontinued operations trcatment ($30.9 million) and (b) a favorable court ruling on a
contested ERS issuc for 1991 and later years ($18.8 million) and (2) the negative effect from a contribution to the
Principal Financial Group, Inc. Foundation {$8.5 million).

In 2005, other aficr-tax adjustments of $59.5 million included (1) the positive effect of: (a) a decrease in income tax
reserves established for IRS tax matters ($33.8 million); (b) gains on sales of real estate properties that qualify for
discontinucd opcrations treatment ($22.3 million); and (c) a change in the estimated loss on disposal of BT Financial
Group ($8.4 million) and (2) the negative cffect from a change in the estimated gain on disposal of Principal
Residential Mortgage, Inc. ($5.0 million).
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19, Segment Information — {(continued)
(3) The amounts in periods prior to 2007 were not material.

The following is a summary of income tax expense (benefit) allocated to our segments for purposes of determining
operating earnings. Segment income 1axes are reconciled to income taxes reported on our consolidated statements of
operations.

For the year ended
Devember 31,

2007 2006 2005
{in millions)

Income tax expense (benefit) by segment:

US. Asset Accumulation ... ... ... . e $ 1717 51315 %1222
, Global Asset Management . ....... .. . i e 58.7 54.5 40.0
International Assct Management and Accumulation ........... e 175 (100 (45)
Life and Health Insurance . ......... ... .. ... .. ... ... .. . it 106.2 1423 1381
Corporateand Qther .. ... ....... ... .. coiviuun,. e - {313y (21.7)  (48.5)
Total segment income taxes from operating earnings . ................. 3228 2966 2473
Add:
Tax expense (benefits) refated to net realized/unrealized capital gains (losses),
asadjusted .. . L. L. (1255 121 (10.6)
Tax expense {benefits) related to other afier-1ax adjustments . . ........... 1wy {139 (35
Subtract:
Income tax expense {bencfit) from discontinued real estate . . ............ 0.1 (1.1) 1.8
Total income tax cxpense per consolidated statements of operations, ... ... . $208.1 82959 82314
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19. Segment I[nformation — (continued)

The following table summarizes opcrating revenues for our products and services:

For the year ended December 31,

2007 2006 2005
{in millions}
U.S. Assct Accumulation:
Full-scrvice accumulalion . . . ... . ot i h it i e $ 1,595.0 $1,383.6 §1,2674
Principal Funds. . . ... ... ... e 686,7 344.9 206.6
Individual annuities . - . . o v v i it ittt b 799.8 58238 471.6
Bank ond IFUST SCIVICES .« - v v v it vn e et eatenananennansnesan 66.8 530 38.8
Elimtnations « « . o oo cov et et e et e (163.8) (168.8) (62.6)
Total Accumulation .. ... ... e 29845 21955 1,921.8
Investment only . ... oot L1792 10807 10023
Full-service Payoul ... ..ot in i e e 986.5 830.8 863.5
Total Guaramteed . . . o v ot e s 2,165.7 19115 1,865.8
Total U.S. Asset Accurnulation . & ... ..ottt en e 51502 41070 3,7876
Global Asset Management{1) ... ... vt i 603.0 488.1 4173
International Asset Management and Accumwlation.. . .. ... ... L 7963 6054 604.5
Life and Health Insurance:
Individual Jife insUrance. . . . ..o v it et e 1,370.1 1,334.7 1,361.7
Health InSUFaNCE . . o o ot e st s ittt vt i vma e et s annn s 20184 20777 1,894.3
Specialty benefits insurance .. .. ... . 1471.2 1,316.0 LIHS
F Rt NS « o v v v e et ettt ee t e r et s (2.6) (2.2) —_—
Total Life and Health InSUrance . ... ..ot v iv v oo rnesin 4,857.1 4,736.2 43875
Corporate and Other ... ... ... .ottt (156.8)  (1109) (130.2)
Total OPerating TEVENUES . . o .. v vt et ei vt $11,249.8 $9,825.8 $9,066.7
Total OPErating fEVENUES . . . .. vt e vv v e cna vt a s s aanecnoass $11,249.8 $98258 $9,066.7
Nel realizedfunrealized capital gains (losses) (except periodic settlements
and accruals on non-hedge derivatives), including recognition of
front-end fce revenues and certain market value adjustments to fee
TOVETILES .+ o v v vt e et i e e et on i e it asa e (343.0) 44.2 (22.2)
Operaling revenues from discontinued real cstate investments ......... (0.3) 3.1 (4.9)
Total revenues per consolidated siatements of operations . .. .......... $10,906.5 $9,873.1 $9,039.6

(1) Reflects inter-segment revenues of $229.2 million, $169.0 million and $150.6 million in 2007, 2006 and 2005,

respectively. These revenues arc eliminated within the Corporate and Other segment.

20. Stock-Based Compensation Plans

As of Dccember 31, 2007, we have the 2005 Stock Incentive Plan, the Employee Stock Purchase Plan, the 2005
Directors Stock Plan, the Stock Incentive Plan, the Directors Stock Plan and the Long-Term Performance Plan (“Stock-
Based Compensation Plans”). As of May 17, 2005, no new grams will be made under the Stock Incentive Plan, the
Directors Stock Plan or the LongTerm Performance Plan. Under the terms of the 2005 Stock Incentive Plan, grants may
be nonqualified stock options, incentive stock options qualifying under Section 422 of the Internal Revenue Code,
restricted stock, restricted stock units, stock appreciation rights, performance shares, performance units, or other stock
based awards. The 2005 Directors Stock Plan provides for the grant of nonqualificd stock options, resricted stock,
restricted stock units, or other stock-based awards to our noncmployee directors. To date, we have notl granted any

incentive stock options, restricted stock, or performance units.

As of December 31, 2007, the maximum number of new shares of common stock that were available for grant under

the 2005 Stock Incentive Plan and the 2005 Directors Stock Plan was 19.1 million.
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20. Stock-Based Coinpensation Plans — (continued)

For awards with graded vesting, we use an accelerated expense attribution method. The compensation cost that was
charged against income for the Stock-Based Compensation Plans is as follows:

Fur the year ended
December 3L,

2007 2006 2005
{in millions)

ComPENSAtION COSL. . . v vttt e ittt te s to st $65.2 $65.5 $52.2
Related income tax benefit .. .. ... .. .. ... . L 21,5 213 169
Capitalized aspart of anmassel. . . ....... .. it e e 4,0 34 1.6

Nonqualified Stock Options

Nonqualified stock options were granted to certain employees under the 2005 Stock Incentive Plan and the Stock
Incentive Plan. Options cutstanding under the 2005 Stock Incentive Plan and the Stock Incentive Plan were granted at an
exercise price equal to the fair market vatue of our common stock on the date of grant, and expire ten years after the
grant date. These options have graded or cliff vesting over a three-year period, except in the case of approved retirement.
Total options granted under the 2005 Stock Incentive Plan and the Stock Incentive Plan were 1.8 million, 2.1 million and
2.7 million for the years ended December 31, 2007, 2006 and 2005, respectively.

Nongqualified stock options granted under the Directors stock plans have an exercise price equal to the fair market
value of our commaon stock on the date of the grant and a contractual term equal to the earlier of five years from the date
the participant ceases 10 provide service of the tenth anniversary of the date the option was granted, Begiining with the
2003 grant, options become exercisable in four approximately equal installments on the three. six and nine month
anniversaries of the grant date, and on the date that the Director’s full term of office expires. There were no options
granted during the years ended December 31, 2007, 2006 and 2005,

The following is a summary of the status of all of our stock option plans for the year ended December 31, 2007:

Weighted-
gverage Intrinsic
Number of options  exercise price Value
{in millions) : (in millions)
Options outstanding at January 1,2007................. 8.5 . 83765
Granted . .. ... .. i e e e .18 : 62.61
Exercised ... ..o e e 13 3213
Canceled . ....... ... i e - 0.2 50.53
Options outstanding at December 31,2007 .. .. ..... ... .. 838 $43.31 $225.8
Options vested or expected to vest at December 31, 2007 . . .. 8.5 $42.80 $221.2
Options cxercisable at December 31, 2007 . ... .......... - 5.0 $35.79 $165.5

The total intrinsic value of stock options exercised was $47.5 miltion, $39.7 million and $29.5 million during 2007,
2006, and 2005, respectively.

The following is a summary of weighied-average remaining contractual lives for stock options outstanding and the
range of exercise prices on the stock options as of December 31, 2007:

¥

‘Number of  Weighted-aversge

. . options remaining
Range of exercise prices . outstanding contractval life
. {in millions)
$2233 - 83280 . ..t e 14 4
$3281-843.27 ... 3.7 7
A3, 28 - 85375 e e e 1.9 8
$53.76 - 36422 L ... Gt 18 9
$22.33 - 864,22 . ... e e i e et e 8=.8 7
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20, Stock-Based Compensation Plans — {continued}

The weighted-average remaining contractual lives for stock options exercisable is approximately 6 years as of
December 31, 2007.

The fair value of stock options is estimated using the Black-Scholes option pricing model. The following is a
summary of the assumptions used in this mode} for the stock options granted during the period:

For the year cnded

December 31,
Options 2007 2006 2005
EAECtod VOLREY . .« v . oo o e ettt e e 2.6% 162% 19.1%
Expected term (INYears) . .o ovv it 6 6 6
Risk-Irec interest TAIC . . . v v v ittt et e s et ente s et anaana e caasaa s 46% 46% 41%
Dividend yield . .. ... . e e e 12890 132% 141%
Weighted average cstimated fairvalue .. ... $17.98 S$11.41 §9.18

We previously determined expected volatility for stock options granted based on, among other factors, historical
volatility using monthly price observations. Beginning with stock options granted in 2007, we determine expected
volatility based on, among other factors, historical volatility using daily price observations. We believe that daily price
obscrvations provide a better estimate of expected fluctuations in our stock price over the expected term of stock options
granted. The expected term represents the period of time that options granted are expected 1o be outstanding and is
estimated based on the simplifiecd method as described by the SEC. We do not believe we have sufficient historical
cxercise data to provide a reasonable basis upon which to estimate expected term due to the limited period of time our
stock has been publicly traded. We expect to usc historical exercise and cmployee termination data to develop our
expected term as soon as sufficient data becomes available. The risk-free rate for periods within the expected life of the
option is based on the U.S. Treasury risk-free interest rate in effect at the time of grant. The dividend yield is based on
historical dividend distributions compared to the closing price of our common shares on the grant date.

As of December 31, 2007, there were $14.4 million of total unrecognized compensations costs related to nonvested
stock options. The cost is expected to be recognized over a weightcd-average service period of approximately 1.9 years.

Cash received from stock options exercised under these share-based payment arrangements during 2007 and 2006
was $41.9 million and $37.7 miltion, respectively. The actua! tax benefits realized for the tax deductions for option
exercise of the share-based payment arrangements during 2007 and 2006 was $12.0 million and $12.7 million, respectively.

Performance Share Awards

Beginning in 2006, we granted performance share awards to certain employees under the 2005 Stock Incentive Plan.
The performance share awards are treated as an cquity award and are paid in shares. Whether the performance shares
are earned depends upon the participant’s continued employment through the performance period (except in the case of
an approved retirement) and our performance against three-ycar goals set at the beginning of the performance period. A
return on cquity objective and an carnings per sharc objective must be achieved for any of the performance shares to be
carned. If the performance requirements arc not met, the performance shares will be forfeited, no compensation cost is
recognized and any previously recognized compensation cost is reversed. There is no maximum contractual term on these
awards. Total performance share awards granted were 0.3 million and 0.4 million in 2007 and 2006, respectively.
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20. Stock-Based Compensation Plans — (continued) '

The following is a summary of activity for the nonvested performance share awards for the year ended December 31,
2007

Number of Weighted-average
performance share grani-date fair
awards value
. {in millions) .
Nonvested performance share awards at January 1,2007............ 04 $49.40
L £ o1 -« 0.3 62.73
Vested . ... e e e e . — —
Forfeited . ..... ... . . i i i e = —
Nonvested performance share awards at December 31,2007 ... ...... 2 $55.41

Performance share awards above represent initial targer awards and do not reflect polential increases or decreases
resulting from the final performance objectives to be determined at the end of the respective performance period, The
actual number of shares to be awarded at the end of each performance period will range between 0% and 200% of the
initial target awards.

The fair value of performance share awards is determined based on the closing stock price of vur shares on the grant
date. The weighted-average grant-date fair value of performance share awards granted during 2007 and 2006 were $62.73
and $49.40, respectively.

As of December 31, 2007, there were $15.1 million of total unrecognized compensation costs related to nonvested
performance share awards granted. The cost is expected to be recognized over a weighted-average service period of
approximately 1.6 years. ‘

1
Because no performance share awards vesied or were paid out, the intrinsic value of performance share awards
vested and the actual tax benefits realized for tax deductions for performance share award payouts were $0.0 million in
2007 and 2006. '

Restricted Stock Units .

We issue restricted stock units under the 2005 Stock Incentive Plan, 2005 Directors Stock Plan, Stock Incentive Plan,
and Directors Stock Plan. Restricted stock units are treated as an equity award. There is no maximum contractual term
on these awards. In 2007, 2006, and 2005, 0.4 million, 0.2 million and 0.4 million resiricted stock units were granted,
respectively.

Restricted stock units were issued 1o cerain employees and agents pursuant to the Stock Incentive Plan and 2005
Stock Incentive Plan. Under these plans, awards have a graded or cliff vesting over a three-year service period. When
service for PFG ceases (except in the case of an approved retirement), all vesting stops and unvesied units are forfeited.

Beginning in 2005, pursuant to the 2005 Directors Stock Plan, restricted stock units arc now granted to each
non-employee director in office immediately following each annual meeting of stockholders ind to each person who
becomes a member of the Board other than on the date of the annuat meeting of stockholders. Prior to this time, awards
of restricted stock units were granted pursuant to the Directors Stock Plan on the date of cach Board member’s election
or re-election date. Under the 2005 Directors Stock Plan, awards are granted on an annual basis and cliff vest after a
one-year service period. Awards under the prior plan had graded vesting over a three-ycar service period and are fully
vested. When service to PFG ceases, all vesting stops and unvested units are forfeited.

152




Principal Financial Group, Inc.
Notes to Consolidated Financial Statements — (continued)
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The following is a summary of activity for the nonvested restricted stock units in 2007:

Number of Weighted-average
restricted stock grant-date fair

unlts value
{in millions)

Nonvested restricted stock units at January 1,2007 .. ............... 0.8 $41.47
L8] Y 117 « O 04 6138
BT =) o [ 04 399
Forfeited ... o i it it e e s — —

Nonvested restricted stock units at December 31,2007 ............... 0.8 $51.11

The total intrinsic value of restricted stock units vested was $24.2 million, $16.7 million and $1.3 million during 2007,
2006, and 2005, respectively.

The fair value of restricted stock units is determined based on the closing stock price of our common shares on the
grant date. The weighted-average grant-date fair value of restricted stock units granted during 2007, 2006, and 2005 was
$61.38, $50.42 and $39.55, respectively.

As of December 31, 2007, there were $13.5 million of total unrecognized compensation costs related to nonvested
restricted stock unit awards granted under these plans. The cost is expected 1o be recognized over a weighted-average
period of approximalely 1.9 years.

The actual tax benefits realized for the 1ax deductions for restricted stock unit payouts under these share-based
payment arrangements for 2007 and 2006 was $6.5 million and $5.4 miltion, respeciively.

Employee Stock Purchase Plan

Under our Employee Stock Purchase Plan, participating employces have the opportunity to purchase shares of our
common stock on a quarterly basis. Employees may purchase up to $25,000 worth of company stock ¢ach year.
Employees may purchase shares of our common stock at a price equal to 85% of the shares’ fair market value as of the
beginning or end of the quarter, whichever is lower. Under the Employee Stock Purchase Plan, employees purchased
0.6 million, 0.7 million and 0.7 million shares during 2007, 2006, and 2005, respectively.

We recognize compensation expense for the fair value of the discount granted to employees participating in the
employee stock purchase plan in the quarter of grant. Shares of the Employee Stock Purchase Plan are treated as an
equity award. The weighted-average fair value of the discount on the stock purchased was $10.45, $10.39 and $8.00 during
2007, 2006, and 2005, respectively. The total intrinsic value of the Employee Stock Purchase Plan shares settled was
$6.5 million, $6.9 million and $5.8 million during 2007, 2006, and 2005, respectively.

Cash reccived from shares issued under these share-based payment arrangements for 2007 and 2006 was
$31.7 million and $28.5 million, respectively. The actual tax bencfits realized for the tax deductions for the sctilement of
the share-based payment arrangements for 2007 and 2006 was $1.0 million and $0.8 million, respectively.

The maximurn number of shares of common stock that we may issue under the Employee Stock Purchase Plan is 2%
of the number of shares outstanding immediately following the completion of the Initial Public Offering. As of
December 31, 2007, a total of 2.7 million of new shares are available to be made issuable by us for this plan.

Long-Term Performance Plan

We also maintain the Long-Term Performance Plan, which provides the opportunity for cligible executives to receive
additional awards if specified minimum corporate performance objectives are achieved over a three-year period. This
plan utilizes stock as an option for payment and is treated as a liability award during vesting and a liability award or equity
award subsequent to vesting, based on the participant payment clection. Effective with stockholder approval of the 2005
Stock Incentive Plan, no further grants will be made under the Long-Term Performance Plan, and any future awards paid
under the Long-Term Performance Plan wili be issued under the 2005 Stock Incentive Plan. As of December 31, 2005, all
awards under this plan were fully vested and no awards were granted under this plan in 2007, 2006 or 2005. There is no
maximum contractual term on these awards.

153




Principal Financial Group, Inc.
Notes to Consolidated Financial Statements ~ {continued)

L]

20, Stock-Based Compensation Plans — (continued)

The fair value of Long-Term Performance Plan liability units is determined as of each reporting period based on the

Black-Scholes opticn pricing model that uses the assumptions noted in the following table:

For the year ended

; December 31,
Long-Term Performance Plan 2007 2006
Expected volatility . . . .. .. i e 25.2% ﬁ%
Expected term (in YEArS) .. . . ... . e :-__5 2
Risk-free IMErest 1Al . . ... .. ..ttt ittt it et e ce 2% Z%
Dividend yickd ...+ - e T T

The amount of cash used to settle Long-Term Performance Plan units granted was $2.9 million and $10.8 million for
2007 and 2006, respectively. The total intrinsic value of Long-Term Performance Plan units settled was $3.0 million,

$11.2 million and $6.5 million during 2007, 2006, and 2005, respectively.

21. Earnings Per Common Share

The computations of the basic and diluted per share amounts for our conlinuing operations were as follows:

For the year ended
December 34,

2007 2006 2008

(in millions,
excemt per share data)

Income from continuing operations, net of related income taxes ........... $840.1 $1,0354 $890.2
Subitract:
Preferred stock dividends . . . ... ... ... ... . 33.0 330 17.7
Income from continuing operations available to common stockholders, net of
related INCOME LaXBS . . ..ottt ittt e e e e $807.1  $1,0024 $8725
Weighted-average shares outstanding: ;
Basic ... ... e e e e 265.4 2729 2879
Dilmive cffects: '
SIOCK OPHONS . . . oot e e 2.3 20 1.4
Long term performance plan. . ...... ... . . i s — — 0.2
Restricted stock units . .. ... ... .o i s 0.4 0.6 0.4
Diluted. . . o e e e 268.1 275.5 2899
Income from continuing operations per common share: ‘ )
BaSIC . ittt e e e " $304 $ 367 S3M
Diluted. . ... e e e ©$301 § 364 § 301
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22, Quarterly Results of Operations (Unaudited)
The following is a summary of unaudited quarterly results of operations for 2007 and 2006:
For the three months ended

December 31 Scptember 30 June 30 March 31
{in millions, except per share dara)

2007 .

Total FEVENUES .. v v v v iiv v v vre e [ $2,564.1 $2,849.6 $2,831.8 $2,661.0
Total expenses . ............. e e 2,594.5 2,518.0 24190  2326.7
Income from continuing operations, nct of related income taxes . 21.8 240.7 3123 2653
Income (loss) from discontinucd operations, net of related

ITICOMMIE LAXES & v v v et e s e a s e na s iaa e a e 20.6 (0.2) (0.2) —_
Preferred stock dividends . . . ... ... .. oo i 83 8.2 8.3 8.2
Net income available 10 commaon stockholders ... ........... 4.1 232.3 303.8 2571
Basic earnings per common share for income from continuing

operations, net of related income taxes . ................ 0.05 0.88 1.14 0.96
Basic carnings per common share for net income available to

common stockholders. ... ... .. . i 0.13 0.88 . L.14 0.96
Diluted carnings per common share for income from continuing

operations, net of related income taxes ... ..ol 0.05 0.87 1.12 0.95
Diluted earnings per common share for net income available to

commonstockholders . .. ... ... .. o i 0.13 0.87 112 0.95

2006

TOtal FEVEMUES . & - - ot et o v ot oo ma e an e n e araans £2,559.6 $2,451.1 $2459.9 $2,4025
Total EXPENSES . . oottt e s 22310 2,118.7 2,163.2  2,0289
income from continuing operations, net of related income taxes . 262.4 260.0 219.] 203.9
Income (loss) from discontinued operations, net of related

INCOME LAKES . . . . o vttt e v i et iae e 30.0 (0.8) (0.3) —
Preferred stock dividends . . .. ........ ... .. o it 83 8.2 83 8.2
Net income available to common stockholders .. ............ ' 284.1 251.0 2105 285.7
Basic earnings per common share for income from continuing

operations, net of related income'taxes ... ........ ... 0.94 0.93 0.77 1.02
Basic carnings per common share for net income available to

common stockholders. ... .. .. . oo el 1.05 0.93 0.77 1.02
Diluted earnings per share for income from continuing ) )

operations, net of related income taxes . ... ... ..o 0.93 0.92 0.76 1.01
Diluted earnings pcr common share for net income available to

common stockholders. . .. ...... ... .t .- 1.4 0.92 0.76 1.01

23. Condensed Consolidating Financia! Information

Principal Life has established special purpose entitics to issue secured medium-term notes. Under the program, the
payment obligations of principal and interest on the notes are secured by funding agreements issued by Principal Life.
Principal Life’s payment obligations on the funding agreements arc fully and uncenditionally guaranteed by Principal
Financial Group, Inc. All of the outstanding stock of Principal Life is indirectly owned by Principal Financial Group, Inc.
and Principal Financial Group, Inc. is the only guarantor of the payment obligations of the funding agreements.

We received a subpocna on March 31, 2005 from the Attorney General of West Virginia for documents and other
information relating to funding agreement-backed securities, special purpose vehicles related to funding agrecment-
backed securities, and related subjects. A response has been sent. We understand that other U.S.-based life insurers that
have funding agreement-backed note programs such as our ongoing programs have received similar subpognas from the
Attorney General of West Virginia. Other than the subpoena, we have reccived no notification of any pending or
threatened investigation or other proceeding by West Virginia governmental authorities involving funding agreement-
backed securities.
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23. Condensed Consolidating Financial Information — (continued) )

The following tables set forth condensed consolidating financial information of Principal Life and Principal Financial
Group, Inc. as of December 31, 2007 and 2006, and for the years ended December 31, 2007, 2006 and 2005.

Condensed Consolidating Statements of Financial Position
December 31, 2007

Principal Life

Principal Principal Finoncial Principal
Financial Insurance Services, Inc, and Financial
Group, Inc. ., Company Other Subsidiaries Group, Inc.
Parent Only Only Combined Ellminations  Consalidated
{in milfions)
Assels
Fixed maturities, available-for-sale . . ... .. $ —  $421786 $ 5,288.6 $ (7283) § 46,7389
Fixed maturities, trading . . . ... . ... . ... —_ 2674 ©26L9 — 5293
Equity sccurities, available-for-sale. . . . . .. — 305.0 114 — 3164
Equity sccurities, trading ... .......... — —_ 269.8 — 2698
Mongageloans .. ............ ... .. —_ 10,284.2 2,693.1 17 12,659.6
Realestatc ....................... —_— . 109 851.6 — 862.5
Policyloans . .. .................... - 853.7 16.2 - 869.9
Investment in unconsolidated entities . . . . . 8,031.2 703.1 38611 (12,104.7) 490.7
Otherinvestments . ......... . vvuun.. — 3,559.5 464.7 (2,396.3) 1,627.9
Cash and cash cquivalents . ........... 3.2) 927.8 536.4 (116.6) 1,344 4
Accrucd investment income . .......... —_ 722.9 59.2 (8.0). 774.1
Premiums due and other reccivables . . ... 0.9 696.8 267.2 (1.7 Ys1.2
Deferred policy acquisition costs . . ...... —_ 2,626.7 183.4 —_ 2,810.1
Property und equipment . .. ........... — 421.6 474 - 469.0
Goodwill .. . ...................... —_ 94.6 280.1 — 374.7
Other intangibles . . .......... ... ... I 383 968.6 —_ i,006.9
Separatc account assets ... ... .. ... ... — 75,7433 4,743.5 — 80,486.8
Otherassets .. ...vveieineennn . 63 . 13712 3953 165.2 1,938.0
Total assets . ... .vn i $ 8,035.2  $140,805.6 $21,199.5 $(15,520.1}) $154,520.2
Liabilities
Contractholder funds . . . ............. $ — sy $ 24 $ (244.2) $ 40,2889
Future policy benefits and claims. . ... ... —_ 15,626.4 2,834.2 (5.9 18,454.7
Other policyholder funds . ............ — 526.0 145 — 540.5
Shortdermdebt . . . ... ... L L, — — 3719 (81.1) 290.8
longtermdebt .................... 60L8 99.5 1,3208 (623.3) 1,398.8
Income taxes currently payable . ........ (7.0) (255.0) 389 264.7 41.6
Deferred income taxes . .............. (6.2) 253.1 3403 (10.9) 576.3
Scparate account liabilities . ... ......, .- - 75,1433 4,743.5 - 80,486.8
Other liabilities . . ... ........ ..., ... 249 1,823.9 34828 (311.5)- 5,020.1
Total liabikities . . ................. 613.5 134,328.9 13.1683 (1,012.2)  147,098.5
Stockholders® equity
Scries A preferred stock . .. ... ... ... - - T— — -
Scries B preferred stock .. .. .......... 0.1 — — - 0.1
Commonstock ....oovuvue.. s . 39 2.5 —_ 2.5) 39
Additional paid-incapital . .. .......... 8,2954 5,595.9 7,760.7 (13,356.6) 8,2954
Retained earnings (deficity . .. .. PRI 3,414.3 760.8 (156.7) (604.1) 34143
Accumulated other comprehensive income . 420.2 117.5 42712 (544.7) 420.2
Treasury stock, atcost . .............. 4,712.2) —_— — — {4,712.2)
Total stockholders’ equity ........... 74217 6,476,7 8,031.2 (14,507.9) 1.421.7
Toual liabilitics and stockholders’ equity . $ 8,035.2 $140,805.6 $21,199.5 $(15,520.1) $154,520.2
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23. Condensed Consolidating Financial Information — (continued)

Condensed Consolidating Statements of Financial Position
December 31, 2006

Principal Principal Life  Principa) Financiol Principal
Financtal Insurance Services, Inc. and Financia)
Group, Inc. Company Other Subsidiaries Group, Inc,
Porent Only Only Combined Eliminations Consolidated
(in millions)
Assets )
Fixed maturities, available-for-sale .. ... .. $ — 3 40,3308 $ 48585 $ (7858) § 444035
Fixed maturities, trading . . ... ......... — 90.4 233.0 — 3234
Equity sccurilies, available-for-sale. . .. ... - 640.7 259 —_ 666.6
Equity securities, trading . ............ -_— 10.2 170.8 — 181.0
Morgage loans .. ... ... ..ol — 9,661.6 2,237.7 (235.4) 11,663.9
Realestale . ...........o.vvvucurn- —_ 308.7 5049 — 813.6
Policyloans. .............. ... ... — 850.7 — — 850.7
Investment in unconsolidaled entities . . . . . 8,191.4 235.0 4,480.5 {12,608.8) 298.1
Other investments .. .. .......vetvunn 36 3,057.1 235.5 (2,183.6) 1,112.6
Cash and cash equivalents ............ 309 1,399.8 261.8 (101.0) 1,591.5
Accrued investment income . ... ... ... — 671.0 50.1 (5.1) 722.0
Premiums due and other receivables ... .. - 851.7 512.8 (118.2) 1,252.3
Deferred policy acquisition costs . .. ... .. — 2,265.9 153.0 - 24189
Property and equipment . . ... ......... - 394.2 283 — 422.5
Goodwill. . ........ .. i -— 772 284.7 - 361.9
Other intangibles . . ... ... 0 — 384 942.6 —_ 981.0
Separate account assets .............. —_ 69,451.7 43279 -— 73,779.6
Asscts of discontinued operations ... . ... —_ —_ 54.2 —_ 54.2
Other assels . ..o vvnvnrerrnnrennns 256.1 1,327.0 382.9 (205.2) 1,760.8
Total 4SSBIS . ... v v i $ 84820  $131,674.1 $19,745.1 $(16,243,1)  $143,658.1
Liabilities
Contractholder funds . . .............. $ — $37,0014 $ 163 $ (2187) § 36,7990
Future policy bencfits and claims. .. ... .. —_ 15,005.3 2,328.4 (L) 17,3326
Other policyholder funds .. ........... — 6130 6.4 — 6194 ‘
Short-termdecbt . . .......... .. .. .., — — 199.1 (115.0) 84.1
Long-termdebl ., . ... ... .. ovunn 601.9 1439 1,301.6 (536.1) 1,511.3
Income taxes currently payable . ........ (1.2) (270.7) 23.3 252.8 42
Deferred income taxes . .....000vennn 1.1 629.5 2921 (5.5) 917.2
Scparatc account liabilities . ........... —_ 6§9,451.7 4,3219 — 73,779.6
Liahilities of discontinucd operations . . . . . — — 51.8 (8.8) 43.0
Other liabilities ... ................. 194 2,298.7 3,006.8 (618.0) 4,706.9
Total liabilities . . ................. 621.2 124,872.8 11,553.7 (1,2504) 1357973
Stockholders’ equity
Series A preferredstock . .. ......... .. — — — — —
Series B preferred stock . .. .. ... ... .. 0.1 — — — 01
Common Stock ... ..vvvmneeiinnnenn 38 2.5 — (2.5) 38
Additional paid-in capital . .. ... ....... 8,141.8 55153 7,688.1 (13,203.4) 8,141.8
Retained carnings (deficit) ............ 2,824.1 670.9 (339.5) (331.4) 2,824.1
Accumulated other comprehensive income . 846.9 612.6 B42.8 (1.455.4) 846.9
Treasury stock, atcost . .............. (3,955.9) — —_ — (3,955.9)
Total stockholders’ equity ......... .. 7,860.8 6,801.3 §,191.4 (14,992.7) 7,860.8
Total habilities and stockholders’ equity . § 8,482.0 $131,674.1 $19,745.1 $(16,243.1) $143,658.1
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23, Condensed Consolidating Financial Information — (continued)

Condensed Consolidating Statements of Operations
For the year ended December 31, 2007

Revenues

Premiums and other considerations . ... ..

Fees and other revenues . . ............

Net investmentincome . . ... .., .......

Net realized/unrealized capital gains
(losses) .o vviine i

Total revenues ... ... ... ......
Expenses
Benefits, claims, and seitlement expenses . .
Dividends 10 policyholders ... .........
Operating expenses .. ...............

Tolal expenses ............, ......

Income (loss) from continuing operations
before income taxes .. ........... ..

Income taxes (bemcfits} ...,...........

Equity in the net income of subsidiaries,
excluding discontinued operations . .. ..

Income from conlinuing operations, net of
related income taxes . ... ..., ... ...,

Income from discontinued operations, net
of related income taxes .. ...........

Netincome . ..o i it i in i i e enes
Preferred stock dividends . . ...........

Net income available to common
stockholders. . ..... ... .. ... .. ...,

Principal Principal Life  Principal Financial Principal
Financial Insurance Services, Inc, ond Financia)
Group, Inc. Company Other Subsidipries Group, Ine.
Parent Only Only Combined Eliminations  Consolidated
(in millions)

s — $4,360.6 § 2735 $  —  § 4634

—_ 1,610.3 1,443.1. (418.7) 2,634.7
6.8 3,300.2 686.1. (26.6) - 3.966.5
_ (390.8) 46,5 155 (328.8)
6.8 8,880.3 2,4492 {$29.8) 10,906.5
_ 5911.9 5394 . (16.0) 6,435.3
—_ 2938 — —_ 293.8
48,2 2,113.9 1,340.2 (373.1) 3,129.2
48.2 8319.6 1,879.6 _(389.1) 98583
(41.4) 560.7 569.6 (40.7) 1,048.2
(17.4) 1164 114.0 (4.9} 208.1
864.1 296.8 408.5 {1,5694) —_
840.1 7411 864.1 (1,605.2) 840.1
20.2 —_— 20.2 (20.2) 202
860.3 741.1 8843 (1,625.4) 860.3
33.0 —_— — — 330
$827.3 $ 7411 $ 8843 $(1,625.9) $ B273
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23. Condensed Consolidating Financial Information — {continued)

Condensed Consolidating Statements of Operntions
For the year ended December 31, 2006

Revenues

Premiums and other considerations . .....
Fecs and other revemues .. ... ... o oo vt
Net investment income ... .. oo e ennnns
Net realized/unrcatized capital gains (losses)

Total revenues
Expenses
Benefits, claims, and scttlement expenscs . .
Dividends 10 policyholders
Operaling expenses

............

.................

Tolal expenscs

...................

Income (loss) from continuing operations
beforc income taxes . ..............

Income taxcs (benefits) . .. ............

Equity in the net income of subsidiarics,
excluding discontinued operations . . . . ..

Income from conlinuing operations, net of
related income 1axes .. ... e -

Income from discontinucd operations, net
of related income taxes .. ..., ...

NEt IMCOMIE + v v e e et en e e neeeaes
Preferred stock dividends

Net income available 1o common
stockholders . ....... ... v

Principal
Principal Principal Life Finoncial Principal
Financial Insurance Services, Inc. and Financial
Group, Inc. Company Other Subsidiaries Group, Inc.
Parent Only Only Combined Eliminations  Conselidated
{in miltions)
$ —_ $4,0439 $ 214 $ — $4,305.3
—_ 1,3169 9657 (380. 1) 1,902.5
11.9 3,124.6 507.6 (23.5) 3,620.6
— (84.0) 134.3 (5.6) 44,7
1.9 8401.4 1,869.0 (409.2) 9,871.1
—_ 5,298.4 409.4 (15.4) 5.692.4
— 290.7 — — 290.7
18.2 1,9329 937.7 (330.1) 2,558.7
18.2 75220 1,347.1 (345.5) 8.541.8
(6.3) 8794 521.9 (63.7) 1,331.3
(2.2) 203.0 93.0 21 2959
1,039.5 270.6 610.6 (1,920.7) —_
1,035.4 947.0 1,039.5 {1,986.5) 1,035.4
28.9 ne 289 (59.5) 289
1,064.3 9717.6 1,068.4 (2.046.0) 1,004.3
330 —_ — — 33.0
$1,031.3 $ 977.6 $1,068.4 $(2,046.0) $1.031.3
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23, Condensed Consolidating Financial Information — (centinued)

Condensed Consolidating Statements of QOperations
For the year ended December 31, 2005

Revenues

Premiums and other considcrations
Fees and other revenues . ... oo vt
Net investment income .. .............
Net realized/unrealized capital gains {losses)

Total revenues
Expenses
Benefits, claims, and sctilement expenses . .
Dividends to policyholders
Operaling expenses

Totabexpenses . ............. ... ....

Income (Joss) from continuing operations
before income taxes

Income taxes (benefits) .. .............

Equity in the net income of subsidiaries,
excluding discontinued operations . . . . ..

...............

Income from continuing operations, net of
related income taxes . ..............

Income from discontinued operations, net
of related income taxes . ............

Netincome ........... oivvuren..
Preferred stock dividends . ............

Net income available 10 common
stockholders .. ...................

Princlpal
Principal Principal Life Financial Principal
Financinl Insurance Services, Inc. and Finoncial
Group, Inc. Company Other Subsidiaries Group, Inc.
Parent Onty Qniy Combined Eliminations  Consolidated
{in mitlions)
5 — $3,705.7 3 2693 $ - $3,975.0
— 1,198.8 786.3 (2673)  1,717.8
23 3,009.8 3422 37 3,358.0
— (34.5) 333 (10.0) (11.2)
23 7.879.8 1,431.1 (273.6) 9,039.6
— 4,874.5 4194 (11.0) 52829
— 293.0 — — 293.0
10.6 1,787.8 774.8 (231.1) 2,342.1
10.6 6,955.3 1,194.2 (242.1) 7.918.0
(8.3) 924.5 236.9 (31.5) 1,121.6
(3.8) 221.4 16.4 (2.6) 2314
894.7 104.9 673.7 (1,673.3) —
890.2 808.0 894,2 (1,702.2) 890.2
288 24.2 29.3 {53.5) 28.8
919.0 832.2 923.5 (1,755.7) 919.0
17.7 — — — 17.7
$901.3 $ 832.2 $ 9235 3(1,755.7) $ 9013
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23. Condensed Consolidating Financial Informaticn — (continued)

Condensed Consolidating Statements of Cash Flows
For the year ended December 31, 2007

Principal  Principal Life  Principal Financial Principal
Financizl Insurance Services, lnc. and Financial
Group, Inc. Company Other Subsidiaries Group, Inc.
Parent Only Only Combined Eliminations Consolidated
(in miilions)

Operating activities
Net cash provided by (used in) operating

activities ... ... ... e $(30.8) $ 2,105.2 $1,139.9 $ (2543) § 2,960.0
Investing activitles
Available-for-sale securitics:

Purchases ..........coicuieinnan — (9,833.1) (705.3) 18.1 (10,520.3)

Sales . . ...t e Ce -— 2,763.6 3110 (35.0) 3,039.6

Maturities . ...... ... — 4,149.9 317 —_ 4,461.6
Mortgage loans acquired or originated . . . . — (2,546.5) {686.7) 125.2 (3,108.0)
Mortgage loans sold or repaid . . .. ... ... - 1,920.2 2355 (42.9) 2,112.8
Real estate acquired. . ... ............ —_— _— (115.2) - (1158.2)
Realestatesold . . .................. — 54 47.6 — 53.0
Net purchases of property and equipment . o.n (64.0) (34.3) _— (98.4)
Purchases of interest in subsidiaries, net of

cash acquired . . ... ... .ovoi -_— —_ (76.1) — (76.1)
Dividends received from unconsolidated

CNLILIES ..ot s e 956.3 115.6 656.4 (1,728.3) —_—
Net change in other investments . .... ... — (176.1) (298.7) 226.6 (248.2)
Net cash provided by (used in) investing

ACLIVILIES « v v v v e v vn e anee s $956.2 $(3,665.0) $ (354.1) $(1,436.3) § (4,499.2)
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23, Condensed Consolidating Financial Information — (continued)

Condensed Consolidating Statements of Cash Flows (continued)
For the year ended December 31, 2007

Financing activities
Issuance of common stock . ...........
Acquisition of treasury stock . . ..... .. ..
Proceeds from financing element
derivatives . . .......... .. ... ...
Payments for financing element derivatives .
Excess tax benefits from share-based
payment arrangements . .. ...... .. ..
Dividends 1o common stockholders . . .. . .
Dividends to preferred stockhoiders. . ., ..
Issuance of long-termdebt .. ... .... ...
Principal rcpayments of long-term debt .
Net proceeds of short-term borrowings . . .
Dividends paid to parent .. ...........
Investment contract deposits . .. ... ... ..
Investment conltract withdrawals ... ... ..
Net increase in banking operation deposits .
Other .. ... i

Net cash provided by (used in) financing
activities . ... .

Discontinued operations

Net cash provided by operating activities . .

Net cash used in investing activities . . . . . .

Net cash used in finsncing activities. . ... .

Nel cash provided by discontinued
OPerations . . ..........uvvruneonn

Net increase (decrease} in cash and cash
cquivalents. . .. ... ...

Cash and cash equivalents at beginning of
VEAT vttt e

Cash and cash cquivalents at end of year . .

Cash and cash equivalents of discontinued
operations included above
At beginning of year . ... ... ... ...,
Atendofyear ...................

Principal Principal Life  Principal Financial Principal
Financinl Insurance Services, Inc. and Financial
Gruup, Inc. Coempany Other Subsidiaries Group, Inc.
Parest Only Only Combined Eliminatlons  Consolidated
{in millions)
$ 736 $ —_ 3 —_ $ - $ 736
{756.3) -— — - (756.3)

—_ 128.7 —_ —_ 128.7
- (137.2) —_ — (137.2)

-_— 7.1 kA | —_ 10.2
(235.6) — —_— - (235.6)
(41.2) — — -_— (41.2)
—_— 1.9 85.5 (82.2) 0.2
- - (115.0) - (115.0)

—_ —_ 170.0 339 2039

— (656.4) (L,071.9) 1,728.3 -—

— 9,958.9 — -— 9,958.9
— (8,209.9) —_ _ (8,209.9)

—_— — 4171 _ 417.1
— (5.3) - —_ (5.3)
(95%.5) 1,087.8 (511.2) 1,675.0 1,292.1
— - 2.5 — 2.5
—_ —_ (13 - a3y
— — {0.5) — (0.5)

— —_ 0.7 —_ 0.7
(3.1) 472.0) 27153 (15.6) (246.4)
309 1,399.8 261.1 (101.0) 1,590.8

$ (32) §$ 9278 $ 5364 $ (116.6)  § 1,3444
$ — 5 - $ (07 s — $ @
$ - $ —_ $ - 5 - $ —
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23, Condensed Consolidating Financial Information — {continued)

Condensed Consolidating Statements of Cash Flows
For the year ended December 31, 2006

Principal Principal Life  Principal Financiz] Principal
Financinl Insurance Services, Inc. and Financial
Group, Inc. Company Other Subsidiaries Group, Inc.
Parent Only Only Combined Eliminations Consolidated
{in millivns)
Operating activities
Net cash provided by operating activities . . $ 12 $2,001.8 $ 1123 $ 1542 $22755
Investing activities -
Available-for-sale securitics:
Purchases ..........covvunmvonen —_ (6,585.5) (1,203.7) 238 (7,765.4)
Sales . . ... i — 1,075.6 363.3 — 1,438.9
Maturities . .. ..o i — 3,406.8 189.0 - 3,595.8
Morigage loans acquired or originated . . . . — (2,198.7) (455.1) 53.6 (2.600.2)
Morigage loans sold or repaid. . . .. .. ... — 1,985.9 265.0 (148.3) 2,102.6
Real estate acquired. .. ......... .. ... — (12.4) (14.2) — (26.6)
Realestatesold...............-.... — 1429 312 — 174.1
Net purchases of property and equipment . —_ (31.3) (19.2) — (50.5)
Purchases of interest in subsidiarics, net of
cashacquired . ......... ... ... ... — — (769.2) - (769.2)
Dividends received from (contributions 10)
unconsolidated entities . .. ... ... .. 3311 (511.9) 1,182.3 (1,001.5) —
Net change in other investments . .. .. ... — an 9.7 89.9 {9.9)
Net cash provided by (used in) investing '
activilies ... ... i $331.1 $2,735.7) $ (5233) $ (9825) $(3.9104)
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23. Condensed Consolidating Financial Information — (continued)

Condensed Consolidating Statements of Cash Flows (continued)
For the year ended December 3, 2006

Principal Principat Life  Principal Financial Principal
Finoncial Insurance Services, Inc. and Financial
Group, Inc. Company Oiber Subsldiaries Group, Inc.
Parent Only Only Combined Elizninations Consolidated
{in miflions) ﬂ—
Financing activities
Issuance of common stock . ........... $ 662 $ — § - 5 — 5 662
Acquisition of treasury stock . .. ... ..... (755.8) — — — (755.8)
Proceeds from financing element

derivatives .. .................... —_ 1321 — — 132.1
Payments for financing elemeat derivatives .. - (141.0) — — (141.0)
Excess tax benefits from share-based

payment arrangements .. ........... - 6.0 24 - B4
Dividends to common stockholders . . . . .. (214.7) — - — (214.7)
Dividends to preferred stockhoiders. . . . .. (24.7) — — — (24.7)
Issuance of long-termdebt . . ..., ... .. $00.0 6.4 85.0 (89.7) 601.7
Principal repayments of long-term debt . .. — (13.7) (6.7) - (20.4)
Net repayments of short-term borrowings . . — - {390.5) - {390.5)
Capital received from {dividends paid to)

PNl . . ..o — (1,182.3) 180.8 1,001.5 —
Invesiment contract deposits ... ... .., .. -— 8,925.7 -— —_ 8,925.7
Investment contract withdrawals ... ... .. - (6,859.4) B - {6,859.4)
Net increase in banking operation deposits . —_ — 258.9 — 258.9
Net cash provided by (used in) financing

ACHIVIIIES o ..ottt (329.0) 873.8 129.9 911.8 1,586.5
Discontinued operations
Net cash provided by (vsed in) operating

aclivities . . ... i - (1.1} 0 — 19
Net cash used in investing activities . . .. . . —_ 0.9) (2.5) - (3.4)
Net cash used in financing activities . .. . . . — — (0.6) — {0.6)
Net cash used in discontinued operations . . — (2.0) (0.1) - .1
Net increase (decrease) in cash and cash '

equivalents, . ... ... ... 9.3 137.9 {281.2) 83.5 (50.5)
Cash and cash equivalents at beginning of

YEAT vt e 21.6 1,261.9 5423 (184.5) 1,641.3
Cash and cash equivalents at end of year ..  § 309 $1,399.8 $ 2611 $(101.0) % 1,590.8
Cash and cash equivalents of discontinued

operations included above
At beginningof year .. .............. $ — $ 20 $ (0.6) 5§ - $ 14
Atendofyear....... ..., s — $ - $ @ $ — $ {07
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23, Condensed Consolidating Financlal Information — (continued)

Condensed Consolidating Statements of Cash Flows
For the year ended December 3t, 2005

Operating activities
Net cash provided by (used in) operating
activities .. .. ... i i e
Investing activities
Available-for-sale securities:
Purchases .................vinnn
Sales . ...... ... e
Maturities . . ... ... oo e
Mortgage loans acquired or originated . . . .
Mortgage loans sold or repaid . .. .. ... ..
Real estale acquired. . ...............
Realestatesold . ...................
Net purchases of property and equipment .
Purchases of interest in subsidiaries, net of
cashacquired . ...................
Dividcnds received from (contributions to)
unconsolidated entities ... ..........
Net change in other investments ... .....

Net cash provided by (used in) investing
ACtivilieS ... .. e

Principal Principal Life  Principal Finazcial Principal
Financial Insurapce Services, Inc, and Financial
Group, Inc. Company Other Subsidiaries Group, Inac.
Parent Only Only Combined Eliminations  Consolidated
(in millions)
$ (45) $1,7978 $ 4409 $(108.9)  §2,125.3

- (7,218.1) (1,892.8) 155.8 (8,955.1)
— 2,4432 857.3 — 3,300.5
— 3,688.3 2149 — 3,903.2
—_ (2.112.2) (533.0) 159.7 (2,485.5)
— 24759 359.6 (131.0) 2,704.5
— (21.4) (62.8) - (90.2)
— 249.5 70.3 —_— 3198
— (34.6) (9.8) — (44.4)
— — (58.1) — (58.1)
501.1 (787.3) 166.1 120.1 —
—_ 44.6 {(93.M (27.3) {76.4)
$501.1 $(1,278.1) $ (982.0) $2773 $(1,481.7)
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23. Condensed Consolidating Financial Information — (continged)

Condensed Consolidating Statements of Cash Flows (continued)
For the year ended December 31, 2005

Financing activities
Issuance of common stock
Issuance of preferred stock . ...........
Accclerated stock repurchase settlement. . .
Acquisition of treasury stock . ... ... .. ..
Proceeds from financing element

derivatives .......... .. ...,
Payments for financing element derivatives .
Dividends to common stockholders . .. ...
Dividends to preferred stockholders. . .. ..
Issuance of long-term debt . e
Principal repayments of Iong—tcrm dcbt .
Net proceeds of short-term borrowings . . .
Capilal received from (dividends paid t0)

PATEAL . oo vt it e e
Invesiment contract deposits . . . . ...
Investment contract withdrawals
Net increase in banking cperation deposits .

............

........

Net cash provided by {used in) financing
activities

Discontinuved operations

Net cash provided by operating activities . .

Net cash used in investing activities . . . ...

Net cash used in financing activities. . . . ..

Net cash provided by (used in)
discontinued operations, . .. .........

.......................

Net increase (decrease) in cash and cash
equivalents. . ....................

Cash and cash equivalents at beginning of
year

Cash and cash equivalents at end of year . .

Cash and cash equivalents of discontinued
operations included above
At beginning of year . . . ............
Atendofyear ...................

Schedule of noncash transactions

Tax benefits related to demutualization . . .

Principal Financial

166

Principal Principal Life Services, Inc, Principal
Financial Insurance Other and Financial
Group, loc. Company | Subsidinries Group, Inc.
Parent Only Only Combined Eliminations Consolidated
(in millions)

$ 599 § — $ — P — 5 599
542.0 — — - 5420
(84.0) - - - (84.0)
(868.4) _— — —_ (868.4)
— 168.4 -_— — 168.4
—_— (123.2) - — (123.2)
(182.2) — — - (182.2)
{17.7) —_— - —_ (12.7)
— 523 258.8 (173.6) 137.5
— (7.3) (64. 8) —_ (72.1)

—_ 40.7 1529 . 55 199.1

— {166.1) 286.2 (126.1) —_

—_ 7,250.0 — — 7,250.0
—_ (6,504.5) — - (6,504.5)

—_ —_ __11_? — 41.9
(550.4) 710.3 675.0 (288.2) 546.7
— 125.1 09 — 126.0
— (125.0) (2.0) — (127.0)
— — ©.5) — (0.5)
— 0.1 (1.6) — (1.5)
(53.8) 1,230.1 1323 (119.8) 1,188.8
75.4 318 410.0 (64.7) 4525

$ 216 $ L2619 $542.3 $(184.5) $ 16413
5 — $ 1.9 $ 1.0 s — $ 29
$ — § 20 $ (0.6) $ — §$ 14
$ — $ 1638 s — $ — § 1638
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23. Condensed Consolidating Financial Information — (continued)

On June 30, 2004, our shelf registration statement with the SEC was declared effective. Following our October and
November 2006 issuances of debt securities under the shelf registration, we now have the ability to issuc up 10
$1.85 billion of debt securities, preferred stock, common stock, warrants, stock purchase contracts and stock purchase
units of Principal Financial Group, Inc. and trust preferred securities of three subsidiary trusts. If we issue additional
securities, we intend to usc the proceeds from the sale of the securities offered by the prospecius, including the
corresponding junior subordinated debentures issued to the trusts in connection with their investment of all the proceeds
from the sale of preferred sccurities, for general corporate purposcs, including working capital, capital expenditures,
investments in subsidiaries, share repurchase, acquisitions and refinancing of debt, including commercial paper and other
short-term indebtedness. Principal Financial Services, Inc. unconditionally guarantces our obligations with respect 1o one
or more scries of debt sccurities described in the shelf registration statement. ’

The following tables sct forth condensed consolidating financial information of Principal Financial Services, Inc. and
Principal Financial Group, Inc. as of December 31, 2007 and 2006, and for the years ended December 31, 2007, 2006 and
2005.

Condensed Consolidating Statements of Financial Position
December 31, 2007

Principal Life

Principal Insurance Company Principal
Financial and Other Financial
Group, Inc,  Principal Financial Subsidiaries Group, Inc.
Parent Only  Services, Inc. Only Combined Eliminations Consolidated
{in miflions)

Assets -
Fixed maturities, available-for-sale ... § — $ - $ 46,738.9 $ —  § 46,7389
Fixed maturities, trading . . .. ... ... — — 529.3 - 5293
Equity securities, availablc-for-sale . . . — - 3164 — 3164
Equity securities, trading . . ........ — — 269.3 — 269.8
Morgage loans .. ............ .. — —_ 12,659.6 —_ 12,659.6
Realestate ........cvvevun.nn. — —_ 862.5 — 862.5
Policyloans ................... - - 869.9 - 86%.9
Investment in unconsolidated entities . 8,031.2 8,713.7 490.7 (16,744.9) 490.7
Other tnvestments . ... .......... —_ 41.9 1,595.1 (9.1) 1,627.9
Cash and cash equivalents . , . ... ... (3.2) 349.1 1,665.1 {666.6) 1,444
Accrued investment income . .. ... .. —_ — 774.1 —_ 774.1
Premiums due and other receivables . . 0.9 17 951.8 (9.2) 951.2
Deferred policy acquisition costs . . . . _ — 2,810.1 S 2,810.1
Property and equipment ... .... ... — — 469.0 — 469.0
Goodwill ... ... ... ... ... ... .. — - 374.7 — 374.7
Other intangibles . ........... ... —_ — 1,006.9 —_ 1,006.9
Scparatc account assets . . .. ... ... -— — 80,486.8 —_— 80,486.8
Other assels. . .. v oo vvn e e e 63 9.0 1,897.5 25.2 1,938.0
Totalassets. ... - vei e $8,035.2 $9,121.4 $154,768.2 $(17,404.6) $154,520.2
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23. Condensed Consolidating Financial Information — (continued) ‘
Condensed Consolidating Statements of Financial Position {continued)

Liabilities
Contracthelder funds
Future policy benefits and claims . . . .
Other policyholder funds. ... ......
Short-term debt
Long-term debt
Income taxes currently payable
Deferred income taxes
Scparate account liabilitics
Other liabilities

Total liabilities
Stockholders’ equity
Series A preferred stock
Series B preferred stock
Commonstock.................
Additional paid-in capital .........
Retained earnings {deficit)
Accumulated other comprehensive

................
................
.....
...........
........

........

" Total stockholders’ equity. . ... ...
".Total liabilities and stockholders’

December 31, 2007

Principal Life

Principal Insurance Company Principal
Financial and Qther Financial
Group, Inc.  Principal Financial Subsidiaries Group, Inc.
Porent Quoly  Services, Inc. Only Combined Elimipations  Consolidated

(in millions)' .

S —_ $ — $ 40,288.9 $ — § 40,2889
-— — 18,454.7 —_ 18,454.7

— —_ 540.5 — 540.5

_ 2332 402.1 (34.5) 2908

601.8 454.7 3423 -_— 1,398.8
(7.0) .4 122 iss 41.6

{6.2) 17.0 5763 (10.8) 576.3

-— —_ 80.48_6.8 e 80,486.8

24.9 387.7 4,950.7 (343.2) 5,020.1
613.5 1,090.2 146,054.5 (659.7)  147,098.5

0.1 —_— - —_ 0.1

39 —_ 17.8 (17.8) 39
8,2954 1,760.7 7.125.6 . (14,8863) 8,295.4
34143 (156.7) 1,135.0 (978.3) 34143
420.2 4272 4313 (864.5) 4202
(4,712.2} - (2.0) 20 (4,712.2)
7,421.7 8,031.2 8,713.7 (16,744.9) 7,421.7

$ 8,035.2 $9,121.4 $154,768.2 $(17,404.6) $§154,520.2

168




Principal Financial Group, Inc.
Notes to Consolidated Financial Statements — (continued)

23. Condensed Consolidating Finarcial Information — (continued)

Condensed Consolldating Statements of Financial Position
December 31, 2006

Assets

Fixed maturities, available-for-sale . . .
Fixed maturities, trading ... .......
Equity securities, available-for-sale . . .
Equity securitics, trading . . .. ... ...
Mortgage loans . ............. ..
Realestale .......... ... .0,
Policy loans . ............onvnt
Investment in unconsolidated entities .
Other investments . .............
Cash and cash equivalents . .. ... ...
Accrued investment income . . ... ...
Premiums due and other receivables . .
Deferred policy acquisition costs . . ..
Property and equipment .. ..... ...
Goodwill . .......... ... .oy
Other intangibles , .. ............
Separale accOuUnt assets. . .. ..... ..
Assets of discontinued operations. . . .
Otherassets. . .......cooocuirnns

Total assels . o v oo v v e e e

Liabllities

Contractholder funds ............
Future policy benefits and claims . . . .
Other policyholder funds. . ........
Short-termdebt . .. ... ..........
Long-termdebt ................
Income taxes currently payable .. ...
. Deferred income taxes .. .........
Separate account liabilities .. ......
Liabilities of discontinued operations .
Other lLabilities ... .............

Total liabilities ...............

Stockholders’ equity

Series A preferred stock ... ... ...
Scries B preferred stock ... ... . ...
Commonstock . ................
Additional paid-in capital .........
Retained earnings (deficit) .. ......

Accumulated other comprehensive

T1TN 0 ) 1) |-

Treasury stock, at cost

Total stockholders’ equity . . ......

Total liabilities and stockholders’

Principal Life
Principal Insurance Company Principal
Financial and Other Financial
Group, Inc,  Principal Financial Subsidiaries Group, Inc.
Parent Ounly  Services, Inc. Ooly Combined Eliminations Consolidated
(in millions)

$ — $ 14 $ 443894 $ — $ 44,4035
- 1.2 3222 — 323.4

— 09 665.7 - 666.6

— 13 179.7 — 181.0

- —_ 11,663.9 — 11,663.9

_ — 813.6 — 813.6

-_— —_ 850.7 — 850.7
8,1914 8,701.7 298.1 (16,893.1) 298.1
36 44 1,100.0 (4.4) 1,112.6

30.9 129.2 2,032.0 (600.6) 1,591.5

_ 03 721.7 — 722.0

—_ 3535 898.8 - 1,252.3

— — 2,4189 —_ 2,418.9

—_ —_ 422.5 — 4225

— — 361.9 — 361.9

— -— 981.0 — 981.0

—_ -_— 73,779.6 — 73,779.6

— —_ 542 - 54.2
256.1 9.2 1,749.3 (2538)  1,7608.

$ 8,482.0 $9,2158 $143,7122 $(17,751.9) $143,658.1
s — s - $36790 §  — § 367990
-_— - 17,332.6 - 17,332.6

—~— —_ 6194 -— 6194

— — 4353 (351.2) 84.1

601.9 464.5 444.9 — 1,511.3
(1.2) (2.0) 24 5.0 4.2

1.1 123 909.7 (5.9} 917.2

-_— — 73,779.6 — 73,779.6

—_ —_ 430 —— 43.0

19.4 549.6 4,644.6 (506.7) 4,706.9
621.2 1,024.4 135,010.5 (858.8) 135,797.3

0.1 _— _ — 0.1

38 —_— 17.1 (17.1) 38
8,141.8 7,688.2 6,918.2 (14,606.4) 8,141.8
2,824.1 {339.5) 924.2 (584.7) 2,824.1
846.9 842.7 844.2 {1,686.9) 846.9
(3,955.9) -—_ 2.0 20 (3,955.9)
7,860.8 8,191.4 8,701.7 {16,893.1} 1,860.8

$ B,482.0 $9,215.8 $143,12.2 $(17,751.9) $143,658.1
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Principal Financial Group, Inc.

Notes to Consolidated Financial Statements — (continued)

23, Condensed Consolidating Financial laformation —. {continued)

Condensed Consolidating Statements of Operations
For the year ended December 31, 2007

Revenues

Premiums ang other considerations . . .., ..
Fees and other revenues . ...% .........
Net investment income .. .. ...........
Net realizedfunrealized capital gains (losses) .

Total revenues . . ...y,
Expenses
Benefits, claims, and scttlement expenses ., . .
Dividends to policyholders . . .. . e
Operating expenses .. ................

yTotalexpenses . . ..................

Income (loss) from continuing operations
before income taxes ., - . ............

Income taxes (benefits) . ..............

Equity in the net income of subsidiaries,
excluding discontinued operations . ... .,

Income from continuing operations, net of
related income taxes, . ..............

Income from discontinued operations, net of
related income taxes. .. ... ... ... ..

Net income available to commeon
stockholders .....................

Principal Life

Principal Principat - Tnsurance Principal
Financial Financial Company and Financial
Group, Inc.  Services, In¢,  Other Subsidiaries Group, Inc.
Parent Qoly Only Combined Eliminations  Consolidated
{in millions}

s — $ — $ 4,634.1 $ - $ 4,634.1
-_ — 2,647.1 {12.4) 2,634.7

6.8 1.8 3,957.6 03 3,966.5
- 4.9 (333.3) 0.1 (328.8)

6.8 6.7 10,905.0 (12.0) 10,906.5

- — " 6,353 _ 6,353

— —_ 2938 —_ 2938
48.2 40.6 30524 (12.0) 3,129.2
48.2 40.6 9,781.5 (12.0) 9,858.)
(41.4) 33.9) 11235 -_ 1,048.2
(174} (10.0) 235.5 —_ 208.1
864.1 338.0 -—_— (1,752.1) —_
840.1 864.1 §88.0 (1,752.1) 840.1
20.2 - 202 20.2 (40.4) 20.2
860.3 884.3 908.2 (1,792.5) 860.3
J3.0 -—_ ~ — 0

" $827.3 $884.3 $ 9082 $(1,7925) § 8213
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I;ﬁncipal Financial Group, Inc.
Notes to Consolidated Financia! Statements — (continued)

23. Condensed Consolidating Financial Information — (continued)

Conderised Consolidating Statements of Operations
For the year ended December 31, 2006

Revenues

Premivms and other considerations ... ..

Fees and other revenues . ............

Net investment income .. ........ ...

Net realized/unrealized capital gains
(loSSEs) . . v

Total revenues . ... ..o va s
Expenses
Benefits, claims,. and settlement expenses .
Dividends to policyholders. ... ........
Operating expenses . . ..« c...conenn.-

Total expenses . ... ...

Income (loss) from continuing operations
before income taxes . ... ... .00

Income taxes (benefits) . .............

Equity in the net income of subsidiaries,
excluding discontinued operations.. . . ..

Income from continuing operations, net of

related income taxes . .............
. Income from discontinued operations, net
of related income taxes ............

CUNELINCOME . « . vt v e e vt v i e e

Preferred stock dividends. . . ..........

Net income available to common
stockholders .......... ...t

Priscipal Life

Principal Principal Insurance Principal

Financial Financial Company and Financia)
Group, Inc.  Services, Inc.  Other Subsidiaries Group, ine.
Parent Only Only Combined Eliminaticas  Consolidaied

{in mitlions)
s — 8 - $4,305.3 $ —  $4,3053
— - 1,905.8 (3.3) 19025 °

11.9 12.5 3,596.1 0.1 3,620.6

— (0.6) 453 — 447

11.9 11.9 9,852.5 (3.2) 9,873.1

— — 5,692.4 — 5,692.4

— - 290.7 . — 290.7

18.2 42,9 2,500.8 (32) 2,587
18.2 429 8,483.9 (3.2) 8,5418
(6.3) (31.0) 1,368.6 — 13313
(2.2) (10.4) 308.5 — 295.9
1,039.5 1,060.1 —_ (2,099.6) —
10354 10395 1,060.1 (2,099.6)  1,035.4
28.9 28.9 28.9 (57.8) 28.9
1,064.3 1,068.4 1,089.0 (2,157.4) 1,064.3
330 — — — 330
$1,031.3 $1,068.4 $1,089.0 $(2,1574) $1,031.3
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Principal Financial .Group, Inc.
Notes to Consolidated Financial Statements — (continued)

23, Condensed Consolidating Financial Information — (continued)

Condensed Consolidating Statements of Operations
For the year ended December 31, 2005.

Principal Life
Principal Principal Insurance Principal
Financia} Financial Company nnd Financial
Group, Inc.  Scrvices, Inc.  Other Subsidiaries Group, Inc.
Parent Only Caly Combined Eliminations  Consolidated
(in millions)
Revenues
Premiums and other considerations . .. .. $ — § — $39750 $ —  $3,9750
Fees and otherrevenues ............. — — 1,779 (0.1) 1,717.8
Net investment tnhcome . . ............ 23 7.3 3,348.4 — 3,358.0
Net realized/unrealized capital losses . . . . — (1.1) (10.1) — (11.2)
Total revenues . . .............. ... 23 6.2 9,031.2 (0.1) 9,039.6
Expenses
Benefits, claims, and settlement expenses . — — 5,282.9 — 5,282.9
Dividends to policyholders. . .......... - — 293.0 — 293.0
Operating expenses . . .. ............. 10.6 39.2 2,292.5 (0.2) 2,342.]
Totalexpenses . .. ... covvnuuen.n, 10.6 39.2 7,868.4 (0.2) 7,918.0
Income (loss) from continuing operations :
before income taxes. ... ........... (8.3) (33.0) 1,162.8 0.1 1,121.6
Income taxes (benefits) .............. . (3.8) (15.7) 250.9 — 2314
Equity in the net income of subsidiaries,
excluding discontinued operations . . . . . 894.7 911.9 — (1,806.6) —
Income from continuing operations, net of : _
related income taxes ... . .......... 890.2 894.6 911.9 (1,806.5) 890.2
Income from discontinued operations, net
of related income taxes ............ 288 288 203 (49.1) 28.8
Netincome................... ..., 919.0 9234 932.2 (1,855.6) 919.0
Preferred stock dividends. .. .......... 1.7 — — — 17.7
Net income available to common '
stockholders ,................... $901.3 $9234 . $ 932.2 $(1,855.6) 3 901.3
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Notes to Consolidated Financial Statements — (continued)

23, Condensed Consolidating Financial Information — (continued)

Condensed Consolidating Statements of Cash Flows
For the year ended December 31, 2007

Principal Life

Principal Principal Insurance Principal
Financlol Financial Company and Financial
Croup, Inc.  Services, Inc.  Other Subsidiaries Group, Inc.
Parent Only Only Combined Eliminations  Consolidated
(in miflions}
Operating activities
Net cash provided by (used in) operating
activities . . .. ..o vvn i e $(30.8) $403.6 $ 2,6384 $ (512 § 2,960.0
Investing activities
Available-for-sale securities:
Purchases . .........coicuunnvnnn — (0.2) (10,520.1) —_ (10,520.3)
Sales. ... e s — 13.4 3,026.2 —_ 3,039.6
Maturities . . .. .. e -_ — + 4,461.6 —_— 4,461.6
| Mortgage loans acquired or originated . . . — -— {3,108.0) — {3,108.0)
i Mortgage loans sold or repaid . ........ - — 2,112.8 — 2,112.8
Real estate acquired . ............... —_ —_ (115.2) —_ {115.2)
Realestatesold ................... —_ —_ 53.0 —_ §3.0
Net purchases of property and
equipment . . ... ... ... (0.1) — (98.3) — (98.4)
Purchases of interest in subsidiaries, net
of cash acquired ................. —_ (75.0) (1.1} — (76.1)
Dividends received from unconsolidated
ENULIES ... e ey 956.3 622.2 - (1,578.5) -
Net change in other investments .. ..... — (10.9) (2158.7) (21.6) (248.2)
Net cash provided by (used in) investing -
ACHVILIES + . o ot e e e iaa e $956.2 $549.5 $ (4,404.8) $(1,600.1) $ (4,499.2)
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23. Condensed Consolidating Financial Information — (tontinued)

Condensed Consolidating Statements of Cash Flows (continued)

For the year ended December 31, 2007

Financing activities
Issuance of common stock ...........
Acquisition of treasury stock .........
Proceeds from financing element
derivatives . .. ..................
Payments for financing element
Sderivatives . .. ... L.
Excess tax benefits from share-based
payment arrangements . ...........
Dividends 10 common stockholders . . . ..
Dividends 1o preferred stockholders . . .
Issuance of long-term debt ., . ... ... ..
Principal repayments of long-term debt . .
Net proceeds (repayments) of short-term
borrowings . ............... ...,

" Dividends paid to parent .. ..........

Investment contract deposits . ........
Investment contract withdrawals . ... ...
Net increase in banking operation
deposits . .. ... ..
Other ....... ... ... ... . . ...,

Net cash provided by (used in) financing
activities . ... ... .. .. . 0.

Discontinued operations

Net cash provided by operating activities .

Net cash used in investing activities . . ..

Net cash used in financing activities .

Net cash provided by discontinued
operations .. .......... ...,

Net increase (decrease) in cash and cash
equivalents. . . ... ... ... ..

Cash and cash equivalents at beginning
ofyear. . ...... ... .. .. i

Cash and cash equivalents at end of

Cash and cash equivalents of
discontinued operations included
above
At beginning of year.. .. . ..........
Atendofyear ..................

Principal Life
Principal Principal lasurance Company Principal
Financial Financial and Other Financial
Group, Inc.  Services, Inc, Subsidiaries Group, Inc.
Parent Only Oaly Combined Eliminations Consolidated
{in millions)
$ 736 5 — $ — $ - $ 1736
(7563) - — — (756.3)
_ — 128.7 —_ 128.7
—_ — (137.2) — (137.2)
- _ 102 - 102
(235.6) —_— — —_ {235.6)
(41.2) — — — (41.2)
—_ —_ 0.2 —_ 0.2
—_ (10.5) (104.5) _— (115.0)
- 233.6 (36.5) 6.8 203.9
-— {(956.3) (622.2) 1.578.5 . —_
— - 9,958.9, —_— 9,958.9
—_ —_ (8,209.9) — (8,209.9)
_ — 417.1 —_— 417.1
— — (5.3) — (5.3)
(959.5)  (733.2) 1,399.5 1,553 1,921
-— — 2.5 — 25
- — (13) - (1.3)
— —_ ~ (0.5) — (0.5)
- —_ 0.7 —_— 0.7
(34.1) 2199 (366.2) (66.0) (246.4)
30.9 129.2 2,031.3 (600.6) 1,590.8
$ (A2 $ J49.1 $ 1,665.1 § (666.6) $ 1,3444
$ - $ — $ (07 s — $ (o7
$ — 5 — I $ — 8 —
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23. Condensed Consolidating Financial Information — (continued)

Operating actlvities

Condensed Consolidating Statements of Cash Flows

For the year ended December 31, 2006

Net cash provided by (used in) operating

activities . .......-

Investing activities

Available-for-sale securities;

Purchases ........

Maturities . . ......

.................

.................

.................

Mortgage loans acquired or originated . .. ...
Mortgage loans sold or repaid .. . ....... ..

Real estate acquired

Real estate sold .. ...

.................

.................

Net purchases of property and cquipment . . .
Purchases of interest in subsidiaries, net of

cash acquired . .. ..

.................

Dividends received from unconsolidated

entities .. ........

.................

Net change in other investments . .........
Net cash provided by (used in) investing

activities .........

.................

Principal Life

Insurance
Principal Principal Company Principal
Financial Financial and Other Financial
Group, Inc.  Services, Inc.  Sobsidiaries Group, Inc.
Porent Only Only Combined Eliminations  Consolidated
{in millions)
$ 72 37N $ 2,618.1 $ 279 $ 22755
— 23)  (7,763.1) —  (1,7654)
— 37 1,435.2 — 1,438.9
— —_ 3,595.8 —— 3,595.8 -
— — (2,600.2) — (2,600.2)
— — 2,1026 | —_ 2,102.6
— — (26.6) — (26.6)
— — 1741 — 174.1
— — (50.5) — (50.5)
— — (769.2) — (769.2)
331.1 456.1 — (787.2) —
— 29.2 (18.2) (20.9) (9.9)
$331.1 $ 4867  $(3920.1)  $(808.1)  $(3,9104)

175




Principal Financial Group, Inc.
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23. Condensed Consolidating Financial Information — {continued)

Condensed Consolidating Statements of Cash Flows (continued)
For the year ended December 31, 2006

Financing activities
Issuance of common stock
Acquisition of treasury stock
Proceeds from financing element
derivatives
Payments for financing element
derivatives
Excess tax benefits from share-based
payment arrangements
Dividends to common stockholders . . . . .
Dividends to preferred stockholders .. ..
Issuance of long-term debt . . ... ... ...
Principal repayments of long-term debt . .
Net repayments of short-term
borrowings. . .......... ... ...
Dividends paid to parent
Investment contract deposits
Investment contract withdrawals . . . ., ..
Net increase in-banking operation
deposits . .. ......... ... ...l

Net cash provided by (used in) financing
activities

Discontinued operations

Net cash provided by operating activities .

Net cash used in investing activities . . .

Net cash used in financing activities . . . .

.........
.....................
.....................

------------

.........

......................

Net cash vsed in discontinued
operations

Net increase (decrease) in cash and cash

.....................

equivalents. . .. ........ .. ... '

Cash and cash equivalents at beginning
ofyear............ ... ...

Cash and cash equivalents at end of

Cash and cash equivalents of
discontinued operations included
above
At beginning of year . ... ... . ... ...
Atendofyear..................

Principal Life
Principal Principal Insurance Company Principal
Financiat Financial and Other Financial
Group, Inc.  Services, Inc, ' Subsidiaries Group, Inc.
Parent Onty *  Only Combined Eliminations  Consolidated
fin millions)
$ 662 $ - $ — 8 — & 662
(755.8) — - — (755.8)
— — 132 — 132.1
—_ —_— (141.0) — (141.0)
— - 8.4 — 8.4
(214.7) - — — (214.7)
(24.7) - — - e
600.0 — 1.7 — 601.7
- — (20.4) — (20.4)
— (350.0) (336.9) 296.4 (390.5)
—_ (331.1) (456.1) 787.2 -—
—-— — 8,925.7 — 8,925.7
— _— {6,859.4) — {6,859.4)
— — 2589 — .258.9
(329.0)  (681.1) 1,513.0 1,083.6 1,586.5
— —_ 19 — 1.9
— — 3.4) — {3.4)
— — ' {0.6) — (0.6)
- — (2.1) — 2.1)
9.3 (572.1) 208.9 303.4 (50.5)
21.6 701.3 1,822.4 (904.0)  1,6413
$ 309 $1292 $2,0313 $ (600.6) $ 1,590.8
8 - $ — $ 14 s - 8 14
$§ — 8 — $  (0.7) $ — § (07
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Notes to Consofidated Financial Statements — (continued)

23. Condensed Consolidating Financial Informatlon — (continued)

Condensed Consolidating Statements of Cash Flows
For the year ended December 31, 2005

Operating activities
Net cash provided by (used in) operating
aCHVities ... ..o
Investing activities
Available-for-sale sccurities:
Purchases. .. ...covvinninnnanes
Sales . ... .. e
Maturities . ... ... o o i
Mortgage loans acquired or originated ..
Mortgage loans sold or repaid .. .... ..
Real estate acquired ...............
Realestate sold. ..................
Net purchases of property and
equipment . ... ... e
Purchases of interest in subsidiaries, net
of cash acquired . . ...............
Dividends received from {contributions
to) unconsolidated entities .........
Net change in other investments . . . .. ..

Net cash provided by (used in) investing
activities . ......... . e
Financing activities
Issuance of common stock ... ........
Issuance of preferred stock...........
Accelerated stock repurchase settlement .
Acquisition of treasury stock . ........
Proceeds from financing element
derivatives . ... .. i
Payments for financing element
derivatives . ... ....... . e
Dividends to common stockholders . . . ..
Dividends to preferred stockholders . .
Issuance of long-termdebt . ... .......
Principal repayments of fong-term debt . .
Net proceeds of short-term borrowings . .
Dividends paid to parent ............
Investment contract deposits. . ........
Investment contract withdrawals . . ... ..
Net increase in banking operation
deposits .. ... .

Net cash provided by (used in) financing
activities . .. ... .. ..o e

Principal Life
Insurance

Principal Company Principal

Finaacial and er Financinl
Group, Inc.  Principal Financial ~ Subsidiaries Group, Inc.
Parent Only  Services, loc. Only Combined Eliminntions Consolidated

{in mitlions)

$ (4.5 $ 514 $ 2,188.1 $(109.7) $2,1253
— (11.2) (8,943.9) — (8,955.1)

— 86 3,291.9 — 3,300.5

_ — 3,903.2 — 3,903.2
— — (2,485.5) — (2,485.5)

—_ — 2,704.5 — 2,704.5

— — (90.2) — (90.2)

— — 319.8 — 3198
— — (44.4) — (44.4)
— — (58.1) — (58.1)
501.1 3184 (930)  (7265) —
— 83 (87.0) 23 (76.4)
501.1 3241 (1,582.1 (724.2) (1,481.7)
599 _— — — 59.9
542.0 — — — 542.0
(84.0) — — — (84.0)
(868.4) — — —_ (868.4)
— —_ 168.4 — 1684
— - (123.2) — (1232)
(182.2) - — — (1822)
(17.7) - — — (17.7)
—_ — 137.7 (0.2) 137.5
— — (72.1) — (72.1)

- 2750 24,7 (100.6) 199.1

— (501.1) (225.4) 726.5 -

- —- 7,250.0 — 7,250.0
- _ (6,504.5) — (6,504.5)

_ —_ 419 — 419
$(550.4) $(226.1) $ 6975 $ 625.7 $ 5467
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Principal Financial Group, Inc.

Notes to Consolidated Financial Statements — (continued)

23. Condensed Consolidating Financizl Information -—— (continued) .

Condensed Consolidating Statements of Cash Flows (conti'nued)
For the year ended December 31, 2005

Discontinued operations

Net cash provided by operating activities .,
Net cash used in investing activities . ..
Net cash used in financing activities . . ..

Net cash used in discontinued
operations . ........... ..o

Net increase (decrease) in cash and cash
equivalents. .. ..................

Cash and cash equivalents at beginning
ofyear......... .. ... ol

Cash and cash equivalents at end of

Cash and cash equivalents of
discontinued operations included
above

At beginning of year ...............

Atendofyear....................

Schedule of noncash transactions

Tax benefits related to demutualization | |

Principal Life

Insurance
Principal Company Principal
Financial and Other Financial
Group, Inc.  Principnl Financial  Sobsidiaries Group, Inc.
Purent Only  Scrvices, Inc. Only Combined Eliminations  Consolldated

(in millions)

$ — $ — § 1260 5} - $ 1260
— — (127.0) — (127.0)
— — (0.5) — (0.5)
—_ — (1.5) — (1.5)
(53.8) 149.4 1,301.4 (208.2)  1,188.8
75.4 551.9 521.0 {695.8) 452.5
$ 216 $701.3 $1,8224 .’_a(904.0) $1,6413
$ - $ — $ 29 § — $ 29
$ - $ - $ 14 $ - $ 14
5§ — s — $ 1638 $ — § 1638
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[
ltem 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None. .

Item 9A. Conirols and Procedures
Management’s Report on Internal Cont_rdi Over Financial Reporting

Management of Principal Financial Group, Inc. is responsible for establishing and maintaining adequate internal
control over financial reporting for the Company. A company’s internal control over financial reporting is a process
designed to provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial
statements for external purposes in accordance with U.S. generally accepted accounting principles. A company's internal
control over financial reporting includes those policies and procedures that (1) pertain to the maintenance of records
i that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the company,
|(2) provide reasonable assurance that transaclions arc recorded as necessary to permit preparation of financial
statements in accordance with U.S. generally accepted accounting principles, and that receipts and expenditures of the.
company arc being made only in accordance with authorizations of management and directors of the company and
(3) provide reasonable assurance regarding prevention or limely detection of unauthorized acquisition, use, or disposition
of the company’s assets that could have a material effect on the financial statements.

Because of its inherent kimitations, internal control over financial reporting may not prevent or detect misstatements.
Also, projections of any evaluation of effectiveness to future periods are subject 10 the risk that controls may become
| inadequate because of changes in conditions, or that the degree of compliance with the policies or procedures may
. deteriorate. ' :

1

| Under the supervision and with the participation of management, including our Chief Execcutive Officer, J. Barry

_ Griswell, and our Chief Financial Officer, Michael H. Gersie, we conducted an evaluation of the effectivencss of our

" internal control over financial reporting based on critcria established in Jntemal Controls — Integrated Framework issued
by the Commitiee of Sponsoring Organizations of the Treadway Commission. Based on our evaluation, management has
concluded that Principal Financial Group, Inc.’s internal control over financial reporting was effective as of December 31,
2007.

Ernst & Young LLP, the independent registered public accounting firm that audited our financial statements
included in this annual report on Form 10-K, has issucd an atlestation report regarding internal control over financial
reporting. The attestation report is included in Item 8, “Financial Statements and Supplementary Data.”

Changes in Internal Control Over Financial Reporting

There was no change in our internal control over financial reporting during our last fiscal quarter that has materially
affected, or is reasonably likely to materially affect, our internal control over financial reporting.

Disclosure Controls and Procedures:

In order to ensure that the information that we must disclose in our filings with the SEC is recorded, processed,
summarized and reported on a timely basis, we have adopted disclosure controls and procedures. Disclosure controls and
procedures include, without limitation, controls and procedures designed to ensure that information required to be
disclosed by us in the reports that we file with or submit to the SEC is accumulated and communicated to our
management, including our Chicf Executive Officer and our Chief Financial Officer, as appropriate to allow timely
decisions regarding required disclosure.

Qur Chief Exccutive Officer, J. Barry Griswell, and our Chief Financial Officer, Michael H. Gersie, have reviewed
and cvaluated our disclosure controls and procedurcs as of December 31, 2007, and have concluded that our disclosure
controls and procedures are effective.

ltem 9B. Other Information
None
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PART 111
Item 10. Directors, Executive Officers and Corporate Governance

The information called for by Item 10 pertaining to directors is set forth in Principal Financial Group, Inc.’s proxy
statement relating to the 2008 annuat stockholders meeting (the “Proxy Statement”) which will be filed with the SEC on
or about April 9, 2008, under the captions, “Election of Dircctors,” “Governance of the Company — Audit Committee,”
and “Security Ownership of Centain Bencficial Owners and Management — Scction 16{a) Beneficial Ownership
Reporting Compliance.” Such informatien is incorporated herein by reference. The information called for by Item 10
pertaining to executive officers can be found in Part 1 of this Form 10-K under the caption, “Executive Officers of the
Registrant.” The Company has adopted a code of ethics that applies to our principal exccutive officer, principal financial
officer and principal accounting: officer. The code of cthics has been posted on our Internet website, found at
www.principal.com. We intend 10 satisfy disclosure requirements regarding amendments to, or waiveis from, any provision
of our code of ethics on owr website. ‘

Item 11. Executive Compensation

The information calied for by Item 11 pertaining to execulive compensation s sct forth in the Proxy Statement under
the captions, “Executive Compensation,” and “Human Resources Committce Report,” and is incorporated herein by
reference.

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder Matters

The information called for by Item 12 pertaining to sccurity ownership of certain beneficial owners and management
is set forth in the Proxy Statement under the caption, “Security Ownership of Certain Beneficial Owners and
Management,” and is incorporated herein by reference.

Equity Combensaﬁon Plan Information

In general, we have three compensation plans under which our cquity securities are aumhorized for issuance to
employees or directors (not including our tax qualified pension plans): the Principal Financial Group, Inc. 2005 Stock
Incentive Plan, the Principal Financial Group, Inc. Employee Stock Purchase Plan and the Principal Financial
Group, Inc. 2005 Directors Stock Plan. As of May 17, 2005 no new grants will be made under the Principal Financial
Group, Inc. Stock Incentive Plan, the Principal Financial Group, Inc. Directors Stock Plan or the Principal Financial
Group Long-Term Performance Plan. The following table shows the number of shares of Common Stock issuable upon
exercise of options outstanding at December 31, 2007, the weighted average exercise price of thase options and the
number of shares of Common Stock remaining available for future issuance al December 31, 2007, excluding shares
issuable upon exercise of outstanding options. :

{n) (b) (c)
Number of securities
Welghted-average remaining available for
exercise price of  future Issuance under

Number of securities to outstanding equily compensation
be issued upon exercise options, plans (excluding
of outstanding options, ,warvants and securities reflected in
Plan Category warrants and cights rights column (o))
Equity compensation plans approved by our
stockholders (1) ... ovvrein i, 10,421,859(2) $4331(3)  21,850,522(4)
Equity compensation plans not approved by our :
stockholders . . . ... .. e et - nfa -0-

(1) The Principal Financial Group, Inc. Employee Stock Purchase Plan, the Principal Financial Group, Inc. Stock
Incentive Plan, the Principal Financial Group Long-Term Performance Plan and the Principal Financial Group, Inc.
Directors Stock Plan were cach approved by our sole stockholder, Principal Mutual Holding Company, prior to our
initial public offering of Common Stock on October 22, 2001. The Principal Financial Group, Inc. 2005 Stock
Incentive Plan and the Principal Financial Group, Inc. 2005 Directors Stock Plan were cach approved by our
stockholders on May 17, 2005.

(2) Includes 8,745,332 options outstanding under the employee stock incentive plans, 99,775 optious outstanding under
the directors stock plans, 696,291 performance shares under the employee stock incentive plans, 777,384 restricted
stock units under the employce stock incentive plans, 15,757 cestricted stock units under the directors stock plans,
60,448 units deferred in shares of Common Stock under the Long-Term Performance Plan and 26,872 other stock-
based awards under the Directors 2005 Stock Plan for obligations under the Deferred Compensation Plan for
Non-Employee Directors of Principal Financial Group, [nc.
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(3) The weighted-average exercise price relates only to outstanding stock options, not to outstanding performance
shares, restricted stock units, units deferred in shares of Common Stock under the Long-Term Performance Plan, or
other stock-based awards.

(4) This number includes 2,700,865 shares remaining for issuance under the Employee Stock Purchase Plan, 18,733,937
shares available for issuance in respect of future awards of stock options, stock appreciation rights, restricted stock,
restricted stock units, performance shares, performance units and other stock-based awards under the 2005 Stock
Incentive Plan and 415,720 shares available for issuance in respect of future awards of stock options, restricted stock,
restricted stock units and other stock-based awards under the 2005 Directors Stock Plan.

Item 13, Certain Relationships and Related Transactions, and Director independeace

The information called for by Item 13 pertaining to certain relationships and related transactions is set forth in the
Proxy Statement under the captions, “Governance of the Company — Certain Retationships and Related Transactions,”
and “Director Independence” is incorporatéd herein by reference. '

ltem 14. Principal Accounting Fees and Services

The information called for by Item 14 pertaining to principal accountant fees and services is set forth in the Proxy
Statement under the caption, “Ratification of Appoiniment of Independent Auditors” and is incorporated herein by
reference. ‘ ' :
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PART IV

Item 15. Exhibits and Financial Statement Schedules

a. ~ Documents filed as part of this report. ;
1

!
Financial Statements (see Iem 8. Financial Statements and Supplementary Data)
Report of Independent Registered Public Accounting Firm
Audited Consolidated Financial Statements

Consolidated Statements of Financial Position
Consolidated Statements of Operations .
Consolidated Statements of Stockholders’ Equity ' '
Consolidated Statements of Cash Flows .
Notes to Consolidated Financial Statements

Report of Independent Registered Public Accounting Firm on Schedules |

Schedule 1 — Summary of Investments — Other Than Investments in Related Partics
Schedule I — Condensed Financial Information of Registrant (Parent Only)
Schedule I1] — Supplementary Insurance Information

Schedule 1V — Reinsurance

All other schedules for which provision is made in the applicable accounting regulation of the Securities
and Exchange Commission arc not required under the related instructions or are inapplicable and
therefore have been omitted. .
Exhibits — Please refer to the Exhibit Index on page 193. ?

182




Signatures

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant has duly
caused this report 10 be signed on its behalf by the undersigned, thereunto duly authorized.

PRINCIPAL FINANCIAL GROUBP, INC.

Datcd; February 27, 2008 By /sf MicHAEL H. GERSIE

Michael H. Gersie }
Executive Vice President and Chief Financial Officer

Pursuant to the requircments of the Securities Exchange Act of 1934, this report has been signed below by the
following persons on behalf of the Registrant and in the capacities and on the date indicaled.

Dated: February 27, 2008

By /s J. BARRY GRISWELL

By /s/ LARRY D. ZIMPLEMAN

J. Barry Griswell
Chairman, Chief Executive
Officer and Director

By /s/ MiCHAEL H. GERSIE

Larry D. Zimpleman
President, Chief Operaling
Officer and Director

By /s/ SANDRA L. HELTON

Michael H. Gersic

Executive Vice President and Chief
Financial Officer

(Principal Financial Officer and
Chief Accounting Officer)

By /s/ BETSY J. BERNARD

Sandra L. Helton
Director

By /s/ WiLLIAM T. KERR

Betsy J. Bernard
Director

By /s/ JOCELYN CARTER-MILLER

William T. Kerr
Director

By fs/ RicHARD L. KEYSER

Jocelyn Carter-Miller
Director

By /s/ GARY E. COSTLEY

Richard L. Keyser
Director

By /s/ ArRJun K. MATHRANI

Gary E. Costley
Director

By /s/ MICHAEL T. DAN

Arjun K. Mathrani
Director

By /sf ELIZABETH E. TALLETT

Michael T. Dan
Director

By /s C. DANIEL GELATT, JR.

Elizabeth E. Tallett
Director

By /s/ THERESE M. VAUGHAN

C. Daniel Gelatt, Jr.
Director

Therese M. Vaughan
Director
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Report of Independent Registered Public Accounting Firm on Schedules

The Board of Directors and Stockholders
Principal Financial Group, Inc.

We have audited the consolidated financial statements of Principal Financial Group, Inc. (“the Company”) as of
December 31, 2007 and 2006, and for each of the three years in the period endéd December 31, 2007, and have issued
our report thereon dated February 19, 2008 (included elsewhere in this Form 10-K). Cur audits also included the
financial statement schedules listed in the Index at Item 15.a.2. of this Form 10-K. These schedules are the responsibility
of the Company’s management. Qur responsibility is to express an opinion based on our audits.

In our opinion, the financial statement schedules referred to above, when considered in relation to the basic financial
statements taken as a whole, present fairly in all material respects the information set forth therein. As discussed in
Note 1 to the consolidated financial statements, in response 1o new accounting standards, the Company changed its
methods of accounting for certain non-monetary exchanges of similar productive assets (primarily real estate) effective
July 1, 2005, its pension and other post-retirement benefits cffective December 31, 2006, and for the treatment of
modifications or exchanges of insurance contracts and income tax contingencies effective January 1, 2007.

fsf Brnst & Young LLP

Des Moines, lowa
February 19, 2008 ’

184




Schedule | — Summary of Investments — Other Than Investments in Related Parties
As of December 31, 2007

Amoun ns
shown in the
Statement of
Financial
Type of Investment Cost Vohe Position
{in millions}
Fived maturities, available-for-sale:
U.S. Treasury securitics and obligations of U.S, government corporations and
BEENCIES « <« < v it e $ 6285 § 6574 $ 6574
States, municipalities and political subdivisions . ............... 0o 1,867.6 1,896.5 1,896.5
Foreign OVEIMMENIS . . . ...\t vrenrncnnenoanrreonarannanssnsos 799.9 944.1 944.1
Public UILIHES . . v o vttt it m e ta e s s 3,325.0 4,603.5 4,603.5
Redeemable preferred .. ... ... ...ttt 188.6 175.5 175.5
All other cOrporate bonds . . .. ..o vve et 29,6374 28,8427 28,842.7
Mortgage-backed and other asset-backed securities . .................. 9.961.7 9,6192 9,619.2
Total fixed maturities, available-for-sale . ........... . ... ..o 46,408.7  46,738.9 46,738.9
Fixed maturities, trading. . . .. ..o e i e 5293 §29.3 5293
Equity sccurities, available-for-sale:
Common stocks:
Banks, trust and insurance COMPanics . . ... v v e ev v e n oot 4.6 53 53
Public ufilities . . . ... ittt e e e e 0.3 0.3 03
Industrial, miscellaneous and all other. . . . ... ... .. ... i 13.5 20.0 20.0
Non-redeemable preferred stock .. ...... ... i 301.9 290.8 290.8
Total equity securities, available-for-sale ......................... 3203 3164 64
Equity securities, trading .. ... ... ... 269.8 269.8 2698
Mortgage 10ans(1) ... vuvvure e 12,709.0 XXXX 12,6596
Real estate, net:
Real estate acquired in satisfaction of debt . .. ... ... .. o 10.1 XXXX 10.3
Other real estate(2) .........co.ovueen e 8524 XXXX 852.2
POlicy J0ADS . o o oot vt 869.9 XXXX 869.9
Other investments(3) . ... . ... it v e 1,392.3 XXX 2,118.6
Total INVESIMENLS .« . . - o e e et e e s st e tae e $63,361.8  XXXX  $64,365.0

1) The amount shown in the Statement of Financial Position for mortgage loans differs from cost as snortgage loans are
. . . - g g - g g 13
generally reported at cost adjusted for amortization of premiums and accrual of discounts, computed using the
interest method and net of valuation allowances.

(2) The amounts shown in the Statement of Financial Position for real estate differ from cost due to propertics which
were determined to be impaired. The cost bases of these properties are reduced to fair value. Real estate expected to
be disposed is carried at the lower of cost or fair value, less cost to sell, with valuation allowances established.

(3) The amount shown in the Statement of Financial Position for other investments differs from cost due to accumulated
earnings from minority interests in unconsolidated entities and properties owned jointly with venture partners and
operated by the partners. Other investments also includes derivatives and certain seed money investments, which are
reported at fair value,
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Schedule 11 — Condensed Financial Information of Registrant (Parent Only)

Statements of Financial Position

December 31,
1007 2006
. {in millions)

Assets
Cash {overdrall) . ... . i i it ittt et e § (32 8§ 309
Other IMVESIMENTS . . ot vttt ettt e ottt et o e —_ 36
Income taxes reCeivablE . . . .t i e e e e e e e 7.0 12
Deferred INCOME LAXES . . . ..ottt e i it et am et ae e n e 6.2 -
Amounts receivable from subsidiary. . ... ... ... s 03 250.0
OHREr A85EES . o v e e e e e e e e e e 6.9 6.1
Investmentinsubsidiary . . ... ... . i e e e 8,031.2 8,191.4

TOtal AS5ELS . . v v it e e e e e e e e e e e e $ B0484 § 84832
Liabilitles : :
Amounts payable o subsidiary ... .......... ... .. .. ... e $ 20 % 26
Lomptermdebt ... ... ... e P 6018 601.9
Deferred INCOME taXES . .. . . . oottt e e e i — 1.1
Preferred stock dividend payable . . . ... .. .. .o o — 8.2
Accrued interest payable . .. ... ... L e e 1.7 v 16
Other liabilities . . ... .. .. i i e e 152 10

Total Habilities . . .. .. L e e e 626.7 622.4
Stockholders’ equity - -
Series A preferred stock, par value $.01 with liquidation preference of $100 per.share —

3.0 million shares authorized, issued and.outstanding a1 December 31, 2007 and 20606 . . . .. — —
Series B preferred stock, par value $.01 with liquidation preference of $25 per share —

10.0 million shares authorized, issued and outstanding at December 31, 2007 and 2006 . . .. 0.1 0.1
Common stack, par value $.01 per sharc — 2,500.0 million shares authorized, 385.8 million

and 383.6 million shares issued, and 259.1 million and 268.4 million shares outstanding at

December 31, 2007 and 2006, respectively . . ... . i i 39 3.8
Additionat paid-incapital .. ....... . ... e e e 8,295.4 8,141.8
Retained Cammings . . ... . ... it e e e e 34143 2,824.1
Accumulated other comprehensive income . . .. ... .. . L i e e e , 4202 846.9
Treasury stock, at cost {126.7 million and 115.2 million shares at December 31, 2007 and 2006,

TESPECtIVEY Y . L L. e e e e e e (4,712.2)  (3,955.9)

Total stockholders’ equity ............. e J 74217  7,860.8

Total liabilities and stockholders’ equity . ............... e e e e . $80484 § 84832

See accompanying notes. .
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Statements ol Operations

For the year ended
December 31,
2007 2006 2008
(in millions)
Revenues
Net iNVESTMENL IMCOME . « v o v v et e e iee s ae e ih i aa e e g ens $ 68 $§ 119 § 23
TOUAl TEVEIUES . o v v e e e e v tsman e nan s et aaar et mne e 68 11.9 23
Expenses
Other operating costs and CXPENSES . o . ... v vt e s e e SN 482 18.2 10.6
TOtal EXPENSES . . v oot v e 48.2 18.2 10.6
LoSS befOTe JNCOME LAXES . v v v o et vv e e e ee e n s an s s am st a e s s (41.4) 63) (83)
INCOMIE (AX DEIEITLS & . o oo i e v e st e e e et et (17.4) (22) (38)
Equity in the net income of subsidiaries, excluding discontinued operations . . ... ... .. 864.1  1,0395 8%4.7
Income from continuing operations, net of related income taxes . ... ... .ae o 840.1 1,0354  890.2
Income from discontinued operations, net of relatcd income taxes ........... ... 20.2 289 288
NELIIMCOMIE « « . o v v e v e ettt n e e tiar oo traiaeinnaeaa s rnn e 8603 1,0643 9190
Preferred stock dividends . . . oo v i i i e e 330 330 17.7
Net income available to common stockholders .. ... ... oo i $827.3 $1,031.3 39013

- See accompanying noies.
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Netincome . .....................
Adjustments to reconcile net income to net
activities:

Statements of Cash Flows

...............................

cash provided by (used in) operating

Income from discontinued operations, net of related income taxes ... ..........

Equity in the net income of subsidiary .
Increase (decrease) in income taxes . .,
Stock-based compensation . . ........
Other ...,

................................

................................

...............................

...............................

Net cash provided by (used in) operating activities . . ... . ....... ... 0. n.

Cash flows frem investing activities:

Net purchases of property and equipment . . ... .......... ..o oo i,

Dividend received from subsidiary . . ..

...............................

Net cash provided by investing activities . .......... ... ... ... . ...

Cash flows from financing activities:
Issuance of common stock . ... ......
Issuance of preferred steck . ... .....
Accelerated stock repurchase sertlement
Acquisition of treasury stock ........
Dividends to common steckholders. . . .
Dividends to preferred siockholders . |
Issuance of long-lerm debt .........

Net cash used in financing activitics .

...............................

............................... f

...............................

...............................

...............................

...............................

...............................

Net increase {decrease) in cash and cash equivalents. ... ... ..............
Cash and cash cquivalents at beginning of year. .. .. ......... ... ...,

Cash and cash cquivalents at end of year

See accompanying notes.

..............................
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For the year ended December 31,
2007 2006 2008
{in millions}

$860.3 310643 $919.0

@02 (89 (88
B641) (L039.5) (8947

(6.3) 14 (13
12 2.1 0.9
a.n 7.8 0.4
(30.8) 72 (45
©.1) — —

9563 3311 501.1
' 9862 331.) 5011

73.6 662 599
- — 5420

— —  (84.9)
(71563)  (7558) (868.4)
(235.6)  (2147) (182.2)
412) (247 (77

— 6000 —
(959.5)  (3290) (5504)
(34.1) 93 (53.8)
30.9 216 754

$ (32) 5 309 § 216




Notes to Condensed Financial Statements

(1) Basis of Presentation

The accompanying condensed financial statements should be read in conjunction with the consolidated financial
statements and notes thereto of Principal Financial Group, Inc.

In the parent company only financial statements, our investments in subsidiaries are stated at cost plus equity in
undistributed carnings of subsidiaries.

(2) Cash Dividends from Subsidiary

The parent company received cash dividends totaling $956.3 million, $331.1 million and $501.1 million in 2007, 2006
and 2005, respectively, from its subsidiary.
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Schedule 11 — Supplementary Insurance Information
As of December 31, 2007, 2006 and 2005 and for each of the years then ended

Contractholder
Deferred policy  Future policy and other
acquisition '+ benefits and policyholder
Segment costs claims funds
(in millions)
2007:
ULS. Asset Accumulation . . ..., ..o i i e i e e $1,1633 $ 8,147.7 $37,635.5
Global Asset Management. .. . ... ... .. v vnn i, - — -
International Asset Management and Accumulation . .. .o ... e vt 183.4 28318 353
Life and Health Insurance . . . .. ... ... . ... . . it 1,463.4 . 74726 3,402.8
Corporate and Other .. ... ... . .. ... it — 2.6 (244.2)
Total ... e e e e $2,810.1 $18,434.7 $40,829.4
2006:
U.S. Assel Accumulation . ... .o ottt e $ 9856 $ 7,7193 $34,570.0
Global Asset Management . . .. ....... ... ... . ... ., - - -
International Asset Management and Accumulation . .. ......... ... 153.0 2,3284 22.1
Life and Health Insurance . . .. ....c... ...t ienennenn. 1,280.3 7,282.2 3,045.0
Corporate and Other . ........... e e — 2.7 (218.7)
Total ... e e e $2,4189 $17,332.6 $37,4184
2008:
U.S. Assel ACCUmUIatION « .+ . . . oottt ettt e e $ 8895, § 7.5167 $31,527.5
Global Asset Management . . . . ... ... . it — —-— —_
International Asset Management and Accumulation ... .......... .. 104.3 2,175.2 16.5
Life and Health Insurance . . ., ... ... ... it inrons 1,180.3 7,130.1 29236
Corporate and Other ... ... ... ... .. it — 35 (198.4)
Total ... e $2,174.1 $16,825.5 $34,269.2
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Schedule TIT — Supplementary Insurance Information — (continued)
As of December 31, 2007, 2006 and 2005 and for each of the years then ended

Amortization of

Premiums and Nei Benefits, claims  deferred policy Other

other investment and settlement acquisition operaling

Segment considerations income(1) expenses cosis expenses{1)
{in miiflions)

2007:
U.S. Asset Accumulation . ............ $ 7108 $2,735.5 $2,802.7 $255.0 $1,246.8
Global Asset Management . ........... - 35.2 —_ - 447.2
International Asset Management and

Accumulation ........... ... .. ... 246.4 4134 526.7 59 135.7
Life and Health Insurance . ... ........ 3,671.6 689.1 3,114 96.4 1,031.7
Corporatc and Other . .. ............, 53 933 (10.5) —_ (89.5)

Total . .. e e $4,634.1 $3,966.5 $6,435.3 $357.3 @
2006:

U.S. Asset Accumulation .. ........... $ 462.3 $2537.8 $2,3913 $170.6 $ 869.8
Global Assct Management .. .......... — 53.2 — - 338.6
International Asset Management and

ACCUMUIAtION v\ o vvvee s 239.1 2523 399.1 24 142.3
Life and Health Insurance . ... .. ...... 3,598.7 692.5 29103 66.2 1,040.0
Corporatc and Other . ... ............ 5.2 84.8 (8.3) — {7.2)

Total o vt e e s $4,305.3 $3,620.6 $£5,692.4 $239.2 $2,3195
2005:

U.S. Assct Accumulation . ... ... ... $ 4552 $2,375.0 $2,260.4 $148.7 $ 788.0
Global Asset Management . ........... — 34 — — 305.2
International Asset Management and .

Accumulation . ... ... .. oL 0 247.6 247.7 409.3 7.7 121.1
Life and Health Insurance , . .......... 3,267.1 671.2 2,620.2 90.2 976.3
Corporatc and Cther . ... ... v 5.1 26.7 (7.0) —_ (95.1)

Toal . e $3,975.0 $3,358.0 $5,282.9 $246.6 $2,095.5

(1) Allocations of net investment income and certain operating CXpenscs are based vn a number of assumptions and
cstimates, and reported operaling results would change by segment if different methods were applicd.
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Schedule IV — Reinsurance .
As of December 31, 2007, 2006 and 2005 and for each of the years then ended

Percentag
Ceded to Assumed of amount
Gross other from cther assumed
amount companies compantes  Net amount to net
(in millions)
2007: I
Life insurance inforce .. ...... ... oLl . $240,295.8 $62,552.2 $2,8115 $180,567.1 1.6%
Premiums: '
IR (T T 1T $ 1,7749 § 1084 § 1600 $§ L8266 8$8%
Accident and health insurance . ............... 2,976.4 168.8 " (0.1) 2,807.5 —~%
Total ... e $ 47513 § 2772 $ 1600 $ 4,634.1 A5%
2006:
Life insurance inforce .. ..... ... .. i n.. $218,946.9 $53,313.8 $3,0789 $168,712.0 1.8%
Premiums: ) '
Life IMSUTAMCE . o v v vt e et et et ee et e e e $ 15417 § 987 % 1172 § 15602 71.5%
Accident and healthinsurance ................ 2,927.1 182.1 0.1 2,745.1 —%
TOMAl . o et e e $ 44688 $ 2808 § 1173 § 43053  27%
2005:
Life insprancc inforee . ....... ... .. .. .. ., $197,690.2 $49,9344 $2,895.1 $150,650.9 1.9%
Premiums: .
Life INSUTANCE + &« o vttt et e e e e e n e e $ 15717 § B27 $ 566 § 1,5456 3.7%
Accident and health insurance . ............... 2,6429 2135 —_ 24294 —%
Total . ... e e $ 42146 $ 2962 § S66 § 39750 1.4%
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Exhibit Index

Description

Pian of Conversion(1)

Share Sale Deed, dated as of June 17, 1999, among BT Investments (Australia) LLC, BT Forcign
Investment Corporation, BT New Zcaland Limited, BT International (Detaware), Inc., BT Nominees
(H.K.) Limited, Deutsche Bank AG, Bankers Trust Corporation, Principal Financial Group (Australia}
Pty Limited and Principal Financial Services, Inc.(1)

Deed to Amend the Share Sale Deed, dated as of August 31, 1999, among BT Investments
(Awustralia) LLC, BT Foreign Investment Corporation, BT New Zealand Limited, BT International
(Delaware), Inc., BT Nominees (H.K.) Limited, Deutsche Bank AG, Bankers Trust Corporation,
Principal Financial Group (Australia) Pty Limited and Principal Financial Services, Inc.(1)

Second Amendment to the Share Salc Deed, dated as of March 14, 2001, among BT Investments
(Australia) LLC, BT Foreign Investment Corporation, Deutsche New Zealand Limited (formerly called
BT New Zcaland Limited), BT International (Delaware), Inc., DB Nominees (H.K.) Limited (formerly
calicd BT Nominees (H.K.) Limited), Deutsche Bank AG, Bankers Trust Corporation, Principal
Financial Group (Australia) Pty Limited and Principal Financial Services, Inc.(1)

Stock Purchase Agreement dated as of May 11, 2004 by and between Principal Holding Company and
GitiMorigage, Inc.(2)

Stock Purchase Agreement among Washington Mutual, Inc., New American Capital, Inc., Principal
Financial Group, Inc., and Principal Management Corporation for the purchase and sale of the
outstanding capital stock of WM Advisors, Inc., dated as of July 25, 2006.(3)

Amendment No. 1 and Waiver, dated as of December 29, 2006, to the Stock Purchase Agreement,
dated as of July 25, 2006, by and among Washington Mutual, Inc., New American Capital, Inc.,
Principal Financial Group, Inc., and Principal Management Corporation for the purchase and sale of
the outstanding capital stock of WM Advisors, Inc.(4)

Memorandum of Understanding dated as of December 29, 2006, amending and modifying the Stock
Purchase Agreement by and among Washington Mutual, Inc., New American Capital, Inc., Principal
Financial Group, Inc., and Principa! Management Corporation for the purchase and sale of the
outstanding capital stock of WM Advisors, Inc.(4)

Form of Amended and Restated Certificate of Incorporation of Principal Financial Group, Inc.
(included in Exhibit 2.1)(5)

Form of By-Laws of Principal Financial Group, Inc.(5)

Form of Centificate for the Common Stock of Principal Financial Group, Inc., par value $0.01 per
share(1)

Certificate of Designations of the Company’s Serics A Non-Cumulative Perpetual Preferred Stock,
dated June 16, 2005.(5) .

Cenificate of Designations of the Company’s Serics B Non-Cumulative Perpctual Preferred Stock,
dated June 16, 2005.(5)

Specimen Stock Certificate for the Company's Series A Non-Cumulative Perpetual Preferred Stock.(5)
Specimen Stock Certificate for the Company's Scries B Non-Cumulative Perpetual Preferred Stock.(5)
Senior Indenture, dated as of October 11, 2006, between Principal Financial Group, In¢. and The Bank
of New York, as Trustee.(6)

First Supplemental Indenture, dated as of Qctober 16, 2006, among Principal Financial Group, Inc,,
Principal Financial Services, Inc. and The Bank of New York, as Trustee.(6)

6.05% Senior Note ($500,000,000) due October 15, 2036.(6)

6.05% Senior Note ($100,000,000) due October 15, 2036.(7)

Guarantee, dated as of October 16, 2006, by Principal Financial Services, Inc.(6)

Amended and Restaled Stockholder Rights Agreement, dated as of October 22, 2001(8)

Amendment to the Amended and Restated Rights Agreement, dated as of January 17, 2005(9)
Principal Financial Group, Inc. Stock Incentive Plan(10)

Form of Restricted Stock Unit Award Agreement(11)

Form of Stock Option Award Agreement(11)

Principal Financial Group, Inc. 2005 Stock Incentive Plan(12)

Principal Financial Group Long-Term Performance Plan(1)

Resolution of Human Resources Commitiee of the Board of Directors of Principal Financial

Group, Inc. amending the Principal Financial Group Long-Term Performance Plan as of October 31,
2002(8)

Principal Financial Group Incentive Pay Plan (PrinPay), amended and restated cffective January 1,
2002(13)

Principal Financial Group, Inc. Annual Incentive Plan(9)

193




Exhibit

Number Description
10.6 Summary of Standard Compensatory Arrangement for Non-Employee Members of the Principal

Financial Group, Inc. Board of Dircctors(9)

10.6.1  Revised Summary of Standard Compensatory Arrangement for Non- Employcc Directors of the
Principal Financial Group, Inc. Board of Directors.(14) .

10.7 Principal Financial Group, Inc. Directors Stock Plan(l)

10.7.1  Principal Financial Group, Inc. 2005 Directors Stock Plan(12)

10.8 Deferred Compensation Plan for Non-Employee Directors of Principal Financial Group, Inc.(15)

109 Principal Sclect Savings Excess Plan, restared as of January 1, 2004(16)

10.9.1  Amendment No. I to Principal Select Savings Excess Plan(15)

10.10 Supplemental Executive Retirement Plan for Employecs, restated as of January 1, 2003(16)

10.10.1  Amendment No. 1 to the Principal Supplemental Executive Retirement Plan for Employees(15)

10.11 Employment Agreement, dated as of April 1, 2004, by and between Principal Financial Group, Inc.,
Principal Financial Services, Inc., Principal Life Insurance Company and J. Barry Griswell(2)

10.12 Change-of-Control Supplement and Amendment to Employment Agreement, dated us of April |, 2004
by and between Principal Financial Group, Inc., Principal Financial Services, Inc., Principal Life
Insurance Company and J. Barry Griswell(2)

10.12.1  Change-of-Control Supplement to Employment Agrecment, dated as of Fcbruary 28, 2006, by and
among Principal Financial Group, Inc., Principal Financial Services, Inc., Principal Life Insurance
Company and I. Barry Griswell.(17)

10.13 Form of Principal Mutual Holding Company and Principal Life Insurance Company Change of Control
Employment Agreement (Tier One Exccutives) among Principal Mutual Holding Company, Principal
Financial Group, Inc., Principal Financial Services, Inc., Principal Life Insurance Company and an
Executive(1)

10.13.1  Form of Principal Financial Group, Inc. and Principal Life Insurance Company Change-of-Control
Employment Agrecment (Tier One Exccutives), dated as of February 28, 2006, by and among Principal
Financial Group, Inc., Principal Financial Scrvices, Inc., Principal Life Insurance Company and an
Executive.(17)

10.14  Compensatory Arrangement, dated as of March 14, 2002, between Prmmpal Life Insurance Company
and James P. McCaughan.(18)

10.15 Fiscal Agency Agreement, dated as of August 25, 1999, among Principal Financial Group (Australia)
Holdings Pty Limited, Principal Financial Services, Inc. and U.S. Bank Trust National Association(1)

10.16  Employment Agreement dated as of June 1, 2006, by and between Principal Financial Group, Inc.,
Principal Financial Services, Inc., Principal Life Insurance Company, and Larry D. Zimpleman.(4)

12 Computation of Earnings to Fixed Charges Ratio(19)
21 Principal Financial Group, Inc. Member Companies as of December 31, 2007(]9)
23 Consent of Independent Registered Public Accounting Firm(19)

3t Centification of J. Barry Griswell(19)

312 Certification of Michael H. Gersie(19)

321 Certification Pursuant 1o Scction 1350 of Chapiter 63 of Title 18 of the Umted States Code—1J. Barry
*Griswell(19)

32 Certification Pursuant to Section 1350 of Chapter 63 of Titlc 18 of the Unm:d States Code—
Michael H. Gersie(19)

(1)} Incorporated by reference to exhibit filed with Principal Financial Group, Inc.’s Registration Statement on
Form S-1, as amended (Commission File No. 333-62558),

(2) Incorporated by reference to exhibit filed with Principal Financial Group, [nc."s Quarterly Report on Form 10-Q for
the quarter ended June 30, 2004 (Commission File No. 1-16725).

(3) Incorporated by reference to exhibit filed with Principal Financial Group, Inc.’s Quarterly Report on Form 10-Q for
the quarter ¢nded Sepiember 30, 2006 (Commission File No. 1-16725).

(4) Incorporatcd by reference to exhibit {iled with Principal Financial Group, Inc.’s Annual Report on Form 10-K for
the year ended December 31, 2006 (Commission File No. 1-16725).

{(5) Incorporated by reference to exhibit filed with Principal Financial Group, Inc.’s Current Report on Form 8-K filed
on June 17, 2005 (Commission File No. 1-16725).

(6) Incorporated by refercnce to exhibit filed with Principal Financial Group, Inc.’s Current Report on Form 8-K filed
on October 16, 2006 (Commission File No. 1-16725), . .

(7) Incorporated by reference to exhibit filed with Principal Financial Group, Inc.’s Currcm Report on Form 8-K filed
on December 6, 2006 {(Commission File No. 1-16725).
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(8) Incorporated by reference to the exhibit filed with Principal Financial Group, Inc’s Annual Report on Form 10-K
for the year ended December 31, 2002 (Commission File No. 1-16725).

(9) Incorporated by reference to exhibit filed with Principal Financial Group, Inc.’s Annual Report on Form 10-K for
the year ended December 31, 2004 (Commission File No. 1-16725).

(10) Incorporated by reference to exhibit filed with Principal Financial Group, Inc.’s Quarterly Report on Form 10-Q for
the quarter ended June 30, 2003 (Commission File No. 1-16725).

(11) Incorporated by reference 1o exhibit filed with Principal Financial Group, Inc.’s Currcnt Report on Form 8-K filed
on March 7, 2005 (Commission File No. 1-16725).

{12) Incorporated by reference to exhibit filed with Principal Financial Group, Inc.’s Quarterly Report on Form 10-Q for
the quarter ended June 30, 2005 (Commission File No. 1-16725).

(13) Incorporated by reference to exhibit filed with Principal Financial Group, Inc.’s Quarterly Report on Form 10-Q for
the quarter ended March 31, 2003 (Commission File No. 1-16725).

(14) Incorporated by reference to the writien description of such arrangement included in Principal Financial
Group, Inc.’s Current Report en Form 8-K filed on August 28, 2006 {Commission File 1-16725).

(15) Incorporated by reference to the exhibit filed with Principal Financial Group, Inc.'s Annual Report on Form 10-K
for the year ended December 31, 2005 (Commission File 1-16725).

(16) Incorporated by reference to exhibit filed with Principal Financial Group, Inc.’s Quarterly Report on Form 10-Q for
the quarter ended March 31, 2004 (Commission File No. 1-16725).

(17) Incorporated by reference to cxhibit filed with Principal Financial Group, Inc.'s Quarterly Report on Form 10-Q for
the quarter ended March 31, 2006 (Commission File No. 1-16725).

(18) Incorporated by reference to exhibit filed with Principal Financial Group, Inc.’s Quarterly Report on Form 10-Q for
the quarter ended March 31, 2002 {Commission File No. 1-16725).

(19) Filed herewith.

Paper copics of exhibits will be provided to shareholders upon reasonable request and upon payment of rcasonable
copying and mailing expenses.
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CERTIFICATIONS

J. Barry Griswell, our Chief Executive Officer, submitted an Annual Certification to the New York Stock Exchange
pursuant to Section 303A.12(a) of the New York Stock Exchange Listed Company Manual on or about June 7, 2007. On
February 27, 2008, J. Barry Griswell, our Chief Executive Officer, and Michael H. Gersie, our Chief Financial Officer,
filed with the Sccurities and Exchange Commission certifications required by Section 302 of the Sarbanes-Oxley Act of
2002 as exhibits to the Company’s Annual Report on Form 10-K for the year ended December 31, 2007.

PERFORMANCE GRAPH

The foltowing graph sets forth a comparison of cumulative total return for Principal Financial Group, Inc.’s common
stock, the Standard & Poor’s 500 Index (“S&P 500"}, and the Standard & Poor’s 500 Financiais Index (“S&P 500
Financials"), adjusted to assume the reinvestment of dividends for the past five calendar years. 1t assumes $100 invested
in each of the Company’s common slock, the S&P 500 and the S&P 500 Financials.
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