
AON CORP
Form 10-Q
November 09, 2006

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, D.C. 20549

FORM 10-Q
x    QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d)

OF THE SECURITIES EXCHANGE ACT OF 1934

FOR THE QUARTERLY PERIOD ENDED SEPTEMBER 30, 2006

OR

o    TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934

Commission file number 1-7933

Aon Corporation
(Exact Name of Registrant as Specified in Its Charter)

DELAWARE 36-3051915
(State or Other Jurisdiction of (I.R.S. Employer
Incorporation or Organization) Identification No.)

200 E. RANDOLPH STREET, CHICAGO, ILLINOIS 60601
(Address of Principal Executive Offices) (Zip Code)

(312) 381-1000
(Registrant�s Telephone Number,

Including Area Code)

Indicate by check mark whether the registrant: (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days.  YES  x      NO  o

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer.  See definition of
�accelerated filer� and �large accelerated filer� in Rule 12b-2 of the Exchange Act.

Large accelerated filer  x            Accelerated filer  o            Non-accelerated filer  o

Indicate by check mark whether the registrant is a shell company (as defined in Rule12b-2 of the Exchange Act).  YES  o     NO  x

Number of shares of common stock outstanding:

Edgar Filing: AON CORP - Form 10-Q

FOR THE QUARTERLY PERIOD ENDED SEPTEMBER 30, 2006 1



No. Outstanding
Class as of 9-30-06

$1.00 par value Common 309,675,903

Edgar Filing: AON CORP - Form 10-Q

FOR THE QUARTERLY PERIOD ENDED SEPTEMBER 30, 2006 2



Part 1

Financial Information

Aon Corporation

Condensed Consolidated Statements of Financial Position

As of

(millions)
Sept. 30,
2006

Dec. 31,
2005

(Unaudited) (Reclassed)
(Note 11)

ASSETS
Investments
Fixed maturities at fair value $ 2,962 $ 2,652
Equity securities at fair value 66 40
Short-term investments 3,647 3,871
Other investments 397 495
Total investments 7,072 7,058
Cash 461 476
Receivables
Risk and insurance brokerage services and consulting 8,062 8,039
Other receivables 845 1,096
Total receivables 8,907 9,135
Deferred Policy Acquisition Costs 524 498
Goodwill 4,410 4,142
Other Intangible Assets 136 111
Property and Equipment, net 499 505
Assets Held For Sale 4,672 4,215
Other Assets 2,002 1,678
TOTAL ASSETS $ 28,683 $ 27,818

LIABILITIES AND STOCKHOLDERS� EQUITY
Insurance Premiums Payable $ 9,332 $ 9,380
Policy Liabilities
Future policy benefits 1,764 1,671
Policy and contract claims 1,468 1,450
Unearned and advance premiums and contract fees 364 359
Other policyholder funds 23 21
Total Policy Liabilities 3,619 3,501
General Liabilities
General expenses 1,544 1,629
Short-term borrowings 268 7
Notes payable 2,075 2,105
Pension, post-employment and post-retirement liabilities 1,734 1,497
Liabilities held for sale 3,976 3,524
Other liabilities 763 872
TOTAL LIABILITIES 23,311 22,515
Stockholders� Equity
Common stock - $1 par value 347 344
Additional paid-in capital 2,463 2,349
Accumulated other comprehensive loss (1,002 ) (1,155 )
Retained earnings 4,897 4,573
Less - Treasury stock at cost (1,333 ) (808 )
TOTAL STOCKHOLDERS� EQUITY 5,372 5,303
TOTAL LIABILITIES AND STOCKHOLDERS� EQUITY $ 28,683 $ 27,818
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See the accompanying notes to the condensed consolidated financial statements.
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Aon Corporation

Condensed Consolidated Statements of Income

(Unaudited)

Third Quarter Ended Nine Months Ended

(millions except per share data)
Sept. 30,
2006

Sept. 30,
2005

Sept. 30,
2006

Sept. 30,
2005

(Reclassed) (Reclassed)
Revenue
Brokerage commissions and fees $ 1,589 $ 1,527 $ 4,852 $ 4,756
Premiums and other 487 436 1,423 1,307
Investment income 92 55 266 186
Total revenue 2,168 2,018 6,541 6,249

Expenses
Compensation and benefits 1,116 1,033 3,344 3,194
Other general expenses 474 494 1,394 1,382
Benefits to policyholders 349 240 864 708
Depreciation and amortization 56 77 166 198
Interest expense 34 29 99 94
Provision for New York and other state settlements � 1 2 4
Total expenses 2,029 1,874 5,869 5,580

Income from continuing operations before provision for income tax and
accounting change 139 144 672 669
Provision for income tax 49 47 234 201
Income from continuing operations 90 97 438 468

Discontinued operations
Income from discontinued operations 24 39 92 116
Provision for income tax 8 14 34 71
Income from discontinued operations 16 25 58 45

Income before accounting change 106 122 496 513
Cumulative effect of a change in accounting principle, net of tax � � 1 �
Net income $ 106 $ 122 $ 497 $ 513
Preferred stock dividends � (1 ) � (2 )
Net income available for common stockholders $ 106 $ 121 $ 497 $ 511

Basic net income per share
Income from continuing operations $ 0.29 $ 0.29 $ 1.37 $ 1.45
Discontinued operations 0.05 0.08 0.18 0.14
Cumulative effect of a change in accounting principle � � � �
Net income $ 0.34 $ 0.37 $ 1.55 $ 1.59

Diluted net income per share
Income from continuing operations $ 0.27 $ 0.29 $ 1.29 $ 1.39
Discontinued operations 0.05 0.07 0.17 0.13
Cumulative effect of a change in accounting principle � � � �
Net income $ 0.32 $ 0.36 $ 1.46 $ 1.52

Cash dividends per share paid on common stock $ 0.15 $ 0.15 $ 0.45 $ 0.45

Diluted average common and common equivalent shares outstanding 340.1 342.7 345.0 339.4

Edgar Filing: AON CORP - Form 10-Q

FOR THE QUARTERLY PERIOD ENDED SEPTEMBER 30, 2006 5



See the accompanying notes to the condensed consolidated financial statements.
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Aon Corporation

Condensed Consolidated Statements of Cash Flows

(Unaudited)

Nine Months Ended
Sept. 30, Sept. 30,

(millions) 2006 2005

Cash Flows from Operating Activities:
Net income $ 497 $ 513
Adjustments to reconcile net income to cash provided by operating activities
Gain from disposal of operations (1 ) (1 )
Depreciation and amortization of property, equipment and software 137 172
Amortization of stock awards 111 51
Amortization of intangible assets 36 37
Valuation changes on investments, income on disposals and net bond amortization (9 ) 13
Income taxes (102 ) (37 )
Pension expense in excess of cash paid to major defined benefit plans 37 (43 )
Cash paid for 2005 restructuring plan in excess of expense (40 ) (8 )
Provision for New York and other state settlements (73 ) (72 )
Change in funds held on behalf of brokerage and consulting clients 50 150
Changes in insurance underwriting assets and liabilities:
Operating receivables 47 (47 )
Other assets including prepaid premiums 65 15
Deferred policy acquisition costs (99 ) (4 )
Policy liabilities 468 158
Other liabilities (68 ) 26
Changes in other assets and liabilities:
General expenses (93 ) (70 )
Other assets and liabilities - net (139 ) 8
Cash Provided by Operating Activities 824 861

Cash Flows from Investing Activities:
Sale of investments
Fixed maturities
Maturities 156 341
Calls and prepayments 169 165
Sales 1,245 1,462
Equity securities 1 6
Other investments 146 25
Purchase of investments
Fixed maturities (1,629 ) (2,709 )
Equity securities (26 ) (3 )
Other investments (135 ) (18 )
Short-term investments - net (65 ) 265
Acquisition of subsidiaries (132 ) (58 )
Proceeds from sale of operations 20 9
Property and equipment and other - net (96 ) (87 )
Cash Used by Investing Activities (346 ) (602 )

Cash Flows from Financing Activities:
Issuance of common stock 46 41
Preferred stock transaction � (50 )
Treasury stock transactions - net (592 ) �
Issuance of short-term borrowings - net 261 39
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Issuance of long-term debt 381 305
Repayment of long-term debt (438 ) (583 )
Cash dividends to stockholders (143 ) (145 )
Cash Used by Financing Activities (485 ) (393 )

Effect of Exchange Rate Changes on Cash (8 ) (3 )
Decrease in Cash (15 ) (137 )
Cash at Beginning of Period 476 570
Cash at End of Period $ 461 $ 433

See the accompanying notes to condensed consolidated financial statements.
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NOTES TO THE CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Unaudited)

1.             Statement of Accounting Principles

The accompanying unaudited condensed consolidated financial statements have been prepared in accordance with U.S. generally accepted
accounting principles and include all normal recurring adjustments which Aon Corporation (�Aon�) considers necessary for a fair presentation. 
Operating results for the third quarter and nine months ended September 30, 2006 are not necessarily indicative of results that may be expected
for the year ending December 31, 2006.

Refer to the consolidated financial statements and notes in the Annual Report on Form 10-K for the year ended December 31, 2005 for
additional details of Aon�s financial position, as well as a description of Aon�s accounting policies, which have been continued without material
change, except as described in Note 4.

Certain amounts in the 2005 condensed consolidated financial statements and footnotes related to discontinued operations have been reclassified
to conform to their 2006 presentation.

2.  Endurance Warrants and Common Stock Investment

In 2001, Aon invested $227 million in the common stock of Endurance Specialty Holdings, Ltd. (�Endurance�), a Bermuda-based insurance and
reinsurance company.  Aon sold virtually all of its common stock investment in Endurance in 2004.  In conjunction with the initial common
stock investment, Aon also received 4.1 million stock purchase warrants, which allowed Aon to purchase additional Endurance common stock
through December 2011.  These warrants met the definition of a derivative, which required them to be recorded in the financial statements at fair
value, with changes in fair value recognized in earnings on a current basis.  With the assistance of an independent third party, Aon valued the
warrants on a quarterly basis using the Black-Scholes valuation methodology. On March 31, 2006, Aon contributed all of the Endurance
warrants to its U.K. pension plans.  See Note 12 for further information. The warrants had a fair value of approximately $73 million, $90 million
and $82 million as of March 31, 2006, December 31, 2005 and September 30, 2005, respectively.  The change in the fair value of the warrants
was a decrease of $17 million for the nine months ended September 30, 2006, a decrease of $13 million for the third quarter ended
September 30, 2005, and an increase of $2 million for the nine months ended September 30, 2005.  The change in fair value is included in
investment income in the Corporate and Other segment.
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3.  Accounting and Disclosure Changes

Pensions

In September 2006, the FASB issued Statement No. 158, Employer�s Accounting for Defined Benefit Pension and Other Postretirement Plans,
an amendment of FASB Statements No. 87, 88, 106 and 132(R).  The statement requires balance sheet recognition of the funded status of
defined benefit postretirement plans, including pension plans.  The statement also requires companies to measure plan assets and obligations as
of the date of the year-end financial statements.  The balance sheet requirements must be adopted for fiscal years ending after December 15,
2006 and the measurement date requirements are required for fiscal years ending after December 15, 2008.  The Company has elected to early
adopt the measurement date provisions as of December 31, 2006, as allowed, changing the measurement date of the U.S. and U.K. pension plans
to December 31, effective at year-end 2006.

If Aon had adopted this standard as of December 31, 2005, the total impact would have been to reduce the Company�s stockholders� equity by
approximately $500 million. Changes to plan assumptions used to measure the plans at December 31, 2006 (e.g. discount rates and return on
assets) will impact this amount.

Income Taxes

In July 2006, the FASB issued Interpretation No. 48 (FIN 48), Accounting for Uncertainty in Income Taxes � an Interpretation of FASB
Statement No. 109.  FIN 48 clarifies the accounting for uncertainty in income taxes recognized in a company�s financial statements in accordance
with Statement No. 109, Accounting for Income Taxes.  FIN 48 prescribes a recognition threshold and measurement of a tax position taken or
expected to be taken in a company�s tax return.  FIN 48 is effective for Aon in 2007.  Accordingly, Aon will be required to adopt FIN 48 in first
quarter 2007.  Aon is currently evaluating the impact that the adoption of FIN 48 will have, if any, on its consolidated financial statements.

Off-Balance Sheet Activity

In March 2006, the FASB issued Statement No. 156, Accounting for Servicing of Financial Assets�an amendment of Statement No. 140,
Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities, with respect to the accounting for separately
recognized servicing assets and liabilities.  Statement No. 156 requires an entity to recognize a servicing asset or liability each time it undertakes
an obligation to service a financial asset by entering into a servicing contract in certain situations, including a transfer of the servicer�s financial
assets that meets the requirements for sale accounting.  Aon has two arrangements accounted for under Statement No. 140 that will be covered
under Statement No. 156: investments held in Private Equity Partnerships Structures I, LLC (�PEPS I�) and the premium financing activities of
Aon�s subsidiary, Cananwill.  Statement No. 156 is effective for Aon in 2007.  The Company does not expect a material impact upon adoption of
this statement.

Fair Value

In September 2006, the FASB issued Statement No. 157, Fair Value Measurements, which provides enhanced guidance for using fair value to
measure assets and liabilities.  Statement No. 157 also requires expanded disclosure of the methods employed when assets and liabilities are
measured and the effect of fair value measurements on earnings.  Statement No. 157 applies whenever other standards require (or permit) assets
or liabilities to be measured at fair value.  Statement No. 157 does not expand the use of fair value in any new circumstances.  Statement No. 157
is effective for Aon in 2008.  The Company does not expect a material impact upon adoption of this statement.
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4.             Share-Based Payments

Prior to 2006, Aon followed Accounting Principles Board (�APB�) Opinion No. 25, Accounting for Stock Issued to Employees, and related
Interpretations in accounting for its stock-based compensation plans.  Under APB No. 25, no compensation expense was recognized for stock
options when the exercise price of the options equaled the market price of the stock at the date of grant.  Compensation expense was recognized
on a straight-line basis for stock awards based on the vesting period and the market price at the date of the award.

On January 1, 2006, Aon adopted FASB Statement No. 123 (revised 2004), Share-Based Payment (�Statement No. 123(R)�), which requires the
measurement and recognition of compensation expense for all share-based payments to employees, including grants of employee stock options
and employee stock purchases related to the Employee Stock Purchase Plan, based on estimated fair values.  Aon adopted Statement No. 123(R)
using the modified prospective transition method.  The Company�s condensed consolidated financial statements as of and for the third quarter
and nine months ended September 30, 2006 reflect the impact of Statement No. 123(R).  In accordance with the modified prospective transition
method, the Company�s condensed consolidated financial statements for prior periods have not been restated.

Stock-based compensation expense recognized during the period is based on the value of the portion of share-based payment awards that is
ultimately expected to vest during the period.  Stock-based compensation expense recognized in Aon�s condensed consolidated statements of
income for the third quarter and nine months ended September 30, 2006 includes compensation expense for share-based payment awards granted
prior to, but not yet vested as of December 31, 2005 based on the grant date fair value estimated in accordance with the pro forma provisions of
Statement No. 123, and compensation expense for the share-based payment awards granted subsequent to December 31, 2005 based on the grant
date fair value estimated in accordance with the provisions of Statement No. 123(R).  As stock-based compensation expense recognized is based
on awards ultimately expected to vest, it has been reduced for estimated forfeitures.  Statement No. 123(R) requires forfeitures to be estimated at
the time of grant and revised, if necessary, in subsequent periods if actual forfeitures differ from those estimates.  In Aon�s pro forma information
required under Statement No. 123 for the periods prior to 2006, Aon accounted for forfeitures on restricted stock units (RSUs) as they occurred,
but estimated forfeitures on stock options.

Upon adoption of Statement No. 123(R), Aon also changed its method of valuation for stock options granted beginning in 2006 to a
lattice-binomial option-pricing model from the Black-Scholes option-pricing model, which was previously used for Aon�s pro forma information
required under Statement No. 123.  Lattice-based option valuation models utilize a range of assumptions over the expected term of the options. 
Expected volatilities are based on the average of the historical volatility of Aon�s stock price and the implied volatility of traded options on Aon�s
stock.  Aon uses historical data to estimate option exercise and employee terminations within the valuation model, stratifying between officers
and non-officers.  The expected dividend yield assumption is based on the company�s historical and expected future dividend rate.  The risk-free
rate for periods within the contractual life of the option is based on the U.S. Treasury yield curve in effect at the time of grant.

Prior to 2006, RSUs granted to employees were service-based.  Beginning with awards granted in 2006, awards to officers and other employees
may consist of performance-based RSUs and service-based RSUs.  The payout of performance-based RSUs, payable in shares of Aon common
stock, may range from 0-100% of the number of units granted for a group-specific plan and 0-150% for the long-term
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performance plan (LPP).  The payout is based on the achievement of objective, pre-determined performance measures over a three-year period
for the LPP and a 5-year period for the group-specific plan.  Aon accounts for these awards as performance condition RSUs.  The performance
condition is not considered in the determination of grant date fair value of these awards.  Compensation cost is recognized over the performance
period (for the LPP) and the performance and subsequent vesting period (for the group-specific plan) based on management�s estimate of the
number of units expected to vest.  Compensation cost will be adjusted to reflect the actual number of shares paid out at the end of the program. 
Dividend equivalents are not paid on the performance-based RSUs.  Dividend equivalents are paid on certain service-based RSUs, based on the
initial grant amount.

The weighted-average estimated fair value of employee stock options granted during the nine months ended September 30, 2006 was $11.08 per
share for officers, which represents options granted in the first quarter.  No options were granted to officers in either the second or third quarter
of 2006.  The weighted average estimated value of options granted during the third quarter and nine months ended September 30, 2006 was
$10.14 and $10.75 per share, respectively, for non-officers.  The following weighted average assumptions were used to estimate fair value:

Third quarter ended
September 30, 2006

Nine months ended
September 30, 2006

Non-officers Officers Non-officers
Weighted average volatility 30.1 % 30.5 % 28.5 � 30.5 %
Expected dividend yield 2.3 % 2.3 % 2.3 %
Risk-free rate 5.1 % 4.4 % 4.4 � 5.1 %

The expected life of employee stock options represents the weighted-average period stock options are expected to remain outstanding and is a
derived output of the lattice-binomial model.  The expected life of option grants made during the third quarter and nine months ended
September 30, 2006 derived from the lattice-binomial model were 5 years for officers and 6 years for all others.

The weighted-average estimated value of employee stock options granted during the third quarter and nine months ended September 30, 2005
were $7.24 and $6.30, respectively, using the Black-Scholes model with the following weighted-average assumptions:

Third quarter ended
September 30, 2005

Nine months ended
September 30, 2005

Expected volatility 30.1 % 29.7 %
Risk free interest rate 4.0 % 4.0 %
Expected dividends 2.1 % 2.3 %
Expected term (in years) (1) 1.0 1.0

(1)  Represents number of years from vesting date.

The following table summarizes stock-based compensation expense related to all share-based payments recognized in the condensed
consolidated statements of income in compensation and benefits.
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Third quarter ended
September 30,

Nine months ended
September 30,

(millions, except per share data) 2006 2005 2006 2005
Stock options $ 6 $ � $ 18 $ �
Employee stock purchase plan 1 � 3 �
Restricted stock units 27 15 92 50
Stock-based compensation expense included in compensation and benefits 34 15 113 50
Tax benefit 12 5 39 15
Stock-based compensation expense, net of tax $ 22 $ 10 $ 74 $ 35

Impact on net income per share:
Basic $ 0.07 $ 0.03 $ 0.23 $ 0.11
Diluted $ 0.06 $ 0.03 $ 0.21 $ 0.10

The following table summarizes stock option activity for the nine months ended September 30, 2006 and 2005.

2006 2005
Weighted Weighted

Weighted Average Weighted Average
Average Remaining Average Remaining
Exercise Contractual Exercise Contractual

(shares in thousands) Shares Price Life (in years) Shares Price Life (in years)
Beginning outstanding 34,859 $ 29 33,057 $ 29
Granted 2,856 39 6,280 24
Exercised (3,488 ) 28 (1,141 ) 22
Forfeited and expired (473 ) 31 (952 ) 29
Outstanding at Sept. 30 33,754 $ 30 5.78 37,244 $ 29 6.60
Exercisable at Sept. 30 18,988 $ 32 19,522 $ 32

The aggregate intrinsic value represents the total pretax intrinsic value, based on options with an exercise price less than the Company�s closing
stock price of $33.87 as of September 30, 2006, which would have been received by the option holders had those option holders exercised their
options as of that date.  The aggregate intrinsic value of options outstanding and exercisable as of September 30, 2006 was $198 million and
$85 million, respectively.

The aggregate intrinsic value of options exercised during the third quarter and nine months ended September 30, 2006 were $4 million and
$45 million, respectively, and for the third quarter and nine months ended September 30, 2005 were $9 million and $10 million, respectively.
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A summary of the status of Aon�s non-vested stock awards is as follows:

Nine months ended September 30, 2006 2005
(shares in thousands) Shares Fair Value Shares Intrinsic Value
Non-vested as of beginning of period 11,690 $ 24 8,723 $ 28
Granted 3,339 38 4,752 24
Vested (1,667 ) 24 (978 ) 28
Forfeited (430 ) 27 (455 ) 30
Non-vested as of end of period 12,932 $ 28 12,042 $ 26

Unamortized deferred compensation expense, which includes both options and awards, amounted to $391 million as of September 30, 2006,
with a remaining weighted-average amortization period of approximately 2.4 years.

Cash received from the exercise of stock options was $103 million and $29 million through September 30, 2006 and 2005, respectively.

In late 2005, Aon announced a $1 billion share repurchase program.  During 2006, a majority, but not all, of option exercises and award vestings
were satisfied through the reissuance of treasury shares.

The following table illustrates pro forma net income and pro forma earnings per share as if Aon had applied the fair value recognition provision
of FASB Statement No. 123, Accounting for Stock-Based Compensation, to stock-based employee compensation in 2005.

Third quarter ended Nine months ended
(millions, except per share data) September 30, 2005 September 30, 2005

Net income, as reported $ 122 $ 513
Add:  Stock-based compensation expense included in reported net income, net of
tax 11 34
Deduct:  Stock-based compensation expense determined under fair value based
method for all awards and options, net of tax (12 ) (41 )
Pro forma net income $ 121 $ 506

Net income per share:
Basic
As reported $ 0.37 $ 1.59
Pro forma $ 0.37 $ 1.57

Diluted
As reported $ 0.36 $ 1.52
Pro forma $ 0.36 $ 1.50
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5.  Income Per Share

Income per share is calculated as follows:

Third quarter ended
September 30,

Nine months ended
September 30,

(millions, except per share data) 2006 2005 2006 2005
Basic net income:
Income from continuing operations, before accounting change $ 90 $ 97 $ 438 $ 468
Income from discontinued operations, net of tax 16 25 58 45
Cumulative effect of a change in accounting principle, net of
tax � � 1 �
Net income 106 122 497 513
Preferred stock dividends � (1 ) � (2 )
Net income for basic per share calculation $ 106 $ 121 $ 497 $ 511

Diluted net income:
Income from continuing operations, before accounting change $ 90 $ 97 $ 438 $ 468
Income from discontinued operations, net of tax 16 25 58 45
Cumulative effect of a change in accounting principle, net of
tax � � 1 �
Net income 106 122 497 513
Interest expense on convertible debt securities,net of tax 2 2 5 5
Preferred stock dividends � (1 ) � (2 )
Net income for diluted per share calculation $ 108 $ 123 $ 502 $ 516

Basic shares outstanding 316 323 320 322
Effect of convertible debt securities 14 14 14 14
Common stock equivalents 10 6 11 3
Diluted potential common shares 340 343 345 339
Basic net income per share:
Income from continuing operations, before accounting change $ 0.29 $ 0.29 $ 1.37 $ 1.45
Discontinued operations 0.05 0.08 0.18 0.14
Cumulative effect of a change in accounting principle, net of
tax � � � �
Net income $ 0.34 $ 0.37 $ 1.55 $ 1.59
Diluted net income per share:
Income from continuing operations, before accounting change $ 0.27 $ 0.29 $ 1.29 $ 1.39
Discontinued operations 0.05 0.07 0.17 0.13
Cumulative effect of a change in accounting principle, net of
tax � � � �
Net income $ 0.32 $ 0.36 $ 1.46 $ 1.52
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Certain common stock equivalents related to options were not included in the computation of diluted net income per share because those options�
exercise price was greater than the average market price of the common shares.  The number of options excluded from the quarterly calculation
was 12 million and 14 million at September 30, 2006 and 2005, respectively.  For nine months ended September 30, 2006 and 2005, the number
of options excluded was 7 million and 21 million, respectively.

6.  Comprehensive Income

The components of comprehensive income, net of tax, for the third quarter and nine months ended September 30, 2006 and 2005 are as follows:

Third quarter ended
September 30,

Nine months ended
September 30,

(millions) 2006 2005 2006 2005
Net income $ 106 $ 122 $ 497 $ 513
Net derivative gains (losses) 3 (11 ) 11 (40 )
Net unrealized investment gains (losses) 51 (20 ) 8 (1 )
Net foreign exchange gains (losses) 3 (5 ) 134 (191 )
Comprehensive income $ 163 $ 86 $ 650 $ 281

The components of accumulated other comprehensive loss, net of tax, are as follows:

September 30, December 31,
(millions) 2006 2005
Net derivative losses $ � $ (11 )
Net unrealized investment gains 60 52
Net foreign exchange translation 15 (119 )
Net additional minimum pension liability (1,077 ) (1,077 )
Accumulated other comprehensive loss $ (1,002 ) $ (1,155 )

7.  Business Segments

Aon classifies its businesses into three operating segments: Risk and Insurance Brokerage Services, Consulting, and Insurance Underwriting.  A
fourth segment, Corporate and Other, when aggregated with the operating segments and after the elimination of intersegment revenues, totals to
the amounts in the accompanying condensed consolidated financial statements.

The Risk and Insurance Brokerage Services segment consists primarily of Aon�s retail and reinsurance brokerage operations, as well as related
insurance services, including underwriting management, captive insurance company management services, and premium financing.  The
Consulting segment provides a full range of consulting services delivered predominantly to corporate clientele utilizing seven major practices:
employee benefits, human resource outsourcing, compensation, management consulting, communications, strategic human resource consulting
and financial advisory and litigation consulting services.  The Insurance Underwriting segment provides specialty insurance products including
supplemental accident, health and life insurance coverages and select property and casualty insurance products. Aon has placed all remaining
property and casualty programs into runoff. Corporate and Other segment revenue consists primarily of investment income from equity,
fixed-maturity and short-term investments that are assets primarily of the insurance underwriting
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subsidiaries that exceed policyholders liabilities and which may include non-income producing equities, and income and losses on disposals of
securities not otherwise included in the operating segments.  Corporate and Other segment general expenses include administrative and certain
information technology costs.

The accounting policies of the operating segments are the same as those described in this Form 10-Q and Aon�s Annual Report on Form 10-K for
the year ended December 31, 2005, except that the disaggregated financial results have been prepared using a management approach, which is
consistent with the basis and manner in which Aon senior management internally disaggregates financial information for the purpose of making
internal operating decisions.  Aon evaluates performance based on stand-alone operating segment income before income taxes and generally
accounts for intersegment revenue as if the revenue were to third parties, that is, considered by management to be at current market prices.

Revenues are generally attributed to geographic areas based on the location of the resources producing the revenues.  Intercompany revenues
and expenses are eliminated in computing consolidated revenues and income before tax.

Revenue from continuing operations for Aon�s segments is as follows:

Third quarter ended
September 30,

Nine months ended
September 30,

(millions) 2006 2005 2006 2005
Risk and Insurance Brokerage Services $  1,341 $  1,274 $  4,106 $  3,945
Consulting 301 295 918 919
Insurance Underwriting 519 464 1,519 1,392
Corporate and Other 19 (3 ) 34 27
Intersegment revenues (12 ) (12 ) (36 ) (34 )
Total $ 2,168 $ 2,018 $ 6,541 $ 6,249

Aon�s operating segments� geographic revenue and income before income tax is as follows:

Risk and Insurance Insurance
Third quarter ended Sept. 30: Brokerage Services Consulting Underwriting
(millions) 2006 2005 2006 2005 2006 2005
Revenue
United States $ 528 $ 499 $ 165 $ 173 $ 355 $ 315
United Kingdom 243 257 58 52 51 49
Continent of Europe 281 252 43 37 37 30
Rest of World 289 266 35 33 76 70
Total revenue $ 1,341 $ 1,274 $ 301 $ 295 $ 519 $ 464

Income (loss) before income tax $ 190 $ 136 $ 18 $ 15 $ (27 ) $ 52
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Risk and Insurance Insurance
Nine months ended Sept. 30: Brokerage Services Consulting Underwriting
(millions) 2006 2005 2006 2005 2006 2005
Revenue
United States $ 1,539 $ 1,406 $ 505 $ 530 $ 1,036 $ 939
United Kingdom 707 754 169 155 151 146
Continent of Europe 1,006 999 136 138 108 100
Rest of World 854 786 108 96 224 207
Total revenue $ 4,106 $ 3,945 $ 918 $ 919 $ 1,519 $ 1,392

Income before income tax $ 645 $ 577 $ 71 $ 70 $ 101 $ 161

Selected information for Aon�s Corporate and Other segment follows:

Third quarter ended
September 30,

Nine months ended
September 30,

(millions) 2006 2005 2006 2005
Revenue:
Income (loss) from change in fair value of Endurance warrants $ � $ (13 ) $ (17 ) $ 2
Income from other investments 22 15 59 38

22 2 42 40
Limited partnership investments 1 � 2 1
Net loss on disposals and related expenses:
Impairment write-downs � (2 ) (1 ) (8 )
Other (4 ) (3 ) (9 ) (6 )

(4 ) (5 ) (10 ) (14 )
Total revenue 19 (3 ) 34 27
Expenses:
Compensation and benefits 10 7 29 23
Other general expenses 17 20 51 49
Interest expense 34 29 99 94
Total expenses 61 56 179 166
Loss before income tax $ (42 ) $ (59 ) $ (145 ) $ (139 )

8.  Goodwill and Other Intangible Assets

Goodwill represents the excess of cost over the fair market value of net assets acquired.  Goodwill is allocated to various reporting units, which
are either operating segments or one reporting level below the operating segments.  Goodwill is not amortized but is subject to impairment
testing at least annually.  When a business entity is sold, goodwill is allocated to the disposed entity based on the fair value of that entity
compared to the fair value of the reporting unit in which it is included.
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The changes in the net carrying amount of goodwill by operating segment for the nine months ended September 30, 2006 are as follows:

Risk and
Insurance
Brokerage Insurance

(millions) Services Consulting Underwriting Total
Balance as of December 31, 2005 $ 3,753 $ 378 $ 11 $ 4,142
Goodwill acquired 106 � � 106
Goodwill related to disposals (8 ) � � (8 )
Foreign currency revaluation 168 2 � 170
Balance as of September 30, 2006 $ 4,019 $ 380 $ 11 $ 4,410

Other intangible assets are classified into three categories:

•  �Customer Related and Contract Based� include client lists as well as non-compete covenants;

•  �Present Value of Future Profits� represent the future profits of purchased books of business of the insurance
underwriting subsidiaries; and

•  �Marketing, Technology and Other� are all other purchased intangibles not included in the preceding
categories.

Other intangible assets by asset class are as follows:

Customer Present Value Marketing,
Related and of Future Technology

(millions) Contract Based Profits and Other Total
As of September 30, 2006
Gross carrying amount $ 222 $ 23 $ 227 $ 472
Accumulated amortization 191 21 124 336
Net carrying amount $ 31 $ 2 $ 103 $ 136

Customer Present Value Marketing,
Related and of Future Technology

(millions) Contract Based Profits and Other Total
As of December 31, 2005
Gross carrying amount $ 208 $ 23 $ 175 $ 406
Accumulated amortization 175 19 101 295
Net carrying amount $ 33 $ 4 $ 74 $ 111

Amortization expense for intangible assets for the years ended December 31, 2006, 2007, 2008, 2009 and 2010 is estimated to be $44 million,
$32 million, $26 million, $24 million and $20 million, respectively.
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9.  Restructuring Charges

2005 Restructuring Plan

In 2005, the Company commenced restructuring initiatives that are expected to be completed in 2007 and result in cumulative pretax charges
totaling approximately $300 million, including workforce reductions, lease consolidation costs, asset impairments and other expenses necessary
to implement the restructuring initiatives.  Costs related to the restructuring are included in compensation and benefits, other general expenses
and depreciation and amortization in the accompanying condensed consolidated statements of income.

The following is a summary of third quarter and nine months 2006, as well as inception to date restructuring and related expenses by type
incurred and the estimated total to be incurred through the end of the restructuring initiative:

(millions)
Third quarter
2006 Nine months 2006

Inception
to date

Estimated
Total

Workforce reduction $ 10 $ 42 $ 158 $  189
Lease consolidation 12 24 44 62
Asset impairments 3 5 22 28
Other related expenses 4 10 15 21
Total restructuring and related expenses $ 29 $ 81 $ 239 $ 300

The following is a summary of restructuring and related expenses incurred and estimated to be incurred, by segment, through the end of the
restructuring initiative:

(millions)
Third quarter
2006 Nine months 2006

Inception
to date

Estimated
Total

Risk and Insurance Brokerage Services $ 23 $ 66 $ 209 $  260
Consulting 5 13 21 30
Insurance Underwriting � � 3 4
Corporate and Other 1 2 6 6
Total restructuring and related expenses $ 29 $ 81 $ 239 $ 300

The following table sets forth the activity related to the 2005 restructuring plan liabilities:

(millions)
Balance at January 1, 2005 $ �
Expensed in 2005 141
Cash payments in 2005 (23 )
Foreign currency revaluation (2 )
Balance at December 31, 2005 116
Expensed in 2006 76
Cash payments in 2006 (118 )
Foreign currency revaluation 1
Balance at September 30, 2006 $ 75
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Restructuring Charges � Prior Years

In 1996 and 1997, Aon recorded restructuring liabilities as a result of the acquisition of Alexander and Alexander Services, Inc. (�A&A�) and Bain
Hogg.  During the third quarter and nine months 2006, Aon made payments of $1 million and $4 million, respectively, for these liabilities.  The
remaining liability of $23 million is primarily for lease abandonments and is being paid out over several years, as planned.

Aon�s unpaid liabilities are included in general expense liabilities in the condensed consolidated statements of financial position.

10.  Capital Stock

During the first nine months of 2006, Aon issued 2,270,000 new shares of common stock for employee benefit plans and 238,000 shares in
connection with the employee stock purchase plans.  In addition, Aon reissued 3,244,000 shares of treasury stock for employee benefit programs
and 111,000 shares in connection with the employee stock purchase plans.

In November 2005, Aon announced that its Board of Directors had authorized the repurchase of up to $1 billion of Aon�s common stock.  Shares
may be repurchased through the open market or in privately negotiated transactions from time to time, based on prevailing market conditions
and will be funded from available capital.  Any repurchased shares will be available for use in connection with employee stock plans and for
other corporate purposes.  The Company repurchased 5.6 million shares at a total cost of $190 million in third quarter 2006.  For the first nine
months of 2006, approximately 17.4 million shares were repurchased at a total cost of $658 million.  In fourth quarter 2006 through November
3, the Company repurchased an additional 2.6 million shares at a cost of $91 million.

There are also 22.4 million shares of common stock held in treasury at September 30, 2006 which are restricted as to their reissuance.

11.  Disposal of Operations

Discontinued Operations

In June 2006, Aon reached a definitive agreement to sell its warranty and credit operations, Aon Warranty Group (�AWG�), which was previously
included in the Insurance Underwriting segment, to Warrior Acquisition Corp., an affiliate of Onex Corporation, for approximately $710
million.  The disposition is subject to various closing conditions, including receipt of certain required regulatory approvals, and is expected to be
completed in the fourth quarter of 2006.  Operating results, including related Corporate and Other segment investment income, have been
reclassified to discontinued operations for the quarter and nine months ended September 30, 2006 and 2005.

In October 2006, Aon signed a letter of intent for the sale of its Construction Program Group (�CPG�), a managing general underwriter whose
policies were underwritten by Aon�s property and casualty operation, to Old Republic Insurance Company. The sale is for cash consideration of
$85 million and includes the transfer of approximately $300 million of unearned premium and claims reserves, which relate to business
previously written through CPG.  Results of CPG were previously included in both the Risk and Insurance Brokerage Services and Insurance
Underwriting segments.  The sale is expected to be completed in the
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fourth quarter of 2006.  Operating results have been reclassified to discontinued operations for the third quarter and nine months ended
September 30, 2006 and 2005.

In the third quarter 2006, in connection with the sale of AWG and CPG, Aon completed a detailed review of all of its property and casualty
reserves.  Based on the results of this review, the Company has increased its property and casualty reserves by approximately $102 million,
reflecting adverse development, refined assumptions and additional claim information relating to programs to be disposed of through sale or
run-off.  Aon recorded $81 million of this adjustment in continuing operations.  The remaining $21 million relates to CPG and was recorded in
discontinued operations.  Of the $81 million recorded in continuing operations, the majority related to National Program Services (NPS), an
independent managing general underwriter which wrote habitational risk on behalf of Virginia Surety.

In accordance with FASB Statement No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets, Aon has reclassified the assets
and liabilities of both AWG and CPG to assets held-for-sale and liabilities held-for-sale, respectively, in the September 30, 2006 and December
31, 2005 condensed consolidated statements of financial position.  Goodwill has been allocated to AWG and CPG based on their estimated fair
value compared to the fair value of the reporting units in which they were previously included.  The Company does not expect a pretax loss from
the sale of either AWG or CPG.

The assets and liabilities reclassified are as follows:

As of
September 30, December 31,

(millions) 2006 2005
Investments $ 2,312 $ 2,006
Receivables 628 562
Deferred policy acquisition costs 812 688
Goodwill and other intangible assets 252 253
Property and equipment and other assets 668 706
Total assets $ 4,672 $ 4,215
Policy liabilities $ 3,439 $ 3,007
General expenses and other liabilities 537 517
Total liabilities $ 3,976 $ 3,524

In fourth quarter 2005, Aon completed the sale of Swett & Crawford (�Swett�), its U.S.-based wholesale insurance brokerage unit.  Previously,
Swett was included in the Risk and Insurance Brokerage Services segment.  The sale resulted in a pretax gain of $239 million.

A&A Discontinued Operations

Prior to its acquisition by Aon, A&A discontinued its property and casualty insurance underwriting operations in 1985, some of which were then
placed into run-off, with the remainder sold in 1987.  In connection with those sales, A&A provided indemnities to the purchaser for various
estimated and potential liabilities, including provisions to cover future losses attributable to insurance pooling arrangements, a stop-loss
reinsurance agreement and actions or omissions by various underwriting agencies previously managed by an A&A subsidiary.

As of September 30, 2006, the liabilities associated with the foregoing indemnities were included in other liabilities in the condensed
consolidated statements of financial position.  Such liabilities amounted to $83 million.  Reinsurance recoverables and other assets related to
these liabilities are $96 million.  In third quarter 2006, an agreement was reached relating to the settlement of certain legacy reinsurance claims,
which resulted in a pretax gain, net of expenses, of $13 million.  The remaining insurance liabilities represent estimates of known and future
claims expected to be settled over the next 20 to 30 years, principally with regards to asbestos, pollution and other health exposures.  Although
these liabilities represent a best estimate of the probable liabilities, adverse developments may occur given the nature of the information
available and the variables inherent in the estimation processes.
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The operating results of all these businesses are classified as discontinued operations, and prior year�s operating results have been reclassified to
discontinued operations, as follows:

Third quarter ended
September 30,

Nine months ended
September 30,

(millions) 2006 2005 2006 2005
Revenues:
AWG $ 320 $ 316 $ 923 $ 910
CPG 61 53 183 148
Swett � 50 � 155
Other 1 3 1 7
Total $ 382 $ 422 $ 1,107 $ 1,220

Pretax income (loss):
Operations:
AWG $ 25 $ 31 $ 72 $ 70
CPG (14 ) 5 7 20
Swett � 2 � 28
Other 13 1 12 1

24 39 91 119
Gain (loss) on sale � other � � 1 (3 )
Total $ 24 $ 39 $ 92 $ 116

After-tax income (loss):
Operations $ 16 $ 25 $ 59 $ 47
Sale � � (1 ) (2 )
Total $ 16 $ 25 $ 58 $ 45

12.  Net Periodic Benefit Cost

The following table provides the components of the net periodic benefit cost for Aon�s U.S. plans:

Pension Benefits Other Benefits
(millions) Third quarter ended September 30: 2006 2005 2006 2005
Service cost $ 12 $ 15 $ 1 $ �
Interest cost 26 23 1 1
Expected return on plan assets (29 ) (24 ) � �
Amortization of prior service cost 1 (1 ) (1 ) �
Amortization of net loss 15 9 � �
Net periodic benefit cost $ 25 $ 22 $ 1 $ 1
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Pension Benefits Other Benefits
(millions) Nine months ended September 30: 2006 2005 2006 2005
Service cost $ 45 $ 46 $ 2 $ 2
Interest cost 76 70 3 3
Expected return on plan assets (86 ) (70 ) � �
Amortization of prior service cost 1 (1 ) (1 ) (1 )
Amortization of net loss 38 29 � �
Net periodic benefit cost $ 74 $ 74 $ 4 $ 4

The following table provides the components of net periodic benefit costs for Aon�s material international pension plans, which are located
primarily in the U.K. and The Netherlands:

Pension Benits
Third quarter ended
September 30,

Nine months ended
September 30,

(millions) 2006 2005 2006 2005
Service cost $ 16 $ 15 $ 48 $ 46
Interest cost 56 48 163 149
Expected return on plan assets (58 ) (46 ) (168 ) (140 )
Amortization of prior service costs 1 1 1 1
Amortization of net loss 23 17 67 53
Net periodic benefit cost $ 38 $ 35 $ 111 $ 109

Employer Contribution

As previously disclosed in its 2005 financial statements, Aon currently expects to contribute $6 million in 2006 to its U.S. defined benefit
pension plans to satisfy minimum funding requirements and $4 million to fund other postretirement benefit plans.  As of September 30, 2006,
contributions of $4 million have been made to the U.S. pension plans and $3 million to other postretirement benefit plans.

Aon previously disclosed in its 2005 financial statements that it expected to contribute $180 million in 2006 to its major international defined
benefit pension plans.  Based on current rules and assumptions, Aon now plans to contribute approximately $354 million to its major
international defined pension plans during 2006.  As of September 30, 2006, $309 million has been contributed.  This amount includes
contributions of 4.1 million Endurance warrants, valued at $73 million, $34 million of notes issued by PEPS I, and convertible preferred stock in
Scandent Holdings Mauritius Limited, received as part of the sale proceeds of Cambridge Integrated Services Group, valued at $58 million.

13.  Other-Than-Temporary Impairments

The following table analyzes our investment positions with unrealized losses segmented by quality and period of continuous unrealized loss as
of September 30, 2006.
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Investment Grade
6-12

($ in millions) 0-6 Months Months > 12 Months Total

FIXED MATURITIES
U.S. government & agencies
# of positions � 21 31 52
Fair Value $ � $ 53 $ 175 $ 228
Amortized Cost � 54 180 234
Unrealized Loss � (1 ) (5 ) (6 )
Foreign government
# of positions 16 77 36 129
Fair Value $ 148 $ 683 $ 305 $ 1,136
Amortized Cost 149 690 313 1,152
Unrealized Loss (1 ) (7 ) (8 ) (16 )
Corporate securities
# of positions 14 206 212 432
Fair Value $ 22 $ 459 $ 345 $ 826
Amortized Cost 22 470 358 850
Unrealized Loss � (11 ) (13 ) (24 )
Mortgage & asset backed securities
# of positions 3 64 303 370
Fair Value $ 9 $ 65 $ 201 $ 275
Amortized Cost 9 65 207 281
Unrealized Loss � � (6 ) (6 )

TOTAL FIXED MATURITIES
# of positions 33 368 582 983
Fair Value $ 179 $ 1,260 $ 1,026 $ 2,465
Amortized Cost 180 1,279 1,058 2,517
Unrealized Loss (1 ) (19 ) (32 ) (52 )

% of Total Unrealized Loss 2 % 35 % 59 % 96 %

Non-Investment Grade
6-12

0-6 Months Months > 12 Months Total
EQUITIES
# of positions 2 1 � 3
Fair Value $ 20 $ 14 $ � $ 34
Amortized Cost 21 15 � 36
Unrealized Loss (1 ) (1 ) � (2 )

% of Total Unrealized Loss 2 % 2 % 0 % 4 %

For categorization purposes, Aon considers any rating of Baa or higher by Moody�s Investor Services or equivalent rating agency to be
investment grade.  Aon has no fixed maturities below investment grade with an unrealized loss.

Aon�s fixed-maturity portfolio in total had a $52 million gross unrealized loss at September 30, 2006, and is subject to interest rate, market, and
credit risks.  No single position had an unrealized loss greater than $2 million. With a carrying value of $2,962 million at September 30, 2006,
Aon�s total fixed-maturity portfolio is approximately 99% investment grade based on market value.  Fixed-maturity securities with an unrealized
loss are all investment grade and have a weighted average rating of �Aa� based on amortized cost. Aon�s non-publicly-traded fixed maturity
portfolio had a carrying value of $197 million, including $16
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million in notes issued by PEPS I to Aon.  In 2006, Aon, via its U.K. subsidiary, contributed $34 million of PEPS I notes to one of its U.K.
pension plans.  Valuations of these securities primarily reflect the fundamental analysis of the issuer and current market price of comparable
securities.

Aon�s equity portfolio is comprised of non-redeemable preferred stocks, publicly traded common stocks and other common and preferred stocks
not publicly traded.  This portfolio had $2 million of gross unrealized losses at September 30, 2006, and is subject to interest rate, market, credit,
illiquidity, concentration and operational performance risks.

Aon reviews invested assets with material unrealized losses each quarter.  Please see Management�s Discussion and Analysis of Financial
Condition and Results of Operations � Critical Accounting Policies and Estimates in Aon�s 2005 Annual Report on Form 10-K for further
information.

14.  Notes Payable

In April 2006, an indirect wholly-owned subsidiary of Aon issued CAD 375 million (US $337 million at September 30, 2006 exchange rates) of
5.05% senior unsecured debentures due in April 2011.  The principal and interest on the debentures is unconditionally and irrevocably
guaranteed by Aon.  The net proceeds from the offering were used to repay outstanding indebtedness under the Company�s �650 million (U.S.
$825 million at September 30, 2006 exchange rates) Euro credit facility.

15.  Contingencies

Aon and its subsidiaries are subject to numerous claims, tax assessments, lawsuits and proceedings that arise in the ordinary course of business. 
The damages claimed in these matters are or may be substantial, including, in many instances, claims for punitive, treble or extraordinary
damages.  Aon has purchased errors and omissions (�E&O�) insurance and other appropriate insurance to provide protection against losses that
arise in such matters.  Accruals for these items, and related insurance receivables, when applicable, have been provided to the extent that losses
are deemed probable and are reasonably estimable.  These accruals and receivables are adjusted from time to time as developments warrant.

In 2004, Aon, other insurance brokers, insurers and numerous other industry participants received subpoenas and other requests for information
from the office of the Attorney General of the State of New York and from other states relating to certain practices in the insurance industry.

On March 4, 2005, Aon entered into an agreement (the �Settlement Agreement�) with the Attorney General of the State of New York, the
Superintendent of Insurance of the State of New York, the Attorney General of the State of Connecticut, the Illinois Attorney General and the
Director of the Division of Insurance, Illinois Department of Financial and Professional Regulation (collectively, the �State Agencies�) to resolve
all the issues related to investigations conducted by the State Agencies.

As has been described in detail in Aon�s previous financial filings, the Settlement Agreement requires Aon to pay between 2005-2007 a total of
$190 million into a fund (the �Fund�) to be distributed to certain Eligible Policyholder clients.  The Settlement Agreement sets forth the
procedures under which Aon mailed notices to its Eligible Policyholder clients and distributes the Fund to Participating Policyholder clients.  In
order to obtain a payment from the Fund, Participating Policyholders were
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required to tender a release of claims against the Company arising from acts, omissions, transactions or conduct that were the subject of the
investigations.

As required by the Settlement Agreement, within 60 days of the effective date of that agreement, the Company commenced the implementation
of certain business reforms, including agreeing not to accept contingent compensation as defined in the Settlement Agreement.

Purported clients have also filed civil litigation against Aon and other companies under a variety of laws and legal theories relating to broker
compensation practices and other issues under investigation by New York and other states.  As previously reported, a putative class action styled
Daniel v. Aon (Affinity) has been pending in the Circuit Court of Cook County, Illinois since August 1999.  On March 9, 2005, the Court gave
preliminary approval to a nationwide class action settlement within the $40 million reserve established in the fourth quarter of 2004.  The Court
granted final approval to the settlement in March 2006.  Parties that objected to the settlement have appealed.

Beginning in June 2004, a number of other putative class actions were filed against Aon and other companies by purported classes of clients
under a variety of legal theories, including state tort, contract, fiduciary duty, antitrust and statutory theories and federal antitrust and Racketeer
Influenced and Corrupt Organizations Act theories.  These actions are currently pending in state court in California and in federal court in New
Jersey.  Aon believes it has meritorious defenses in all of these cases and intends to vigorously defend itself against these claims.  The outcome
of these lawsuits, and any losses or other payments that may occur as a result, cannot be predicted at this time.

Beginning in late October 2004, several putative securities class actions were filed against Aon in the U.S. District Court for the Northern
District of Illinois.  Also beginning in late October 2004, several putative ERISA class actions were filed against Aon in the U.S. District Court
for the Northern District of Illinois.  Aon believes it has meritorious defenses in all of these cases and intends to vigorously defend itself against
these claims.  The outcome of these lawsuits, and any losses or other payments that may occur as a result, cannot be predicted at this time.

With respect to the various class actions that have been filed, we are unable to estimate a range of possible losses, as these actions have not yet
progressed to the stages where damages can be estimated.

In May 2005, the Office of the U.S. Attorney for the Southern District of New York and the Securities and Exchange Commission sent to Aon
subpoenas seeking information relevant to these agencies� industry-wide investigations of finite risk insurance.  Aon is fully cooperating with
these investigations.  Because this is an industry-wide investigation, and there is no indication at this time that Aon will incur any liability in
connection with the investigation, Aon is unable at this time to provide an estimate of any possible losses.

In February 2006, Lloyds announced that it had brought suit in London against Benfield and a subsidiary of Aon to recover alleged losses
relating to these brokers� placement of insurance for Lloyds�s New Central Fund.  Lloyds alleges that its brokers did not fairly present the risk to
reinsurers and thus that the brokers should be held liable for reinsurers� failure to pay approximately ₤325 million ($616 million based on
September 30, 2006 exchange rate) in claims.  Aon disputes Lloyds�s allegations, believes that it has meritorious defenses and intends to
vigorously defend itself against Lloyds�s claims.  Aon is unable at this time to provide an estimate of a range of possible losses because this
action has not progressed to the stage where possible damages can be estimated.
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Although the ultimate outcome of all matters referred to above cannot be ascertained, and liabilities in indeterminate amounts may be imposed
on Aon or its subsidiaries, on the basis of present information, amounts already provided, availability of insurance coverages and legal advice
received, it is the opinion of management that the disposition or ultimate determination of such claims will not have a material adverse effect on
the consolidated financial position of Aon.  However, it is possible that future results of operations or cash flows for any particular quarterly or
annual period could be materially affected by an unfavorable resolution of these matters.

16.  Subsequent Event

On November 1, 2006, Aon announced proposed changes to its U.S. and U.K. defined benefit pension plans.  Changes to the pension plans will
not affect pension plan benefits earned by participants prior to the effect date of the changes.

Effective January 1, 2007, future benefits in the Company�s U.S. defined benefit pension plan will be calculated based on a �career average pay�
formula instead of a �final average pay� formula.  The change is anticipated to affect approximately 11,000 active employees covered by the U.S.
plan.  The U.S. plan was closed to new entrants effective January 1, 2004.

For its U.K. defined benefit pension plans, the Company is proposing to cease crediting future benefits relating to salary and service, subject to
trustee approval and member consultation.  The proposed change would affect approximately 1,700 active employees and is anticipated to take
effect during the first half of 2007.  Subject to approval of the trustees, it is proposed that the future pension provision will be provided under the
defined contribution section of the Aon U.K. Pension Scheme.  The U.K. defined benefit plans were closed to new entrants effective January 1,
1999.
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ITEM 2.   MANAGEMENT�S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

Overview

This Management�s Discussion and Analysis is divided into six sections.  First, key recent events are described that have affected or will affect
our financial results during 2006.  Next, we discuss our critical accounting policies with respect to the implementation of the new accounting
pronouncements on share-based payments, changes to pension accounting and income taxes.  We then review our consolidated results and
segments with comparisons from third quarter and nine months 2006 to the corresponding periods in 2005.  We then discuss our financial
condition and liquidity as well as information on our off balance sheet arrangements.  The final section addresses certain factors that can
influence future results.

The outline for our Management�s Discussion and Analysis is as follows:

KEY RECENT EVENTS

Sale and Strategic Analysis of Certain Businesses

Underwriting Reserve Adjustments

Restructuring Initiatives

Changes to U.S. and U.K. Pension Plans

U.K. Pension Contributions

Stock Repurchase Program

CRITICAL ACCOUNTING POLICIES

Share-based Payments

New Accounting Standard on Pension Accounting

New Accounting Interpretation on Uncertainty in Income Taxes

REVIEW OF CONSOLIDATED RESULTS

General

Consolidated Results

REVIEW BY SEGMENT

General

Risk and Insurance Brokerage Services

Consulting

Insurance Underwriting

Corporate and Other
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FINANCIAL CONDITION AND LIQUIDITY

Cash Flows

Financial Condition

Short-term Borrowings and Notes Payable

Stockholders� Equity

Off Balance Sheet Arrangements

INFORMATION CONCERNING FORWARD-LOOKING STATEMENTS

25

Edgar Filing: AON CORP - Form 10-Q

CRITICAL ACCOUNTING POLICIES 32



Key Recent Events

Sale and Strategic Analysis of Certain Businesses

In June 2006, we reached a definitive agreement to sell our warranty and credit operations, Aon Warranty Group (�AWG�) which was previously
included in our Insurance Underwriting segment, to Warrior Acquisition Corp., an affiliate of Onex Corporation, for approximately $710
million.  The disposition is conditional upon certain required regulatory approvals, and is expected to be completed in the fourth quarter of
2006.  The operating results of this business, including related Corporate and Other segment investment income, have been reclassified to
discontinued operations for the third quarter and nine months ended September 30, 2006 and 2005.

In October 2006, we signed a letter of intent to sell a portion of our specialty property and casualty businesses, the Construction Program Group
(�CPG�), a managing general underwriter whose policies were underwritten by our property and casualty operation, to Old Republic Insurance
Company. The sale is for cash consideration of $85 million and the transfer of approximately $300 million of unearned premiums and claims
reserves, which relate to business previously written through CPG.  The sale is expected to be completed in the fourth quarter of 2006.  The
operating results of this business have been reclassified to discontinued operations for the third quarter and nine months ended September 30,
2006 and 2005.

For both the AWG and CPG transactions, we expect to sell the businesses for more than their recorded book value.

We have placed the remainder of the Specialty Property and Casualty programs in run-off, and continue to explore disposition alternatives.  We
believe this action will enable us to focus our attention and resources on our core businesses.

See Note 11 to the condensed consolidated financial statements, �Disposal of Operations,� for further information.

Underwriting Reserve Adjustments

We continually review the adequacy of our policy liabilities.  During the third quarter in connection with the sale of AWG and CPG, we
completed a detailed review of all of our property and casualty reserves.  Based on the results of this review, we have increased our property and
casualty reserves by approximately $102 million, reflecting adverse development, refined assumptions and additional claim information relating
to programs to be disposed of through sale or run-off.  We recorded $81 million of this adjustment in continuing operations.  The remaining $21
million relates to CPG and was recorded in discontinued operations.  Of the $81 million recorded in continuing operations, the majority related
to National Program Services (NPS), an independent managing general underwriter which wrote habitational risk on behalf of Virginia Surety.

Restructuring Initiatives

We continue to execute and refine the restructuring initiatives announced in 2005 with the purpose of maximizing our revenue potential and
eliminating unnecessary costs.  The identified restructuring initiatives are expected to result in cumulative pretax charges totaling approximately
$300 million over a three-year period.  Through September 30, 2006 we incurred $239 million of expenses relating to these efforts.  The
restructuring expenses are composed of workforce reductions, lease consolidations, asset impairments, and other related expenses.  We expect
the remaining expenses to affect our continuing operations through the end of 2007.  We anticipate that these initiatives will lead to annualized
pretax savings of approximately $210 million by 2008.  The cost and savings estimates may change as actual results become known and we
finalize restructuring opportunities.
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The 2005 Restructuring Plan is expected to result in the elimination or outsourcing of 3,200 job positions and space consolidation in certain
locations. This is an increase of 800 job positions from second quarter 2006, primarily due to additional offshoring and outsourcing initiatives.
When offices close we recognize losses on subleases or lease buy-outs; such situations may also trigger asset impairments.  The following is a
summary of restructuring and related expenses by type incurred and estimated to be incurred through the end of the restructuring initiative:

Actual Estimated(1)

(millions)
Full Year
2005

First Qtr.
2006

Second Qtr.
2006

Third Qtr.
2006

Year-to-date
2006

Fourth Qtr.
 2006

Full Year
2007 Total

Costs By Type:
Workforce reduction $ 116 $ 25 $ 7 $ 10 $ 42 $ 20 $ 11 $ 189
Lease consolidation 20 5 7 12 24 6 12 62
Asset impairments 17 1 1 3 5 3 3 28
Other related expenses 5 2 4 4 10 2 4 21
Total $ 158 $ 33 $ 19 $ 29 $ 81 $ 31 $ 30 $ 300
Estimated Savings $ 5 $ 18 $ 29 $ 35 $ 82

(1)  Our estimated costs are forward looking and should be read in connection with our risk factors in our 2005
Form 10-K.  Actual costs may vary due to changes in the assumptions built into this plan. Some of the assumptions
likely to change when plans are finalized and approved include changes in severance calculations, the assumptions
underlying our sublease loss calculations due to changing market conditions and our overall analysis that might cause
us to add or cancel component initiatives.

Year-to-date, restructuring and related expenses amounted to $81 million, which include:

•  $42 million year-to-date in workforce reduction costs.

•  $24 million in lease consolidation costs, reflecting leases terminated or abandoned in the U.S. and the U.K.

•  $5 million of asset impairments attributable to leasehold impairment write-downs on abandoned leases.

•  $10 million in other related expenses, which represent fees paid to outside parties for work related to the
restructuring.

Below is a detail of the restructuring and related expense by segment:

Actual Estimated
Full  Year
2005

First Qtr.
2006

Second Qtr.
2006

Third Qtr.
2006

Inception to
Date

Fourth Qtr.
2006

Full Year
2007 Total

Risk and Insurance
Brokerage Services $ 143 $ 26 $ 17 $ 23 $ 209 $ 29 $ 22 $ 260
Consulting 8 6 2 5 21 2 7 30
Insurance Underwriting 3 � � � 3 � 1 4
Corporate 4 1 � 1 6 � � 6
Total $ 158 $ 33 $ 19 $ 29 $ 239 $ 31 $ 30 $ 300
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The following table details the restructuring and related expenses incurred in 2005 and first nine months of 2006 and estimated for the remainder
of 2006 and 2007 by geographic region:

United United Continent Rest of
Costs By Region: States Kingdom Of Europe World Total
Incurred:
2005 $ 28 $ 92 $ 30 $ 8 $ 158

1st Quarter 2006 12 13 5 3 33
2nd Quarter 2006 3 15 � 1 19
3rd Quarter 2006 18 14 (5 ) 2 29

Estimated:
4th Quarter 2006 13 7 11 � 31
2007 19 4 7 � 30
Total incurred and remaining estimated $ 93 $ 145 $ 48 $ 14 $ 300

In addition to these actions, we are exploring additional initiatives that will likely be decided by the end of 2006, which may result in an increase
in estimated restructuring costs and related savings.  We currently expect to finalize the plan by the end of 2006.

Changes to U.S. and U.K. Pension Plans

Effective January 1, 2007, future benefits in the U.S. defined benefit pension plan will be calculated based on a �career average pay� formula
instead of a �final average pay� formula. The change is anticipated to affect approximately 11,000 active employees covered by the U.S. plan. The
U.S. plan was closed to new entrants effective January 1, 2004.

For our U.K. defined benefit pension plans, we are proposing to cease crediting future benefits relating to salary and service, subject to trustee
approval and member consultation. The proposed change would affect approximately 1,700 active employees and is anticipated to take effect
during the first half of 2007. Subject to approval of the trustees, we proposed that the future pension provision will be provided under the defined
contribution section of the Aon U.K. Pension Scheme. The U.K. defined benefit plans were closed to new entrants effective January 1, 1999.

U.K. Pension Contributions

In first quarter 2006, we contributed cash and certain financial investments valued at approximately $227 million to our U.K. pension plans. 
Included in the contribution were part of our holdings in PEPS I notes, investment in Endurance warrants, and our investment in Scandent
Holdings Mauritius Limited (�Scandent�), received as part of the sale of Cambridge Integrated Services Group, valued at $58 million.  Our
year-to-date Corporate and Other segment investment income includes a $17 million decrease in the fair value of the Endurance warrants prior
to their contribution on March 31.  The year-to-date results of our Risk and Insurance Brokerage Services segment includes a realized gain
recognized on the contribution of our investment in Scandent of $35 million.

Share Repurchase Program

We continue a $1 billion share buyback program and through September 30, 2006 have now repurchased 18 million shares at a cost of $683
million dollars.  Of the shares repurchased, we have reissued 3.4 million shares for stock options, stock awards and other benefit plans.
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CRITICAL ACCOUNTING POLICIES

Other than as discussed below, there have been no changes in the Company�s critical accounting policies, which include restructuring, pensions,
contingencies, policy liabilities, valuation of investments and intangible assets, as discussed in the Annual Report on Form 10-K filed for the
year ended December 31, 2005.

Share-based Payments

On January 1, 2006, Aon adopted FASB Statement No. 123(R), which requires the measurement and recognition of compensation expense for
all share-based payments to employees, including grants of employee stock options and employee stock purchases related to the Employee Stock
Purchase Plan, based on estimated fair values.

Prior to the adoption of Statement No. 123(R), Aon accounted for stock-based awards to employees using the intrinsic value method in
accordance with APB No. 25 as allowed under Statement No. 123.  Under the intrinsic value method, no stock-based compensation expense was
recognized in the condensed consolidated statements of income other than for restricted stock units, because the exercise price of Aon�s stock
options granted to employees equaled the fair market value of the underlying stock at the date of grant.

Aon adopted Statement No. 123(R) using the modified prospective transition method.  In accordance with the modified prospective transition
method, the Company�s condensed consolidated financial statements for prior periods have not been restated.

Stock-based compensation expense recognized during the period is based on the value of the portion of share-based payment awards that is
ultimately expected to vest during the period.  Stock-based compensation expense recognized in Aon�s condensed consolidated statements of
income for the three and nine months ended September 30, 2006 included compensation expense for share-based payment awards granted prior
to, but not yet vested as of December 31, 2005 based on the grant date fair value estimated in accordance with the pro forma provisions of
Statement No. 123 and compensation expense for the share-based payment awards granted subsequent to December 31, 2005 based on the grant
date fair value estimated in accordance with the provisions of Statement No. 123(R).  Because stock-based compensation expense recognized is
based on awards ultimately expected to vest, it has been reduced for estimated forfeitures.  Statement No. 123(R) requires forfeitures to be
estimated at the time of grant and revised, if necessary, in subsequent periods if actual forfeitures differ from those estimates.  In Aon�s pro forma
information required under Statement No. 123 for the periods prior to 2006, Aon accounted for forfeitures on restricted stock units as they
occurred, but estimated forfeitures on stock options.

Upon adoption of Statement No. 123(R), Aon also changed its method of valuation for stock options granted beginning in 2006 to a
lattice-binomial option-pricing model from the Black-Scholes option-pricing model, which was previously used for Aon�s pro forma information
required under Statement No. 123.  Aon�s determination of fair value of share-based payment awards on the date of grant using an option-pricing
model is affected by Aon�s stock price as well as assumptions regarding a number of variables, which include, but are not limited to, Aon�s
expected stock price volatility over the term of the awards, and actual and projected employee stock option exercise behaviors.

Included in Aon�s third quarter and year-to-date compensation and benefits expense is $6 million and $19 million, respectively, of expense
related to the amortization of stock options with no corresponding amount recorded in 2005.  Included in year-to-date cumulative effect of a
change in accounting principle is an after-tax positive impact of $1 million reflecting the beneficial impact of estimating forfeitures.
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New Accounting Standard on Pension Accounting

In September 2006, the FASB issued Statement No. 158, Employer�s Accounting for Defined Benefit Pension and Other Postretirement Plans,
an amendment of FASB Statements No. 87, 88, 106, and 132(R).  The statement requires balance sheet recognition of the funded status of
defined benefit postretirement plans, including pension plans effective for our December 31, 2006 financial statements.  The statement also
requires companies to measure plan assets and obligations as of the date of the year-end financial statements beginning in 2008, with early
adoption permitted.  If Aon had adopted this standard as of December 31, 2005, the total impact would have been to reduce the Company�s
stockholders� equity by approximately $500 million. Changes to plan assumptions used to measure the plans at December 31, 2006 (e.g. discount
rates and return on assets) will impact this amount.  Additionally, the Company has proposed changes to its U.S. and U.K. defined benefit
pension plans that will also have some impact on the 2006 measurement.  The Company has elected to early adopt the measurement date
provisions in 2006.

New Accounting Interpretation on Uncertainty in Income Taxes

In July 2006, the FASB issued Interpretation No. 48 (FIN 48), Accounting for Uncertainty in Income Taxes - an interpretation of FASB
Statement No. 109.  FIN 48 clarifies the accounting for uncertainty in income taxes recognized in a company�s financial statements in accordance
with FASB Statement No. 109, Accounting for Income Taxes.  FIN 48 prescribes a recognition threshold and measurement of a tax position
taken or expected to be taken in a tax return. This Interpretation also provides guidance on derecognition, classification, interest and penalties,
accounting in interim periods, disclosure, and transition.

The evaluation of a tax position in accordance with this Interpretation is a two-step process. First, we will determine whether it is more likely
than not that our tax positions will be sustained upon examination, including resolution of any related appeals or litigation processes, based on
the technical merits of the position. In evaluating whether a tax position has met the more-likely-than-not recognition threshold, we must
presume that the position will be examined by the appropriate taxing authority that would have full knowledge of all relevant information. Next,
a tax position that meets the more-likely-than-not recognition threshold is measured to determine the amount of benefit to recognize in the
financial statements. The tax position is measured at the largest amount of benefit that is greater than 50 percent likely of being realized upon
ultimate settlement.

Differences between tax positions taken in a tax return and amounts recognized in the financial statements will generally result in either an
increase in a liability for income taxes payable and or a reduction of an income tax refund receivable.

The adoption of FIN 48 may result in the recognition or derecognition of tax positions which would impact our tax assets and liabilities.  Upon
assessing the tax assets and liabilities we will be required to record a cumulative transition adjustment if the new evaluation threshold changes
our positions previously reflected in our Consolidated Statements of Financial Position.  This interpretation applies to our financial statements
beginning in 2007.  We are currently evaluating the impact that the adoption of FIN 48 will have, if any, on the consolidated financial
statements.
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REVIEW OF CONSOLIDATED RESULTS

General

In the discussion of operating results, we sometimes refer to supplemental information extracted from consolidated financial information which
is not required to be presented in the financial statements by U.S. generally accepted accounting principles (�GAAP�).

Supplemental information related to organic revenue growth is information that management believes is an important measure to evaluate
business production from existing operations.  We also believe that this supplemental information is helpful to investors.  Organic revenue
growth excludes from reported revenue the impact of foreign exchange, acquisitions, divestitures, transfers between business units, investment
income, reimbursable expenses, unusual items, and for the insurance underwriting segment only, an adjustment between written and earned
premium.

The supplemental organic revenue growth information does not affect net income or any other GAAP reported figures.  It should be viewed in
addition to, not in lieu of, our condensed consolidated statements of income.  Industry peers provide similar supplemental information about
their revenue performance, although they do not necessarily make identical adjustments.

Aon has offices in over 120 countries and sovereignties.  Movement of foreign exchange rates in comparison to the U.S. dollar may be
significant and will distort true period-to-period comparisons of changes in revenue or pretax income.  Therefore, management has isolated the
impact of the change in currencies between periods by providing percentage changes on a comparable currency basis for revenue, and has
disclosed the effect on earnings per share.  Reporting on this basis gives financial statement users more meaningful information about our
operations.

Certain tables in the segment discussions show a reconciliation of organic revenue growth percentages to the reported revenue growth
percentages for the segments and sub-segments.  We separately disclose the impact of foreign currency as well as the impact from acquisitions,
divestitures, and transfers of business units, which represent the most significant reconciling items.  Other reconciling items are generally not
significant individually, or in the aggregate, and are therefore totaled in an �all other� category.  If there is a significant individual reconciling item
within the �all other� category, we provide additional disclosure in a footnote.
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Consolidated Results

The following table and commentary provide selected consolidated financial information.

Third quarter ended Nine months ended
Sept. 30, Sept. 30, Percent Sept. 30, Sept. 30, Percent

(millions) 2006 2005 Change 2006 2005 Change
Revenue:
Brokerage commissions and fees $ 1,589 $ 1,527 4 % $ 4,852 $ 4,756 2 %
Premiums and other 487 436 12 1,423 1,307 9
Investment income 92 55 67 266 186 43
Total consolidated revenue 2,168 2,018 7 6,541 6,249 5

Expenses:
Compensation and benefits 1,116 1,033 8 3,344 3,194 5
Other general expenses 474 494 (4 ) 1,394 1,382 1
Benefits to policyholders 349 240 45 864 708 22
Depreciation and amortization 56 77 (27 ) 166 198 (16 )
Interest expense 34 29 17 99 94 5
Provision for New York and other state settlements � 1 (100 ) 2 4 (50 )
Total expenses 2,029 1,874 8 5,869 5,580 5
Income from continuing operations before provision for income
tax $ 139 $ 144 (3 )%$ 672 $ 669 � %
Pretax margin-continuing operations 6.4 % 7.1 % 10.3 % 10.7 %

Revenue

Brokerage commissions and fees increased by $62 million or 4% from third quarter 2005.  Year-to-date revenue increased
$96 million or 2% from the comparable 2005 period.  Organic growth in Risk and Insurance Brokerage Services of
3% and 2% on a quarterly and year-to-date basis, respectively, drove the increases.

Premiums and other increased $51 million or 12% from third quarter 2005 and $116 million or 9% on a year-to-date
basis, driven by strong growth in a supplemental health product in our accident & health and life sub-segment.

Investment income increased $37 million or 67% from third quarter 2005 and $80 million or 43% on a year-to-date basis. 
The third quarter and year-to-date increases were primarily driven by higher interest rates and investment balances. 
Year-to-date results also benefited from a $35 million gain related to our U.K. pension plan contribution.  The
year-to-date mark-to-market adjustment for our Endurance warrants was a negative $17 million in 2006 and a positive
$2 million in 2005.

Expenses

Compensation and benefits increased $83 million and $150 million on a quarterly and year-to-date basis, respectively. 
Driving the increases for both periods are restructuring costs, higher incentive costs, including the expensing of stock
options consistent with the adoption of Statement No. 123(R), increased benefits, acquisitions, and for the quarter, the
impact of foreign exchange.

Other general expenses dropped $20 million or 4% on a quarterly basis, but increased $12 million or 1% on a year-to-date
basis.  The quarterly drop was driven by:

•  $30 million gain on the sale of a building in Spain
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•  $22 million of claims servicing obligations incurred in 2005 in the UK, with no corresponding amount in
2006.
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These items were partially offset by the impact of foreign currency translation and hedging.  On a year-to-date basis, other general expenses rose
$12 million or 1%.  The increase was attributable to the impact of our hedging program and increased legal fees and restructuring costs, which
more than offset the gain on the sale of the building and last year�s claims servicing obligation expenses.

Benefits to policyholders increased $109 million for the quarter and $156 million year-to-date.  The increase for both
periods was driven by an increase of $81 million for our property and casualty reserves as discussed in the Key Recent
Events section, as well as increases driven by the growth in our supplemental health product.

Depreciation expense decreased $21 million or 27% and $32 million or 16% on a quarterly and year-to-date basis,
respectively.  The decline was caused by asset disposals and write-offs in 2005, offset in part by restructuring-related
asset impairments in the current year.

Interest expense increased $5 million or 17% and $5 million or 5% on quarterly and year-to-date basis, respectively.  The
increases were driven by increased borrowings and higher interest rates.

Income from Continuing Operations Before Provision for Income Tax and Cumulative Effect of a Change in Accounting Principle

Income from continuing operations before provision for income tax decreased $5 million to $139 million in third quarter 2006, as compared to
$144 million for third quarter 2005.  The 3% decline is attributable to organic revenue growth in all operating segments along with the gain on
the sale of a building in Spain and higher investment income, which was more than offset by the increase in our property and casualty reserves,
stock option expense and higher incentive compensation.

On a year-to-date basis, income from continuing operations, before provision for income tax and the cumulative effect of a change in accounting
principle, increased $3 million to $672 million in 2006, as compared to $669 million for 2005.  The relatively consistent income is attributable to
organic revenue growth primarily in the Risk and Insurance Brokerage Services and Insurance Underwriting segments, a gain from the
contribution of an investment to the U.K. pension plans, a gain on the sale of a building in Spain, and higher investment income.  These
improvements were offset by the increase in our property and casualty reserves, stock option expense and higher incentives, increased
restructuring expenses, a decrease in the value of our former investment in Endurance warrants and unfavorable foreign exchange.

Income Taxes

The effective tax rate for continuing operations was 35.3% and 32.6% for the third quarters ended September 30, 2006 and 2005, respectively,
and 34.8% and 30.0% for the first nine months of 2006 and 2005, respectively.  The effective tax rate for the third quarter and first nine months
of 2006 reflects the geographic distribution of earnings and lower tax rates in certain countries.  The comparable rates for 2005 were impacted
by favorable resolution of certain tax matters.

Income from Continuing Operations

Income from continuing operations before accounting change for third quarter 2006 and 2005 was $90 million and $97 million, respectively. 
Basic and diluted income per share in 2006 was $0.29 and $0.27, respectively, versus $0.29 for both basic and diluted income per share in 2005. 
Income from continuing operations in 2006 included $0.01 per share for hedging and currency translation losses, respectively.

Income from continuing operations before accounting change for the first nine months of 2006 and 2005 was $438 million and $468 million,
respectively.  Basic and diluted income per share in 2006 was $1.37 and $1.29, respectively, versus $1.45 and $1.39, respectively, in 2005. 
Income from continuing operations included hedging and currency losses of $0.02 each per share in 2006.
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Discontinued Operations

Third quarter income from discontinued operations was $16 million in 2006 ($0.05 per basic and diluted share) versus $25 million in 2005
($0.08 per basic and $0.07 per diluted share).  For the first nine months of 2006 and 2005, income from discontinued operations was $58 million
($0.18 per basic and $0.17 per diluted share), and $45 million ($0.14 per basic and $0.13 per diluted share), respectively.  Discontinued
operations principally include AWG and CPG (see Key Recent Events) for all periods and our Swett operation in 2005.  Results in 2005 were
impacted by unfavorable deferred tax adjustments.  Current quarter and year-to-date 2006 results include a $21 million pretax reserve increase in
CPG, an $8 million pretax derivative loss associated with investments anticipated to be included in the AWG transaction, and a $13 million
pretax gain, net of expenses, due to an agreement reached relating to the settlement of certain legacy reinsurance claims from our A&A
discontinued operations.

REVIEW BY SEGMENT

General

Aon classifies its businesses into three operating segments: Risk and Insurance Brokerage Services, Consulting and Insurance Underwriting (see
Note 7). Aon�s operating segments are identified as those that:

•  report separate financial information, and

•  are evaluated regularly when we are deciding how to allocate resources and assess performance.

Revenues are attributed to geographic areas based on the location of the resources producing the revenues.  Segment revenue includes
investment income generated by invested assets of that segment, as well as the impact of related derivatives.  Investment characteristics mirror
liability characteristics of the respective segments:

•  Our Risk and Insurance Brokerage Services and Consulting businesses invest funds held on behalf of clients
and operating funds in short-term obligations.

•  In Insurance Underwriting, policyholder claims and other types of non-interest sensitive insurance liabilities
are primarily supported by intermediate to long-term fixed-maturity instruments.  For this business segment, operating
invested assets are approximately equal to average net policy liabilities.

•  Our insurance subsidiaries also have invested assets that exceed net policy liabilities, in order to maintain
solid claims paying ratings.  Income from these investments is reflected in Corporate and Other segment revenues.
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The following table and commentary provide selected financial information on the operating segments.

Third quarter ended Nine months ended
Sept. 30, Sept. 30, Sept. 30, Sept. 30,

(millions) 2006 2005 2006 2005
Operating segment revenue: (1)(2)
Risk and Insurance Brokerage Services $ 1,341 $ 1,274 $ 4,106 $ 3,945
Consulting 301 295 918 919
Insurance Underwriting 519 464 1,519 1,392
Income (loss) before income tax:
Risk and Insurance Brokerage Services $ 190 $ 136 $ 645 $ 577
Consulting 18 15 71 70
Insurance Underwriting (27 ) 52 101 161
Pretax Margins:
Risk and Insurance Brokerage Services 14.2 % 10.7 % 15.7 % 14.6 %
Consulting 6.0 % 5.1 % 7.7 % 7.6 %
Insurance Underwriting (5.2 )% 11.2 % 6.6 % 11.6 %

(1)  Intersegment revenues of $12 million were included in both third quarter 2006 and 2005.

(2)  Intersegment revenues of $36 million and $34 million were included in nine months 2006 and 2005,
respectively.

The following chart reflects investment income earned by the operating segments, which is included in the foregoing results.

Third quarter ended Nine months ended
Sept. 30, Sept. 30, Sept. 30, Sept. 30,

(millions) 2006 2005 2006 2005
Risk and Insurance Brokerage Services $ 47 $ 34 $ 152 $ 87
Consulting 1 1 4 3
Insurance Underwriting 25 23 76 69

•  Risk and Insurance Brokerage investment income increased $13 million on a quarterly and $65 million on a
year-to-date basis.  The increase in the quarterly and year-to-date income was driven primarily by higher interest
rates.  Additionally, the year-to-date increase was also driven by the contribution of the Scandent preferred stock
investment to a U.K. pension plan, which resulted in a gain of $35 million.

•  Consulting investment income was marginally higher on a year-to-date basis because of higher interest rates.

•  Insurance underwriting investment income increased $2 million on a quarterly basis and $7 million on a
year-to-date basis, primarily because of higher interest rates.

Risk and Insurance Brokerage Services

Aon is a leader in many sectors of the insurance industry.  According to the rankings in Business Insurance, Aon is now the world�s largest
insurance broker, based on pure brokerage operations.

Changes in insurance premiums have a direct and potentially material impact on the insurance brokerage industry, as commission revenues are
generally based on a percentage of the premiums paid by insureds.  More specifically, lower premium rates, or a �soft market,� generally result in
lower commission revenues.
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Risk and Insurance Brokerage Services generated approximately 62% of Aon�s total operating segment revenues for the third quarter and 63%
for the first nine months of 2006.  Revenues are generated primarily through:

•  commissions and fees paid by insurance and reinsurance companies,

•  fees paid by clients, and

•  interest income on funds held on behalf of clients.

Our revenues vary from quarter to quarter throughout the year as a result of:

•  the timing of our clients� policy renewals,

•  the net effect of new and lost business,

•  the timing of services provided to our clients, and

•  the income we earn on investments, which is influenced by balances and short-term interest rates.

Our brokerage companies operate in a highly competitive industry and compete with many retail insurance brokerage and agency firms, as well
as individual brokers and agents and direct writers of insurance coverage.  Specifically, this segment:

•  addresses the highly specialized product development and risk management needs of commercial enterprises,
professional groups, insurance companies, governments, healthcare providers, and non-profit groups, among others;

•  provides affinity products for professional liability, life, disability income and personal lines for individuals,
associations and businesses;

•  provides reinsurance services to insurance and reinsurance companies and other risk assumption entities by
acting as brokers or intermediaries on all classes of reinsurance;

•  provides managing underwriting and premium finance services to independent agents and brokers as well as
corporate clients; and

•  provides actuarial, loss prevention and administrative services to businesses and consumers.

We review our product revenue results using the following sub-segments:

•  Risk Management and Insurance Brokerage � Americas (Brokerage � Americas) encompasses our retail
brokerage services, affinity products, managing general underwriting, placement and captive management services
and premium finance services in North and South America, the Caribbean and Bermuda.

•  Risk Management and Insurance Brokerage � International (Brokerage � International) offers similar
products and services to the rest of the world not included in Brokerage � Americas.

•  Reinsurance Brokerage and Related Services (Reinsurance) offers sophisticated advisory services in
program design and claim recoveries that enhance the risk/return characteristics of insurance policy portfolios,
improve capital utilization and evaluate and mitigate catastrophic loss exposures worldwide.
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Revenue

These charts detail Risk and Insurance Brokerage Services revenue by sub-segment.

Less:
Less: Acquisitions, Less: Organic

(millions)
Third quarter ended Sept. 30, 2006 2005

Percent
Change

Currency
Impact

Divestitures
& Transfers

All
Other

Revenue
Growth

Brokerage � Americas $ 567 $ 538 5 %1 % 2 %� % 2 %
Brokerage � International 536 527 2 2 3 (4 ) 1
Reinsurance 238 209 14 2 (2 ) 6 8
Total revenue $ 1,341 $ 1,274 5 %2 % 2 %(2 )%3 %

Less:
Less: Acquisitions, Less: Organic

(millions) Percent Currency Divestitures All Revenue
Nine months ended Sept. 30, 2006 2005 Change Impact & Transfers Other Growth

Brokerage � Americas $ 1,665 $ 1,514 10 %1 % 2 %4 % 3 %
Brokerage � International 1,743 1,779 (2 ) (2 ) 1 (1 ) �
Reinsurance 698 652 7 (1 ) � 4 4
Total revenue $ 4,106 $ 3,945 4 %(1 )%2 %1 % 2 %

•  Brokerage Americas increased $29 million or 5% on a quarterly basis and $151 million or 10% on a
year-to-date basis driven by organic growth in U.S. Retail, Affinity, and Latin America, the realignment of certain
businesses from Consulting, higher investment income, and positive foreign currency effects.

•  Brokerage International increased $9 million or 2% on a quarterly basis, but declined $36 million or 2% on a
year-to-date basis.  In both periods, acquisitions, higher investment income, and organic revenue growth in several
countries, especially in the Asia/Pacific region, is somewhat offset by a decline in the U.K. as well as a refinement in
techniques used to estimate revenues on installment contracts in the U.K. in 2005. This refinement has been excluded
from the calculation of organic revenue growth.  In the quarter, foreign exchange rates benefited results, while for the
year-to-date period, the stronger U.S. dollar hurt results.

•  Reinsurance revenue grew $29 million or 14% on a quarterly basis and $46 million or 7% on a year-to-date
basis.  Strong organic growth (8% for the quarter and 4% on a year-to-date basis) was driven by new business and
increased penetration with existing clients in the U.S. and the U.K.  Increased investment income also contributed to
the improvement in both periods.

This chart details Risk and Insurance Brokerage Services revenue by geographic area.

Third quarter ended Nine months ended
Sept. 30, Sept. 30, Percent Sept. 30, Sept. 30, Percent

(millions) 2006 2005 Change 2006 2005 Change

United States $ 528 $ 499 6 % $ 1,539 $ 1,406 9 %
United Kingdom 243 257 (5 ) 707 754 (6 )
Continent of Europe 281 252 12 1,006 999 1
Rest of World 289 266 9 854 786 9
Total revenue $ 1,341 $ 1,274 5 % $ 4,106 $ 3,945 4 %
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•  Strong organic growth in the United States and higher investment income contributed to the improvement in
revenue for both periods.  In addition, our year-to-date revenue was impacted by the $35 million gain related to the
contribution of our investment in Scandent preferred stock to a U.K. pension plan.

•  The U.K. revenue decline of 5% for the quarter principally reflects the $23 million refinement last year
relating to installment revenue.  Absent this item, revenue grew 4%.  The year-to-date decline also reflects low
retention rates, lower new business, and the restructuring of the UK insurance market.

•  Continent of Europe was up 12% for the quarter and grew 1% on a year-to-date basis, reflecting organic
revenue growth and acquisitions.  The year-to-date period was impacted by negative fluctuations in foreign exchange
rates.

•  The Rest of World revenue was up for both periods reflecting strong organic growth in emerging markets in
Latin America and Asia.

Income Before Income Tax

Third quarter pretax income increased 40% to $190 million from $136 million in 2005.  Pretax margins were 14.2% and 10.7% for 2006 and
2005, respectively.  Nine months pretax income increased 12% to $645 million from $577 million in 2005.  Pretax margins for nine months were
15.7% and 14.6% for 2006 and 2005, respectively.  The growth in income and margins was driven by organic revenue growth and higher
investment income.  Additionally, margins were aided by the one-time benefit of the sale of a building in Spain, which resulted in a $30 million
gain that was recorded in other general expenses, as well as an expense last year relating to a change in the estimate for future claims handling
and certain administrative services for brokerage clients in the U.K. of $22 million.  These increases more than offset the impact of hedging
losses in both periods and the impact of restructuring expenses on a year-to-date basis.

Consulting

Aon Consulting is one of the world�s largest integrated human capital consulting organizations.  This segment:

•  provides a full range of consulting services, from employee benefits to compensation consulting, and

•  generated 14% of Aon�s total operating segment revenue for both the third quarter and nine months 2006.

We review our revenue results using the following sub-segments:

•  Consulting services, which provide consulting services in six major practice areas:

1.  Employee Benefits advises clients about the structure, funding and administration of employee benefit
programs which attract, retain and motivate employees.  Benefits consulting includes health and welfare, retirement,
executive benefits, absence management, compliance, employer commitment, investment advisory and elective
benefit services.

2.  Compensation focuses on designing salary, bonus, commission, stock option and other pay structures, with
special expertise in the financial services and technology industries.

3.  Management Consulting assists clients in process improvement and design, leadership, organization and
human capital development, and change management.

4.  Communications advises clients on how to communicate initiatives that support their corporate vision.

Edgar Filing: AON CORP - Form 10-Q

Consulting 49



5.  Strategic Human Resource Consulting advises complex global organizations on talent, change and
organization effectiveness issues including assessment, selection performance management, succession planning,
organization design and related people-management programs.
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6.  Financial Advisory and Litigation Consulting provides consulting services including white-collar and
financial statement investigation, securities litigation, financial due diligence, financial valuation services and other
related specialties.

•  Outsourcing, which offers employment processing, performance improvement, benefits administration and
other employment-related services.

Revenues in the Consulting segment are affected by changes in clients� industries, including government regulation, as well as new products and
services, the state of the economic cycle, broad trends in employee demographics and the management of large organizations.

Revenue

These charts detail Consulting revenue by product sub-segment.

Less:
Less: Acquisitions, Less: Organic

(millions) Percent Currency Divestitures All Revenue
Third quarter ended September 30, 2006 2005 Change Impact & Transfers Other Growth

Consulting services $ 234 $ 230 2 % 2 %(4 )%� % 4 %
Outsourcing 67 65 3 2 2 1 (2 )
Total revenue $ 301 $ 295 2 % 2 %(2 )%(1 )%3 %

Less:
Less: Acquisitions, Less: Organic

(millions) Percent Currency Divestitures All Revenue
Nine months ended September 30, 2006 2005 Change Impact & Transfers Other Growth

Consulting services $ 709 $ 714 (1 )%� %(4 )%� % 3 %
Outsourcing 209 205 2 � 2 � �
Total revenue $ 918 $ 919 � % � %(2 )%� % 2 %

•  Consulting Services revenue increased $4 million or 2% for the quarter, but declined $5 million or 1% for
the first nine months, reflecting the transfer of certain small units to the Risk and Insurance Brokerage Services
segment.  Organic revenue growth was 4% on a quarterly basis and 3% on a year-to-date basis reflecting growth in
our international operations and the recently established Financial Advisory and Litigation Consulting unit.

•  Outsourcing revenue growth for the quarter was $2 million or 3% on a quarterly basis and $4 million or 2%
on a year-to-date basis.  The improvement in both periods was driven by a U.K. acquisition.  On a quarterly basis,
organic growth was negative 2% and was unchanged on a year-to-date basis driven by lower revenue from AT&T. 
AT&T, which is our largest outsourcing client, informed us earlier this year that they are terminating many services in
a contract with us at the end of 2006, though they will remain a significant client of Aon Consulting.  The outsourcing
contract being terminated by AT&T accounts for approximately 30% of the outsourcing sub-segment�s annual revenue.

39

Edgar Filing: AON CORP - Form 10-Q

Consulting 51



This chart details Consulting revenue by geographic area.

Third quarter ended Nine months ended
Sept. 30, Sept. 30, Percent Sept. 30, Sept. 30, Percent

(millions) 2006 2005 Change 2006 2005 Change

United States $ 165 $ 173 (5 )%$ 505 $ 530 (5 )%
United Kingdom 58 52 12 169 155 9
Continent of Europe 43 37 16 136 138 (1 )
Rest of World 35 33 6 108 96 13
Total revenue $ 301 $ 295 2 % $ 918 $ 919 � %

•  For both periods, the U.S. revenue decline was primarily caused by reduced outsourcing business triggered
by the loss of AT&T as discussed above and the transfer out of certain small units to brokerage, partially offset by
Financial Advisory and Litigation Consulting revenue and increases in compensation consulting.

•  United Kingdom revenue rose 12% on a quarterly basis, driven principally by foreign exchange rates.
Revenue rose 9% on a year-to-date basis principally due to increased pension consulting work, which was driven by
new U.K. pension rules.

•  Continent of Europe increased 16% on a quarterly basis, but dropped 1% on year-to-date basis.  Both periods
exhibited organic revenue growth.  However, the year-to-date drop was driven by unfavorable foreign currency
fluctuations.

•      The improvement in Rest of World for both periods reflects organic revenue growth and foreign exchange
benefits.

Income Before Income Tax

Third quarter 2006 pretax income was up 20% to $18 million compared to $15 million in 2005.  Pretax margins for the quarter were 6.0% and
5.1% for 2006 and 2005, respectively.  Nine months 2006 pretax income was $71 million compared to $70 million in 2005.  Pretax margins
were 7.7% and 7.6% for 2006 and 2005, respectively.  For both periods the pretax income and margin improvement was principally driven by
organic revenue growth, partially offset by higher restructuring charges on a year-to-date basis.

Insurance Underwriting

The Insurance Underwriting segment:

•  provides supplemental accident, health and life insurance coverage mostly through direct distribution
networks, primarily through more than 7,000 career insurance agents working for our subsidiaries.  Our revenues are
affected by our success in attracting and retaining these career agents;

•      has operations in the United States, Canada, Europe and Asia/Pacific; and

•  generated 24% and 23% of Aon�s total operating segment revenue for the third quarter and nine months of
2006, respectively.

In June 2006, we reached an agreement to sell our warranty and credit operations.  This business administers extended warranty services on
automobiles, electronic goods, personal computers and appliances.  It also offers extended warranty and credit insurance products that are sold
through retailers, automotive dealers, insurance agents and brokers, and real estate brokers.  In October 2006, we signed a letter of intent to sell a
portion of our specialty property and casualty businesses, CPG.  These operations have been reclassed to discontinued
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operations for all periods presented and are not included in the following discussion.  Both sales are expected to close by the end of 2006.

We review our revenue results using the following sub-segments:

•  Accident & Health and Life (AH&L), through which we provide an array of accident, sickness, short-term
disability and other supplemental insurance products. Most of these products are primarily fixed-indemnity
obligations and are not subject to escalating medical cost inflation;

•  Property and Casualty, through which we provide select commercial property and casualty insurance on a
limited basis.  We are exiting the Property and Casualty business and have placed the remaining lines of business into
run-off.  We are divesting one product line (CPG) and we continue to explore alternative disposition opportunities for
other lines.  See Key Recent Events.

Revenue

Written premium and fees are the basis for organic revenue growth in this segment; however, reported revenues reflect earned premiums and
fees.

These charts detail Insurance Underwriting revenue by product sub-segment:

Less: Organic
(millions) Percent Currency Less: Revenue

Third quarter ended Sept. 30, 2006 2005 Change Impact All Other (1) Growth (2)

Accident & health and life $ 511 $ 453 13 % 2 % (2 )%13 %
Property & casualty 8 11 (27 ) � N/A N/A
Total revenue $ 519 $ 464 12 % 2 % (10 )%20 %

(1)  The difference between written and earned premium and fees, as a percentage change, was (2)% for accident &
health and life, not meaningful for property & casualty, and (9)% for total revenue.

(2)  Organic growth for Property and Casualty is no longer meaningful as the remaining business is in run-off.

Less: Organic
(millions) Percent Currency Less: Revenue

Nine months ended Sept. 30, 2006 2005 Change Impact All Other (1) Growth (2)

Accident & health and life $ 1,491 $ 1,343 11 % � % (1 )%12 %
Property & casualty 28 49 (43 ) � N/A N/A
Total revenue $ 1,519 $ 1,392 9 % � % (4 )%13 %

(1)  The difference between written and earned premium and fees, as a percentage change, was (1)% for accident
& health and life, not meaningful for property & casualty, and (4)% for total revenue.

(2)  Organic growth for Property and Casualty is no longer meaningful as the remaining business is in run-off.

In the Accident & Health and Life business, revenue grew $58 million or 13% for the quarter and $148 million or 11% for nine months,
primarily driven by strong growth in a supplemental health product.

Our Property and Casualty lines of business are now in run-off as discussed in the Key Recent Events section.

This chart details Insurance Underwriting revenue by geographic area.
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Third quarter ended Nine months ended
Sept. 30, Sept. 30, Percent Sept. 30, Sept. 30, Percent

(millions) 2006 2005 Change 2006 2005 Change

United States $ 355 $ 315 13 % $ 1,036 $ 939 10 %
United Kingdom 51 49 4 151 146 3
Continent of Europe 37 30 23 108 100 8
Rest of World 76 70 9 224 207 8
Total revenue $ 519 $ 464 12 % $ 1,519 $ 1,392 9 %

41

Edgar Filing: AON CORP - Form 10-Q

Consulting 55



•  United States revenue increased $40 million or 13% on a quarterly basis and $97 million or 10% on a
year-to-date basis driven by growth in a supplemental health product.

•  United Kingdom revenue was generally consistent with prior years on a quarterly and year-to-date basis due
to organic growth and exchange rates.

•  Continent of Europe revenue increased $7 million or 23% on a quarterly basis and $8 million or 8% on a
year-to-date basis due to organic growth and exchange rates.

•  Rest of World revenue grew $6 million or 9% on a quarterly basis and $17 million or 8% on a year-to-date
basis, reflecting organic revenue growth.

Income Before Income Tax

Third quarter pretax loss was $27 million and the pretax margin was a negative 5.2% compared to $52 million of pretax income with an 11.2%
margin in the third quarter of 2005.  Nine months pretax income fell 37% to $101 million and pretax margins fell from 11.6% to 6.6%.  The
decrease in income and margins for both periods is primarily attributable to the $81 million reserve increase recorded in our property and
casualty sub-segment as discussed in the Key Recent Events section.

Corporate and Other

Corporate and Other segment revenue consists primarily of investment income (including income or loss on investment disposals and
other-than-temporary impairment losses), which is not otherwise reflected in the operating segments.  This segment includes:

•  invested assets and related investment income not directly required to support the risk and insurance
brokerage services and consulting businesses, and

•  the assets in excess of net policyholder liabilities of the insurance underwriting subsidiaries and related
income.

Corporate and Other segment revenue includes changes in the valuation of Endurance warrants.  Through March 31, 2006 we carried our
investment in Endurance warrants at fair value and recorded changes in the fair value through the Corporate and Other segment.  On March 31,
2006, the investment in Endurance warrants was contributed to our U.K. pension plans.

Private equities are principally carried at cost except where Aon has significant influence, in which case they are carried under the equity
method.  These investments usually do not pay dividends.  Limited partnerships (LP) are accounted for under the equity method and changes in
the value of the underlying LP investments flow through Corporate and Other segment revenue.

Although our portfolios are highly diversified, they still remain exposed to market, equity, and credit risk. We:

•  periodically review securities with material unrealized losses and evaluate them for other-than-temporary
impairments,

•  analyze various risk factors and identify any specific asset impairments.  If we determine there is specific
asset impairment, we recognize a realized loss and adjust the cost basis of the impaired asset to its fair value, and

•  review invested assets with material unrealized losses each quarter (see Note 13 for additional information
regarding other-than-temporary impairments).
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This chart shows the components of Corporate and Other revenue and expenses:

Third quarter ended Nine months ended
September 30, September 30, September 30, September 30,

(millions) 2006 2005 2006 2005
Revenue:
Income from marketable equity securities and other
investments $ 22 $ 2 $ 42 $ 40
Limited partnership investments 1 � 2 1
Net loss on disposals and related expenses (4 ) (5 ) (10 ) (14 )
Total revenue 19 (3 ) 34 27

Expenses:
Compensation and benefits 10 7 29 23
Other general expenses 17 20 51 49
Interest expense 34 29 99 94
Total expenses 61 56 179 166
Loss before income tax $ (42 ) $ (59 ) $ (145 ) $ (139 )

Revenue

Corporate segment revenue was $19 million for third quarter 2006 compared to $(3) million in the third quarter of 2005.  The increase was
driven by:

•  higher investment balances and interest rates.

•  Negative mark-to-market adjustments of $13 million recorded in third quarter 2005 on our investment in
Endurance warrants, with no corresponding impact in 2006.  As discussed in Key Recent Events, the warrants were
contributed to the U.K. pension plans on March 31, 2006.

Loss Before Income Tax

The quarterly pretax loss in the Corporate and Other segment was $42 million compared with a loss of $59 million a year ago,
as higher revenue was partially offset by higher compensation and benefit costs along with increased interest expense,
driven by increased borrowings and higher interest rates.

The pretax loss for nine months was $145 million compared to a pretax loss of $139 million a year ago, reflecting the net impact of the
Endurance warrants, along with compensation and benefit costs and increased interest expense.

FINANCIAL CONDITION & LIQUIDITY

Cash Flows

Cash flows from operations represent the net income we earned in the reported periods adjusted for non-cash charges and changes in operating
assets and liabilities.
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Cash flows provided by operating activities for the nine months ended September 30, 2006 and 2005 are as follows:

(millions) Nine months ended September 30, 2006 2005
Insurance Underwriting operating cash flows (including Warranty) $ 520 $ 308
All other operating cash flows 254 403

774 711
Change in funds held on behalf of brokerage and consulting clients 50 150
Cash provided by operating activities $ 824 $ 861

Insurance Underwriting operating cash flows

Our insurance underwriting operations include accident & health and life and warranty, credit and property & casualty businesses.  These
insurance products have distinct differences in the timing of premiums earned and payment of future liabilities.

The operating cash flow from our insurance subsidiaries, which also includes related corporate items, was $520 million for 2006, an increase of
$212 million compared to 2005. This increase was primarily related to organic revenue growth. This growth resulted in a significant increase in
retained unearned premium reserves.  For 2006, operating cash flows, analyzed by major income statement component, indicated that premium
and other fees collected, net of reinsurance, were $2,643 million compared to $2,395 million in 2005.  Investment and other miscellaneous
income received was $195 million and $165 million in 2006 and 2005, respectively.  Investment income improved in 2006 due to favorable
interest rates and an increase in invested assets. 

We used revenues generated from premiums, investments and other miscellaneous income to pay claims and other cash benefits, commissions,
general expenses and taxes.  Claims and other cash benefits paid were $1,204 million in 2006 versus $1,035 million in 2005.  Commissions
and general expenses paid were $947 million for 2006, compared to $1,072  million in 2005.  Tax payments for 2006
were $167 million compared to $145 million last year. 

We will invest and use operating cash flows to satisfy future benefits to policyholders and when appropriate, make them available to pay
dividends to the Aon parent company.  During the first nine months of 2006, Combined Insurance Company of America, (�CICA�), one of our
major underwriting subsidiaries, declared and paid a cash dividend of $100 million to Aon. In early fourth quarter 2006, CICA declared and paid
a special cash dividend of $150 million to Aon.

Generally, we invest in highly liquid and marketable investment grade securities to support policy liabilities.  These invested assets are subject to
insurance regulations set forth by the various governmental jurisdictions in which we operate, both domestically and internationally.  Insurance
regulations may restrict both the quantity and quality of various types of assets within the portfolios.

Our insurance subsidiaries� policy liabilities are segmented among multiple accident and health and property casualty portfolios.  Those
portfolios have widely varying estimated durations and interest rate characteristics.  Generally, our policy liabilities are not subject to interest
rate volatility risk.  Therefore, in many of the portfolios, asset and policy liability duration are not closely matched.  Interest rate sensitive policy
liabilities are generally supported by floating rate assets.

Funds held on behalf of clients

In our Risk and Insurance Brokerage Services and Consulting segments, we typically hold funds on behalf of clients as a result of:
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•  premiums received from clients that are in transit to insurers.  These premiums held on behalf of, or due from,
clients are reported as assets with a corresponding liability due to the insurer.

•  claims due to clients that are in transit from insurers.  Claims held by, or due to us and which are due to clients,
are also shown as both assets and liabilities.

These funds held on behalf of clients are generally invested in interest bearing trust accounts and can fluctuate significantly depending on when
we collect cash from our clients and when premiums are remitted to the insurance carriers.

All other operating cash flows

The operating cash flow from our Risk and Insurance Brokerage Services and Consulting segments, as well as related corporate items, was $254
million in 2006 compared to $403 million in 2005.  These amounts exclude the change in funds held on behalf of clients as described above. 
The operating cash flows depend on the timing of receipts and payments related to revenues, incentive compensation, other operating expenses
and income taxes.  Comparing 2006 to 2005, the net decrease in cash from our Risk and Insurance Brokerage Services and Consulting segments
and related corporate items of $149 million was primarily influenced by the timing of revenue receipts and legal payments.

Aon uses the excess cash generated by ou

Edgar Filing: AON CORP - Form 10-Q

Corporate and Other 60


