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Dear Complainant

Complaint against the Financial Services Authority
Our Reference GE-1.01084

I am writing to advise you that I have now completed my investigation into your complaint.

At this stage I think it would be worth explaining my role and powers. Under the Complaints
Scheme (Complaints against the FSA-known as COAF) my role is as an independent reviewer
of the FSA’s handling of complaints. I have no power to enforce any decision or action upon
the FSA. My power is limited to setting out my position on your complaint based on its merits
and then if I deem it necessary I can make recommendations to the FSA. Such
recommendations are not binding on the FSA and the FSA is at liberty not to accept them. Full
details of Complaint Scheme can be found on the internet at the following website;
http://fsahandbook.info/FS A/htmi/handbook/COAF.

Your Complaint

In the email you sent to my office on 1* December 2009 I understand that your complaint
related to the following:

1. You believe that the FSA failed to take action to protect consumers by not ensuring
Firm A clearly made potential investors aware, in its prospectus dated 18" June 2008,
of its exposure to wholesale funding and that a considerable amount was due for
repayment by 30™ June 2009.

2. You are also unhappy that the FSA did not ensure Firm A clearly indicated the in the
prospectus that, due to the state of the wholesale funding markets it was likely that
Firm A was unlikely to be able to renew this funding and would therefore be
technically insolvent.

3. You also feel the FSA failed to ensure that the prospectus was not misleading as in
your opinion it did not have sufficient working capital for the next 12 months as it
would have had to repay £155.9bn of wholesale funding by 30" June 2009, did not
have sufficient reserves itself and in your view was unlikely to be able to renew or
replace this funding.

My Position

As part of my investigation into your concerns I have obtained and reviewed the FSA’s
investigation file. I also have to have regard to the rules of the complaints scheme when
considering what I can and cannot consider. I have also considered what enquiries the FSA
made both internally and with the firm before authorising the rights issue. I have also
obtained and reviewed the prospectus issued to existing shareholders in relation to the rights
issue.
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From my investigations I am satisfied that the FSA adequately considered the matter and that
the requisite threshold conditions for authorising the rights issue were met. I am also satisfied
that the FSA followed the standard and correct procedures in allowing the rights issue to take
proceed. Likewise I am also satisfied that the prospectus clearly indicates that the purchase of
(additional) shares carries a risk and that should financial conditions turn against Firm A then
shareholders could potentially loose all or part of the value of their investment. This
information is contained in Part II of the prospectus (pages 10 to 16). I have enclosed copies
of the relevant pages from the prospectus as Appendix 1 at the end of this letter.

Although T accept that Firm A ‘collapsed’ within six months of the rights issue taking place,
this does not in turn mean that the FSA was wrong in allowing Firm A to conduct the rights
issue or that incorrect information was contained within the prospectus. As I have previously
explained, the FSA considered a number of factors which could affect the long term future of
the firm before it authorised the rights issue. Whilst, in this case, the FSA was unable to stop
the ‘collapse’ of the bank, from the information provided to me there is nothing to indicate
that the FSA was in possession of information at the time it approved the rights issue which
showed that the bank would ‘collapse’ within the foreseeable future.

I appreciate that you feel the existing wholesale funding was not clearly explained in the
prospectus, but I disagree with this view. Details of Firm A’s wholesale funding position was
included in Part XVI of the prospectus (Appendix 2} and a general summary is provided on
page 132 of the prospectus and I have enclosed an extract below.

Wholesale Funding — Residual Maturity As at 31 December 2007 As at 31 December 2006
£hn % £bn v
Less than one ycar 164.1 59.0 12).,2 525
One to two ycars 2.6 78 9.3 84
Two 1o five ycars 46.3 16.7 46.5 201
More than five years 46.0 165 44,0 19.0
Total Wholesale. Funding 278.0 100.0 2310 100.¢

Table taken from page 132 of Firm A’ prospectus dated 18" June 2008.

From this I am sure you will agree this clearly indicates that, as at 31" December 2007,
Firm A had obtained a total of £278.0bn of funding from the wholesale market and that
£164.1bn (or 59% of its total wholesale funding) of this was to be repaid within 12 moths of
the date of the prospectus. Likewise, the risks associated with obtaining money from the
wholesale market were clearly explained on pages 8 and 11 of the prospectus (contained
within Appendix 1). On page 8 of the prospectus it states “[flunding and liquidity risks are
inherent in the Groups’ operations”. Likewise, on page 11 under the heading “[f/unding and
liquidity risks are inherent in the Group's operations” it states a “‘worsening of the current
systemic market liquidity stress may further constrain (Firm A)’s ability to access sources of
Sfunding and liquidity”. In my opinion, this clearly indicates that Firm A relies on the
wholesale market for funding and that it may not be able to obtain further funding in the
future.
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I accept that at the time of the prospectus was released the wholesale markets were not
functioning as they had in the past or indeed as they should. However, in my opinion, it
would have been inappropriate specifically to say that Firm A will be insolvent within 12
months as it was not possible predict whether wholesale funding (or any other types or
methods of funding) would be available in 12 months time. As I have indicated above, the
prospectus made potential investors aware that if wholesale funding continued to be restricted
or not available to financial institutions then this would impact on Firm A’ as a considerable
amount of wholesale fund was due to be repaid/renewed within 12 months. In my opinion, the
prospectus clearly indicated to potential investors that Firm A relied upon the wholesale
markets for funding, had a considerable amount of funding that needed to be renewed/replaced
(from the wholesale market) within the next 12 months and that should the wholesale markets
continue to restrict lending then Firm A was likely to have difficulty replacing it.

I have also noted your comments that Firm A’s statement that “taking into account the net
proceeds of the Rights Issue, the working capital available to the Group is sufficient for the
Group's present requirements, that is, for at least the twelve months from the date of this
Prospectus” was incorrect. From miy investigation it appears that, based upon the information
provided to the FSA by Firm A and its financial advisers (who were two international
financial institutions) there is insufficient, if any, evidence to indicate that Firm A was likely
to have insufficient capital to meet its liabilities for the following 12 months.

Additionally, I would add that by your own admission Firm A’s existing wholesale funding
had to be replaced/renewed by 30™ June 2009 and the prospectus was dated 18™ June 2008.
As such, at the time the prospectus was issued, it would appear to be technically correct as the
funding did not have to be fully replaced until after 12 months from the date of the prospectus.

Conclusion

I am sorry, but from the papers presented to me I am unable to find any evidence to show that
the FSA acted either incorrectly or unreasonably when considering Firm A’s request to
undertake a rights issue to existing shareholders. Likewise there is nothing to suggest that the
FSA (or Firm A) either withheld or failed to release information about Firm A’s financial
position prior to the prospectus being authorised by the FSA or between the prospectus being
issued and the rights issue taking place.

Yours sincerely,

ir Anthony
C s Commissioner
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PART Il
RISK FACTORS

ANl she information set owt in this Prospectus shoufd be carefully considered and, in pariicutar, thuse risks
described below. If anp of tie following risks actually materialise, HBOS's business, finuncial condition,
prospects and share price could be wateriatly and adversely affected to the detriment of HBOS ond its
Sharcholders and youw may lvse all or part of your invesiment. Al risks of which the Direciors are ewere af
the dute of this Pruspecius and witich they consider material are sel out i this Part 1l however, further risks
which are not presently knawn to the Directors, or thut the Directors currenily deem imnaterial, may also
have a material effect on HBOS's business, finaneied condition andd vpereting results. Investors and pruspective
investors should consider curefully whether an investment in the Company is suitable for them in fight of the
informaiion in this Prospectus and the financiol resources avaifable to thent

1. Risks Relating to the Group and its Business

The Group’s business is affected by gencral economic conditions in the markets in which it operates and in particuiar
in the UK

The Group's business is affected by economic condilions in the UK, where the mujorily of the Group's
camnings are gencrated, as well as in the other geographical areus in which it operales. Business and
consumer confidence, employment trends, the siate of the economy, including the state of the UK housing
market, the commercial real cstale seclor, cquily markels, inflation, the availability and cost of credit, the
liquidity of the global financial murkets and markel interest rates at the time may impuct the Group's
carnings. In parlicular, significantly higher UK unemployment, reduced corporate profitability, increased
corporaie insolvency rates andfor increased interest rates may reduce borrowers’ ability to repay loans and
may causc prices of residential or commercial real estate or other asset prices to fall further, thereby
reducing the collateral value on many of the Group's loans and increasing impairment losses. An ¢conomic
downlurn, lower transaction volumes in key markels, such a3 UK housing, or difficult market conditions
may also reduce demand for und persisiency of many of the Group's producls, resulting in lower volumes
and profitability. Results from the Group's investment and trading porifolios could also be adversely
affected by a general economic downtum or market volatility leading to lower realisations or writc-downs
of investments. The profitability of the Group's insurance business could be affected by increased claims
from factors such as increased unemployment or adverse weather conditions. The Group is also exposed to
adverse economic conditions in other jurisdictions where it has malerial operations, The global and UK
finuncial markets and credil conditions have becn affected by financial dislocations which are impacting the
wider economy. While the Group believes it has developed a diversified business model to cperale in many
differcnt markets and ¢ycles, adverse economic conditions in these markets could have a maierial adverse
cffcet on the Group’s business, financial condition and results of operations.

The financial pecformance of the Group is affected by borrower and counterpariy credit quality in the nrarkets in
whichk it operates, in particular in the UK

Risks arising from changes in credit qualily and the recoverability of loans and amounts due from
counterparties are inherent in a wide range off HBOS’s businesses, Adverse changes in the credit quality of
HBOS’s borrowers and counterpatties or fulls in collateral values could affect the recoverability and value
of HBOS's assets and Tequire an increase in HBOS's impairment provision for bad and doubiful debts and
other provisions and in turn adversely affect ihe finuncial performance of the Group. In particular, higher
UK unemployment, reduced corporate profitability andfor increased corpotate insolvencics and/or increased
interest rates may reduce borrowers' ability to repay loans,

HBOS provides sceured and unsecured loans to borrowers, ptincipally in the UK. UK house prices have
declined in recent months, reflecling economic uncertainty, reduced affordability and lower availubility of
credit from lenders, Economic or other factors may lead to Further coniraction in the motlgage smarkel and
further falls in house prices. Many borrowers in the UK borrow on short-term fixed or discounted floating
cates and when such rates cxpirc the continued reduced supply of mortgages together with the potential for
higher mortgage rates may lead to some borrowers facing significantly higher morigage intcrest payments,
which could result in higher definquency rutes. The Group provides mortgages to homeowners and also 1o
buy-to-let investors where un cxcess supply of rental properly or falls in rental demand could also impact
the borrowers’ income and ability 1o service the loans. These factors and more difficult economic
conditions such as increased unemployment could lead to an increase in impairment losses.

HBOS has exposures to a rtange of corporate cuslomers in dilferent seclors, including investors in and
developers of commercial real estaie and residential property where exposures arise from Joans, joint
ventures and other investments. Commercial real estate prices have shown declines over the last year and
developers of residential property are facing challenging murket conditions including lower prices and
volumes. Whilst the Group assesses counterparties principally on the strength of the underlying businesscs
rather tham 1he value of collaterah, a failure of these borrowers or ventures Lo operate through the
economic cycle combined with falls in collateral values could adversely impact 1he Group's ability to
recover on thesc loans or lead 1o writc-downs of investments in this sector.
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The Group uses a range of policies and techniques lo mitigate credit rsk, including credit scoring,
behavioursl seoring and afTordabitily measures for rctail portfolios, credit assessmenis for corporate
portfolios and credit risk policies. The Group also imposes preduct, sector and country limits to avoid
excessive concentrations of risk. However, Lhese mcasures will only mitigate, and not avoid, credit risk and
the assumplions on which they are based may prove inadequate or imaccurate in light of cconomic changes
or othcrwise, in which casc credit risk could have a material adverse impact on the Group’s financial
condition and results of operations.,

Changex in intcrest rates, foreign exchange rates and conmodity and equity prices and other marker risks affect the
Group's huisiness and financial resiits

Market risk is defined as the potential loss in volue or earnings of the Group arising from changes in
external market Factors such as interest rales, foreign cxchange rates, commeodity and equily prices and the
potential for customers 1o act in a manner which is inconsistent with business, pricing and hedging
assumptions. Changes in interest rate levels, yield curves and spreads may affect the interest rate margin
realised between lending and borrowing costs. Since August 2007, there has been a period of high and
volatile interbank lending ratcs, which has exacerbaled this issue, In order 1o temain competitive, or as a
resull of ratcs being fixed in existing lean commitments o facilities the Group may be unable to change
the intercst rates that it charges or pays to ils customers in response (o changes in interest rales that affect
its wholesale borrowing or may have to increase the rates it pays 1o wholesale and retail customers.

Changes in currency rates affect the value of asscts and liabilities denominated in foreign currencies and
may affect earnings reporied by HBOS. In the Group's international businesses, earnings and nct assets are
denominated in local currency which will Auctuate with exchange rates in Sterling terms.

Macket risk within the insurancc and investment businesses arises in a number of ways and depending
upon the product: some risks are borne dircctly by the eustomer and some by the Group's insurance and
investment businesses. The performance of the investment markets (equitics, property and fixed income) has
a dircct impact on the Group's financial position and pecformance and can affect investor confidence
resulting in lower sales or ceduced persisiency.

Market and other risks — principally interest ratc, inflation, equity and mortality — also arisc from the
Group's defincd benefit pensions obligations.

The Group’s treasury rading porifolic also incurs market risk. Markelable assets held in lrading and
banking books, give rise 10 market tisk as a result of movements in credit spreads. This risk, and ils
possible impact, is described under “HBOS’s future ¢arnings could be affected by declines in financial asset
valuations resulting from deterioration in market conditions” below.

Whilst HBOS has implemented risk management methods, including hedging and portfolio diversification,
1o mitigate and contral these and other markel risks 16 which it is exposcd, it is difficult to predict with
accuracy changes in economic or market conditions, and such changes could have a malerial adverse efTect
on HBOS's business, financial position and results of operations.

Funding and liquidity risks are inherent in the Group’s operations

Liquidity risk is the risk that the Group does not have sufficient financial resources to meet its obligations
when they fall due or will have lo do so al excessive cost. This risk can arise from mismatches in the
timing of cashflows relaling to asscis, liabilities and off-balance sheet instruments. In order 10 ensure that
the Group continues 1o meel its funding obligations and to maintain or grow ils business gencrally, it relies
on customer savings and transmission balances, as well as ongoing access 10 the wholesale lending markets.
The ability of the Group to access wholesale and retail funding sources on favourable economic terms is
dependent on a variely of factors, inciuding a number of factors outside of ils control, such as general
markel conditions and confidence in the UK banking system. In wholesale markets, the Group typically
looks to achieve a geographically diverse investor base and product sct of an appropriate maturity profile
to ensure it is not overly exposed to short-term markel dislocation. In the current market conditions, global
investor appelite in the medium and long term markels, including securitisations, remains greatly reduced
and the cost of whotesale funds remains high by historical comparison. However, HBOS continues to fund
effectively and holds a significant fiquidity porifolio of assets that are available 1o generate funds through
either outright sale or sale and repurchase arrangements with other macket participants, depositories or
central banks. [n limes of systemic market liquidity stress, or in the cvent of damage lo market confidence
in HBOS, the Group's ability to access sources of funding and liquidity could be consirained. A worsening
of the current systemic market liquidily stress may further comstrain HBOS's ability to access sources of
funding and liquidity. No statement conmtained in this risk factor should be taken as qualifying the
stalements made as to sufficicncy of working capital in paragraph 20 of Part XVIII (“Additionat
Information™) of this document.

The Group's insnrance businesses are subject to infierent risk involving cluins

Insurance risk is the risk that elaims arise (in both life asswrance and general imsurance contracls) from
evenls outside HBOS's control over and above those which have been assumed in pricing and reserving.
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Calasirophic weather conditions, patticulatly storms and flooding, und adverse changes in cconomic
conditions, including incrcascd uncmployment, could Icad to increased gencral insurance claims. While
HBOS reinsures some of the risks it has assumed, especially in order 1o mitigate the impact of extreme
weather cvents in the Household book, increased claims would adversely affect the prafitability of current
and future insurance products and serviees.

Demographic and medical devclopments, which give rise to changes in mortality and morbidity, could have
an adverse impact on the value of the life assurance portfolio,

The Group'r investment businesses are subject to inherent risks including investntent retwrns ond actuarial
assimplions

Changes in Lhe general economic climate, conditions of financial markets {equitics, properly or fixed interest
assets) and compelilor actions can impacl the level of demand for HBOS's investment products, their
persisteney, the value of assets under management and the profit of the businesses.

Under IFRS, UK banks account for long term assurance contracts, being insuramce contracts and
invesiment contracts wilh discretionary parlicipation features, on an Embedded Valuc (“EV"} basis.
Applying the EV basis resulis in the earlier recognition af profit on new business, but subsequently a lower
contribution from existing busincss, when compared 10 the recognition of profils on investment contracls
under 1AS 39 (Financial Instruments: Recognition and Measurement). Differences between actual and
expected experience on cxisting business may have a significant impact on an EV basis, as changes in
experience can resull in significant adjusiments to modelled future cashflows. EV is calculated based on best
estimate assumptions made by management, including value of investments under management, mortality
experience and persistency. Il these assumptions prove wrong, the EV of the insurance conlracts could be
malerially reduced, which in turn could have a material adverse effect on the Group's business, financial
position and results of operations.

The insurance and investment business includes the Clerical Medical With-Profs Fund, which comprises
18% of the Group's long temy insurance and investment contract liabilities. The fund does lake some
investment risk with the aim of cnhancing policyholder returns, but is managed with the intention Lhag the
fund is able to support ils payouls from its own asscls. However, in cxceptional circumstances, and even
after management action, this mighl not be possible which may adverscly impact HBOS's financial position.

Operational and reputational risks are inhkerent in the Group's businesses

Qpcrational risk is the risk of opportunilies foregone, reputational damage ot financial losscs resulting from
inadequacies or failures in internal processes, people or systems (including IT systems), or from external
events. HBOS’s businesses are dependent on the ability o process a very large number of transactions
efficiently and accurately, Operational risk and losses can result from fraud (including inaccurate
information being provided by counlerpariies or customers on which the Group relies), human error,
failure 1o document lransactions properly or to oblain proper internal authorisation, failure of third parties
to comply with material agreements, failure to comply with legislative or regulatory mquirements and
conduct of business rules, cquipment failures, information loss, natural disasters or the failuce of external
systems, for cxample, those of HBOS’s suppliers or counlerparties.

Damage 0 HBOS's reputation including 1o consumer confidence could have a significant adverse impact on
the Group's busincss. Although HBOS has implemented risk controls and loss miligation actions, and
substantial resources are devoled to developing cfficient procedures and to stalf iraining, thcre can be ne
assurance that such procedures will be effective in controlling cach of the operational risks or that damage
to HBOS's reputation will not arise, which could have a material adverse effect on the Group’s business,
financial position and resulls of operations.

This risk facter should not be taken as implying that either HBOS or any other member of the Group will
be unable ta comply with their obligations as companies with securities admitted to the Official List or as
supervised Arms regulated by the F3A.

HBOS’s borrowing costs and its access to the capital markers depend significantly on its credit ratings

The long-term credil ratings for HBOS and Bank of Scotland are, respeclively, AA- and AA wilh a stable
outlook from S&P’'s raling service, Aa2 and Aal with a negative outlook from Moody's rating service,
AA+ and AA+ with a negalive outlook from Fiteh Ratings and AA (high) with a ncgative outlook from
DBRS. Reduction in the long-lerm credit ratings of HBOS or Bank of Scolland may increasc its borrowing
costs, limit ils access to the capital markets and trigger additional collateral requirements in derivative
conlracls and other secured funding arrangements. Therefore, a reduction in credit ratings could adversely
affect the Group's access to liquidity and competitive position and, henee, have a maienal adverse effect on
the Group's business, financial position and resulis of operations,

HBOS is subject to capital requirements that could limit its operations

HEOS and certain other members of the Group arc subject to capilal adequacy guidelines adopled by the
FSA for a bank or s bank holding company, which provide for a minimum satic of (otal capital to risk-
adjusted assets both on a consolidated basis and on a solo-consolidated basis expressed as a percentage.
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The risk-adjusted capita) guidelines {the “'Basel Accord”) promulgated by the Base! Commitiee on Banking
Supcrvision (the “Basel Committee"), which form the basis for the FSA’s capital adequacy puidelines, have
been revised and implemented in the UK with effect from 1 Januvary 2007 (“Basel 11"). The principal
chunges cffected by the revised guidelines include a range of options to determine risk-weighting. In this
regard, HBOS has adopted the Advanced Intcrnal Ratings Based Appreach (for Credit Risk) and the
Advanced Measurement Approach (for Operational Risk) with effect from | January 2008. This follows a
year of paralle]l running of thesc approaches. Certain portfolios remain on the standardised approach with
agreement with the FSA of a timetable for further roll out of credit risk models over the next 1wo years.
Under Basel 11, capilal requirements are inherently more volalile than under previous regimes and will
increase if cconomic conditions or default trends worsen,

The Group’s banking businesscs outside the UK are subject to the capital adequacy regimes of those
jurisdictions, some of which will implement Basel 11 on a longer time frame.

The Group's life assurance snd general insurance businesses in the UK are also subjeet to the capital
requirements prescribed by the FSA, and the Group’s Jife and general insurance companies outside the UK
are subject to local regulatory capital requirements. In July 2007, the European Commussion published a
draft propesa) for primary lcgislation to define broad “‘framework™ principles for Solvency I, 2
fundamental review of the capital adequacy rcgime for the European insurance industry. Solvency 1l aims
to cstablish a revised set of EU-wide capital requirements where the required regulatory capital will be
dependent upon the risk profile of the entities, together with risk management standards, that will replace
the current Solvency | requircments. At this carly stage of development, it is not possible to predict the
ultimate impact of this proposcd regime on the Group's capital. However, the final 1cgime could
signifieantly impact the capital the Group's fife assurance and gencral insurance businesses are required to
held. -

HBOS's [ailure to maintain adequate capital mtios may result in administrative actions or sanelions against
it which may have a material adverse impact on HBOS’s business, financial position and results of
operations.

The values of certain securities heid by the Gronp are recorded at fair value as determined by nsing financial models
incorporating assnmptions, judgements and estimates that are inherently uncertain and which may chanpe aver time
Undcr 1FRS as adopted by the EU, HBOS rccognises at fair value: (i) financial instruments classified as
“held-for-trading™ or “designated as at fair value through profit or loss”, (i) financial assets classified as
“available-for-sale” and (i) derivatives. The fair value of investment securities trading in aclive markets is
based on market prices or broker/dealer valuations. Where quoted prices on instruments are not readily
and rcgularly available from a rccognised broker, dealer or pricing service, or available prices do not
represent regular transactions in the markel, the fair value is cstimated. These estimales are referenced
based on quoted market prices for securities with similar ceedit, maturity and yield characieristics or similar
valuation meodels. In certain circumstances, the data for individuzl financial instruments or classes of
financial instrument utilised by such valuation models may not be available or may become unavailable due
to changes in market conditions, as has recently been the case. In such circumstances, HBOS's internal
valuation models rcguire it to make assumptions, judgements and estimates in order to establish fair value.
In common with other financial instilutions, these internal valuation models are complex, and the
assumptions, judgements and cstimates HBOS is required to make often relate to matters that are
inhcrently uncertain, Such assumptions, judgements and cstimates are updated (o refleet changing trends
and market conditions. Any change in the fair values of the financial instruments could have a material
advcrse effect on HBOS's business, financial position and results of operations.

HBOS"s future earnings could be affected by declines in financial asset valuations resulting from deterioration in
market conditions

Financial markets arc somclimes subject 1o significant stress conditions where steep falls in perceived or
actusl asset valucs are accompanicd by a scvere reduction in market liguidity, as exemplified by reccent
evChals.

The Group’s Treasury division holds a porifelio of debt securitics. Included within this portfolio HBOS has
credit exposurc 10 monolines both through wrapped bonds and purchased credit default swap protection.
At 31 December 2007 and subscquently, the Group made ncgative fair valuc adjustments relating primarily
1o its holdings of asset backed securities and floating ralc notes in its trading books, and 10 its available
for sale reserves in respect of jis holding of debt sccurities in its banking book {although the banking book
adjustments have no impact on reported profits or regulatory capital strength unless there is a credit
impairment or assets are sold at betow cost).

Whilst HBOS belicves it has adopted a prudent basis for the valuation of its treasury asscts, the fair value
of these assets could fall further than curcently estimated and thercfore result in additional negative
adjustments. In addition, default by a monolinc insurer in respect of wrapped bonds or credit default swaps
held by the Group could lead 1o furthcr deterioration in asset valucs. Valuations in Futuce periods,
reflecting then-prevailing markel conditions, may result in further negative changes in the fair values of the
Group's trcasury assets. [n addilion, the value uliimately reakised by HBOS may be different from the
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cutrent or estimated [air value and changing cconomic circumslunces may result in some credit impairment,
Any of these faclors could require HBOS 1o recognise further fair value adjustments or realise impairment
charges, any of which may have 2 material adverse effect on its capital position, financial condition and
results of operalions.

Each of the Group’s businesses is subject to substantial regulation and oversight. Any significant vegulatory
developments could have an effect an how the Group conducts its business and on its resulis of operations.

The Group is subject 1o laws, regulations, administrative actions and policies in cach location in which it
operates, all of which are subject to change. The FSA is the main regulator for HBOS, although the
Group's international businesses in 1he United States, Australia and Ireland are subject to direct scrutiny
from the Board of Governors of the Federal Reserve System and the Comptrolier of 1he Currency, the
Australian Prudentiad Regulation Authority and the lrish Financial Regolator respectively, Changes in
supervision and regulation, in particular in the UK, could materially affect the Group’s businesses, the
products and services offered or (he value of its assets. Although the Group works closely with its
regulators and continually manitors developments, future changes in regulation, fiscal or other policies can
be unpredictable and are beyond the control of the Group. Areas where changes could have an adverse
impact include, but are not limited to:

[ the monetary, interest rate and other policics of central banks and regulatory authorities;

e  general changes in governmend of regulatory policy or changes in regulatory regimes that may
significantly influence investor decisions in particular markets in which HBOS operates, may change
the structure of thosc markets and the products offered or may increase the costs of doing business
in lhose matkels;

@ oather general changes in the regulatory requirements, such as prudential rules relating 1o the cupital
adequacy or liquidity frameworks;

® changes to the arrangements for funding deposilor or inveslor protection schemes and providing
compensation in the event of a failure of another regulated Arm;

@  cxiermal bodies applying or interpreting slandards or Jaws dilferently to those applied by the Group
historically;

&  changes in competilion and pricing environments;
further developments in the financial reporting environment;

[ ] expropriation, nationalisation, confiscation of assets and changes in legislation relating to Toreign
ownership; and

®  other unfavourable political, military or diplomatic developments producing social instability or Jegal
uncerfainty which, in turn, may affect demand for HBOS's products and services.

Further changes to the regulatory requirements applicable to the Group, in particular in the UK, whether
resulting from recent events in the credil markets or otherwise, could have a material adverse effect on its
business, the products and services il affers, its financial posilion and resulls of operations.

HBOS is subject to litigation and regulatory imestigations whick may impact its bisiness

HBOS and its subsidiaries operate in a legol and regulatory environment that exposes them o potentially
significant litigation and regulatory risks. As a resull, the Group is and may in the future be involved in
various disputes and legal proceedings in the UK and the other jurisdictions in which il operales, including
litigation and regufatory investigations. Such cases are subject 1o many uncerlainties, and their outcome is
often difficult 1o predict, particularly in the earlier stages of a case or investigation, Currently, the Group is
responding to regulatory inquirics and investigalions and is involved in liligation arising from its
operations. Regulatory intervention is an ongoing feature of UK retail banking and changes could affect
the profitability of the Group's Retail business. For cxample, HBOS is one of cight banks involved in a
test case to resolve legal uncertainties concerning the Faimess and lawfulness of unarranged overdralt
charges. In addition, the Competition Commission investigation of the payment protection insurance
marke! may ultimately impact the profitability of HBOS and across the industry more generally. For details
about certain litigation and regulatory investigations in which HBOS is involved, scc paragraphs 18 and 19
of Part XVIIT (“Additional Information”).

Adverse regulatory action against the Group ot adverse judgements in litigation 10 which the Group is a
party could result in restrictions or limitations on the Group's operations or resull in a material adverse
cffect on the Group's reputation, business and results of operations,

Future earnings growth and sharcholder value creation depend on the Group's strategic decisions

Significant resources are devoted to the formulation and implementation of the Group's siralegy. Ir
clements of the strategy do not deliver as intended, cither as a result of intemal faclors such as poor
implkementalion associaled with strategic change, or external fuctors, such as competitor actions, the
Group's camnings may grow more slowly or decline.
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The Gronp’s financial performance is subject ro substantial competitive pressures

Theee is substantiad competition for the types of banking and other products and services that the Group
provides in the regions in which it conducis its business. The intensity of this competition is affected by
competitor behaviour, consumer demand, technological changes, the impact of consolidation, regulatory
actions and other factors.

The Group's financial performance may be adversely impacted by competition, including declining lending
margins or compelition for savings driving up funding costs which cannot be recovercd from borrowers.
Customer attrition, a5 well a5 adverse persisiency, in ihe Group’s Tnvestmenl business and General
Insurance business is a nisk to currend and future carnings. The Group's growth plans are predicated on
atiracting customers from competilors and retaining and broadening cxisting customer relationships, If
HBOS is nol successful in atteacting new customer relationships or retaining and broadening existing
customer relationships, the Group will not be able 10 deliver the level of growth that it expects. The
success of the Group's strategy will also be affecled by the competitor reaction of both incumbent banks
and new entrants to its markets.

If the Group is wnable to provide atiractive product and service offerings that arc compelitive and
profitable, it may losc market share, incur losses on some or all of its activities or fail to attract néw and
relain existing dcposits, which could have a material adverse effect on its business, financial posilien and
results of operations.

HBOS map be adversely affected by changes in taxation legislation

HBOS's tax charge is based on current legislation in the countrics in which the Group operales, Taxalion
legistalion may be subject 10 futurc changes which could havc o material adverse effect on HBOS's results
of operation and financial condition.

HBOS could fail 1o attract or retain senior management or other key employecs

HBOS's success depends on (he ability and experience of its scnior management. The loss of the services of
certain key employces, parlicularly to competitors, could havc a malerinl adverse effect on the Group's
tevenue, profit and financial condition. In addition, as the Group’s busincss develops, both in the UK and
in other jurisdictions, the Group’s future success will depend on its ability 1o attract and retain highly
skilled and qualificd personnel, which cannot be guarantced. The failurc to atiract or relain a sufficient
number of appropriate personnc! coutd significantly impede HBOS's financial plans, growth and other
objectives und have 2 malerial adverse effcct on the Group’s business, finuncial pesition and resulls of
operalions.

1. Risks Relating to the Rights Issue and the Now Shares

HBOS's sharc price will fluctoate

The market price of the New Shares (including the Nil Paid Rights and the Fully Paid Rights) andfor the
$hares could ke subject to significant fuctuations due 1o a change in senliment in the market regarding the
New Shares (including the Nil Paid Rights and the Fully Paid Rights) andfor the Shares (or securitics
similar 10 them). Such fluctualions may depend on the markcl's perception of the likelihood of completion
of the Rights Issuc, andfor in response to various facts or events, including any regulatory changes
afTccting the Group's operalions, varialions in {he Group's own operaling resulls, business developmenis of
the Group or those of its compctitors or cconomic changes. Stock markets have, from tume to lime,
cxperienced Signifieani price and volume Muctuations that have affected the market prices for securitics and
which may be unrelated 10 the Group's operating performance or prospects. Furthermore, the Group’s
operating results and prospects from lime Lo lime may be below the expectations of markel znalysts and
invesiors. Any of these events could result in a decline in the market price of the New Shares (including
the Wil Paid Rights and the Fully Paid Rights) andfor the Shares.

An active trading market in the Nit Paid Rights tmuy not develop

An active lrading market in the Nil Paid Rights may not develop on the London Stock Exchange during
the 1rading period. In addition, because the Irading pricc of the Nil Paid Rights depends on the Lrading
pricc of the Shares, the Nil Paid Rights price may be volatile and subject to the same risks as noted
clsewhere herein. This may impact on invesiors’ ability 10 sell Nil Paid Rights should they wish Lo do se.

HBOS's ability to continue to pay dividends will depend on the lovel of profits and cash flows gencrared by the Group
Under UK company law, a company can only pay cash dividends to the extent that it has distributablc
reserves and cash available for this purpose. As a holding company, HBOS's ability to pay dividends in the
future is affccted by a number of factors, principally its ability to reccive sufficient dividends from
subsidiaries. The payment of dividends to HBOS by its subsidiaries is, in rn, subject to restrictions,
including certain regulatory rcquircments and the cxistence of sufficient distribulable rescrves and cash in
HBOS's subsidiaries.

The ability of these subsidiarics to pay dividends and HBOS's ability lo receive distributions from iis
investments in other entilies arc subject lo applicable local laws and regulalory rcquirements and other
restrictions, including, but not limited to, applicable tax laws and covenants in some of HBOS's debi
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facilities. These laws and restrictions could limil the payment of dividends and distributions 10 HBOS by its
subsidiaries, which could in futurc resirict HBOS's ability 10 fund other operations er to pay a dividend to
holders of the Existing Shares or thc New Sharcs.

Sharekolders who do not subscribe in foll for their entitlernent th New Shares in the Rights Fsne will expeérience
dilution in their pwaership of HBOS

If Shareholders do not subscribe in full for their entitlement to New Shares under the Rights Issue their
proportionate ownership and voting interests in HBOS will be reduced and the percentage that their shares
will represent of the total share capital of the Company will be reduced accordingly. Even if a Sharecholder
elects to sell his Nil Paid Rights, or such Nil Paid Rights are sold on his behalf, the consideration he
receives may not be sufficient to compensate him fully for the dilution of his percentage ownership of the
Company’s share capital that may be caused as a resubt of the Rights Issue.

If the Company is unable 1o coniplete the Rights Issue, it may need to consider aiternative methods of increasing its
core Tier | and Tier | capital ratios

The purpose of the Rights Issue is lo allow the Company lo sirenglhen its capital position against the
backdrop of current market volatility. 1f the Company is unable 1o complete the Rights Issue, the Bourd
mily need to consider aliernative methods for achicving its stated targel capital ratios, which could include
a reduction in dividends, a reduction in the rate of growth of risk weighted assets, disposal of certain
businesses or increased issuance of Tier | securitics. IF Such mecasures werc unsuccessful, there is a risk that
HBOS would be unable to achieve satisfactory capital ratios and therefore the benefits of such capital
rilios would not be obtained.

3. Additional risks for Overscas Shareholders

The ability of Overseas Shareholders to bring actions or enforce judgements against HBOS or the Directors
may be limited

The ability of an Overseas Sharcholder 10 bring an aclion against HBOS may be limited under law. HBOS
is a public limited company incorporated in Scotland. The rights of holders of Shares arc governed by
Scats law and by HBOS's Memorandum and the Articles. These rights differ from the rights of
shareholders in typical US corporations and some other non-UK corporations. In particular, both Scots
law and English taw significantly limit the circumslances under which sharcholders of companies may bring
derivative actions. Under both Scots and English taw gererally, only a company can be the proper pursuer
or claimant jn proceedings in respect of wrongful acts commitied against it. In addition, it may be difficult
for an Overseas Sharcholder to prevail in a claim against HBOS under, or to enforce linbilities predicated
upen, non-UK securities laws.

An Overseas Sharcholder may not be able 1o enforce a judgement against some or all of the Directors and
execulive officers. The vast majority of the Dircctors and cxccutive officers are residents of the UK and
currently only onc is a resident of the United States. Consequently, it may not be possible for an Overscas
Sharcholder to cffect service of process upon the Directors and excculive officers wilhin the Owverseas
Sharcholder's country of residence or 10 enforce against the Dircclors and cxceulive offiecrs judgements of
courts of the Overseas Shareholder's countty of residence based on civil liabilities under that country’s
securities laws. There can be no assurance that an Overscas Sharcholder will be able to enforce any
judgements in civil and commercial malters or any judgements under lhe sccurities laws of countries other
than the UK against the Dircctors or exccutive officers who are residents of the UK or countries other
than those in which judgement is made. In addition, English or other courts may nol impose civil liability
on the Pirectors or executive officers in any original action hased solely on the foreign securities laws
brought against HBOS or (he Directors in a court of compelent jurisdiction in England or other countries.
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Appendix 2

PART XV1
RISK MANAGEMENT

1. Introduction

Identification, measurcment and management of risk are a sirategic priority for the Group. The Board has
established a comprehensive framework covering accountability, oversight, measurement and reporting 10
maintain high standards of risk management throughout the Group.

2. Key risks and uncertainties facing the Group
The key risks and uncertainties faced by the Group are set out in Part [T (“Risk Factors™).

3. Management and Controls

1.1 Gavernance
The Group’s governance mode! comprises 2 robust commitice structure that allows an efficicnt and
mutually supportive conirol environmen? across the Group. The governance framework description set
out in this Part XV is not intended to cover the business and control environments of 5t James’s
Place plc and Invista Real Estate [nvestment Holdings ple.

The Board is responsible for setling the Group's risk appetile and does so through an iterative
process that aims to ensure that the Group’s approved bugincss plan is ¢consistent with the Board’s
appetite for risk.

‘The strategy for managing risk is formulated by the HBOS Exccutive Committee (the “Exccutive
Committee™) and is informed through divisional and Group planning and key performance indicators,
including monthly financial and business performance reporting of variances against plan.

The Board has overall responsibility for the Group’s sysiem of conteol and approval of principal risk
policies and standards. The Board is also responsible for reviewing the effcctiveness of the systems
and controls. The system of controls described in this section accords with the Turnbull guidance on
internal control and has also been rovicwed by the Board. Within the Group, risk is managed in
accordance with the following principles.

3.2 Risk Appetite

The Group uses risk appetite to describe:

e The level of acocptable risk given the Group’s appetite for eamnings volatility, cxtcrnal
stakeholder expectations and any other defincd objectives such as paying dividends; and

®  The types of risk the Group is prepared to acoept in line with ils conicol environment and the
markct conditions in which it operates.

Key risks are identified and managed to achieve a balance belween risk and reward which is

acceptable 10 the Board. The Board carries oul an annual strategic review of risk management, ils

appetite for risk and the Group's annual business plan. This focus on aligning the taking of risk with

the achievement of business objcclives means that the contro] system is designed to manage, rather

than eliminate, risk. The Board also reviews the effectivencss of risk management through regular

management information reporting.

Responsibility for risk is a key element of managers’ competencics al all levels. Specialist Group and

divisional risk tcams have been established where appropriate to assist managers across the Group.

Specialist risk managers research industry best practice and ensure that standards and policies within

the Group evolve in line with recognised risk management practice,

Staff and systems resources are dedicated 1o ensuring that risk management information is accurate,

timely and relevant to the business.
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3.3

4,

The Rivk Managenent Framework

The Group allocates specific roles in the management of risk 10 executives and scnior managers and
10 the Board and Exccutive Committees. This is undertaken within an overall framework and stralegy
established by the Board. The model is based on the concepl of “theee lines of defence”, as shown in
the table below.

Ist Linc of RISK # Divisicnal CEOs # Stralegy
Defence MANAGEMENT @ Divisional Risk Specinlists ® Performance
# Divisional Risk Commitices ~ # Risk control
2nd Line of RISK # Group Chiefl Excculive # Centralised policy
Defence OVERSIGHT #® Execulive Commiltce management
& Group Functions @ Independent oversight of risk
(incl. Group Risk and Group
Finance)
@ Exccutive Risk Commiltees
3rd Line of RISK & Audit Commiltee @ Independent assurance
Defence ASSURANCE # Divisional Risk Conitrol

Commitiees
@ Group Internal Audil

Divisional management has primary responsibility for idenlifying and evaluating significant risks 1o
the business and for designing and optraling suitable controls. Internal and exlernal risks are
assessed, including economic factors, control breakdowns, disruplion of information systems,
compelition and regulatory requirements.

The four Group Executive Risk Committees - the Group Credit Risk Committee, the Group Markel
Risk Commitiee, the Group Insurance Risk Committec and the Group Operational Risk Committee
develop the policies and paramelers within which Divisions are required to manage risk. These
Commiltces provide central oversight by reviewing and challenging the work of the Divisions and
considering the application of approptiate risk management techniques.

The specialist Group Risk function, reporting 1o the Group Risk Director, supports these Group
Execulive Risk Committees. [1s responsibilities are:

& 1o recommend Group policies, standards and limits;
® 10 monitor compliance with those policies, standards and limits;

® 1o provide leadership in the development and implementation of risk management techniques;
and

& to aggregaie risks arising in the Divisions and 1o monitor the overall Group position
independently from the Divisions’ own analysis.

Consideration of capital, liquidity and balance sheet management is undertakeén on an integrated
basis. Alk capital and funding related activities are ihe responsibility of the Group Capital Committee,
supported by three subcommiltees, which focus on the core aspects of overall Group requirements.
The Group Capital Committee is chaired by the Group Finance Director and operates under
delegated authority from the Board 1o oversee and manage the Group's balance shect and capital in
accordance with the Board approved Group business plan and within regulatory ratios.

In judging the effectiveness of the Group's controls, the Board reviews the reports of the Audit
Commiitee and management, Certain responsibilitics arc delegated 1o the Audit Committee, including
ensuring that there is an ongoing review of the adequacy and effectiveness of the internal control
environment procedures, This role provides oversight on the financial internal control environment
throughout the Group.

The Audit Commiltee, supported by Divisional Risk Control Committees, obtains assurance about
the interna! control and risk management environment through regular reports [rom Group Functions
(ineluding Group Risk and Group Finance) and Group Internal Audit. It also considers extetnal
auditors’ reports.

Management of Key Risks

The Group is commilled 10 developing its risk management techniques and methodologies, both to
maintain high standards of risk management practice and 10 fulfl the requirements of UK and
international regulalors.

GE-L01084
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5. Credit Risk
Credit Risk is the risk of financial loss resulling from counteeparty’s failure to setile financial obligations as
they fall due.

The Group Credil Risk Committee, one of the Group Exccutive Risk Commitices, is chaired by the Group
Risk Director and comprises senior exccutives from across the business Divisions and Group Risk and
Group Finance functions. 1t meets monthly and reviews the Group's lending portfolio, approves material
credit models and Group ¢redil standacds, limits and divisional credit risk policies. The Group Credit Risk
Policy Statement is approved by fhe Boatd on an annual basis. The Group Credit Risk Committee also
assists the Board in formulating the Group’s credit risk appetite in respect of key products and sec¢lors.

Group Credit, a specialist supporl function within Group Risk, provides centralised caperlise in the area of
credit risk measurement and management techniques. In addilion 1o reporling on the performance of each
divisional portfolio to the Group Credit Risk Commiltec, Group Credit exercises independent oversight
over the clfectiveness of credil risk managemenl arrangements and adherence to approved policies,

standards and Jimits.

Day 1o day management of credit risk is undertaken by specialist credit teams working within each
Division in compliance with policics approved by the Board. Typically functions undertaken by these teams
include credil sanclioning, portfolio management and management of high risk and defaulted accounts and
credit risk model) build and governance.

To mitigale credit risk, a wide range af policies and techniques are used across the Group:

@ For rctajl porifolios use is made of credit scoring software for new applications. In addition,
behavioural scoring is used to provide an assessmeni of the conduci of a cuslomer's accounts in
granting cxlensions to, and sctting limits for, cxisling facililies. Affordability is a vitally impartant
measure and is reviewed in combination with cither applicalion andfor behavioural scores. Small
business customers may be rated using scorecards in 1 similar manmer 1o retail customers.

. For corporate portfolios a [ull independent credit assessment of the financial strength of each
potential transaction and/or customer is undertaken awarding an internal risk rating which i3
revicwed regularly. The same approach is also uscd for larger small to medium enterprise (“'SME"}
customers.

] Within Treasury, which handles the Group's banking and sovereign related exposures, as well as the
Group's structured credit bond portfolio held for liquidily and proprictary purposes, foeused credit
risk policies are established and reviewed by Group Wholesale Credit Commiliee ("GWCC"™), a sub-
commiltee of the Group Credit Risk Commitiee. Basel II Advanced IRB compliant models are used
to rate banking and sovereigh counlerparlies. Structured credit bonds are reviewed individually by an
independent eredit function prior 1o purchase and an intemal rating is applicd to all exposures. The
raling asscssmenl is commensurale with, and often more stringent than, those of the extemal credit
rating agencies. Additional thresholds and limits are applied by rating and asset class and, as part of
an ongoing portlolio review process, thorough survcillance is performed covering each bond holding,
supplemented by stress analyses condueted on a periodic basis.

An additional measure within the credit risk framework is the establishment of product, industrial sector

and country limits to avoid excessive concentrations of risk. Material portfolios, such as mortgages, have

approved sub-sector limits to ensurc that they remain within plan and tolecance for risk. All such limits are
set and monitored by the Group Credit Risk Committee. Standards have been established across the Group
for the management of eredit risk. All Divisions ar¢ committed to continuously improving credit risk
management. There continues Lo be investment in the development of credit risk rating tools, including
enhancements to the portfolio risk measurement systems and in governance arrangements 1o Support
operations within the terms of the Rasel 11 Accord. These include principles for development, validation
and performance menitoring of eredit risk models. The approval prooess for eredit models is dependent
upon materiality, with all models impacting the regulatory capilal ealculation requiring approval by the

Group Credil Risk Committee and those deemed materind to the Group being approved by the Group

Capital Committee.

Internal repocting has developed further in response to the introduction of improved rating tooks. Senior

Managemenl across Lhe Group are now capable of assessing the risk profile in terms of Probability of

Default and Expeeied Loss and wilt do so under the Basel 11 environment going forward.
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$.0 Finuncial Instruments Subject to Credit Risk
The table below sets out the Group’s exposure Lo credit risk relating to financial instrumcnts before
1aking account of collateral and other securily. Policyholder asscts are excluded from thc analysis in
this table as the underlying credit risks are for the account of the policyholders and have no dircet
impact on the Group's resulls.

As at 31 As ar 31
December 2007 December 2006

(£m)
Loans and advances 10 cuslomets 430,007 376,808
Financial assets held lor trading 54,681 49,139
Decbi securities 56,839 49,901
Other financial assets 24,215 22,290
565,742 498,138
Contingent liabilities and commitments 106,718 90,944
Total 672,460 589,082

Louns ¢nd Advances to Customers
Loans and advances to customers ar¢ managed on a divisional basis.

Fingncial Asseis Held for Trading

Manngement of credit risk within Treasury portfolios relies on oblaining detailed knowledge and
undcrstanding of he asscts and issuers it deals with. As described above, full credit analysis is
undcrtaken and, bascd upon that, an internal rating is derived which helps to esiablish a credit
appcetite for the issuer or assel intended to be acquired.

As Treasury manages the liquidity of the Group, its mandate is to maintain a high quality credit
portfolio and, in addition to the credit process mentioned above, it also actively uses portfolio
techniques to manage and monitor the quality of its portfolios, and to avoid concentration nisk,

This inciudes Ihe usc of rating based thresholds, established portiolio levet thresholds, asset class
limits and sub-limits. Thete are also rules governing the types of assets that can be held within
Treasury’s Liquidity portfolios, Trading and Banking books and for individual Asset Backed Security
("ABS™) tranche sizes. There are also limits controlling the maximum weighted average lifc of assets.

As 1t 3] December 2007, financial assets held for trading were almost exclusively investment grade
investments with 99.6% (2006 99.5%) of inter-bank and structured invesiment portfolios rated A or
above bascd on an internal credit ratings scale that is, in general, aligned with the ralings scales of
the major credit Tatings agencies {Moody’s, S&P and Fitch).

As ar 31 As at 31
December 2007 December 2006

%%
AAA 51.5 519
AA M4 30.6
A 13.7 17.0
Below A 0.4 0.5

Debt Securities

Debt sccurities are primarily held within the Treasury or Insurance & Tnvestment Divisions and as at
3} December were almost exclusively invested in investment gradc counterparlics with 96.5% {2006
94.0%) of debt securities raled ‘A’ or above, again based on the Group's internal rating scale.

As at As at
31 Dzcember 31 December
2007 2006

%
AAA 57.8 67.6
AA 25.8 18.2
A 12.% 82
Below A 35 50

The AAA proportion of the portfalio felt during 2007 due 1o two factors: (i) a reduction in sovereign
asscts and (i) an increase in the size of the portfolio comprising mainly AA and A asscts, thereby
reducing the AAA proportion.

125

GE-L01084 - 14 -



Other Financiul Assets
Other financia) asscts include cash and balances at central banks, items in the course of collection,
derivative assets, loans and advances to banks and sundry financial assets.

6.  Market Risk
Market risk is defined as the potential loss in value or earnings of the organisation arising from:

[ changes in external market factors such as interest rates (interest rate risk), foreign exchange rates
(forcign exchange rtisk), commodities and cquities; and

® the potential for customers to act in a manner which is inconsistent with business, pricing and
hedging assumplions.

The objectives of the Group's market risk framework are Lo ensure that:

®  market risk is taken only in accordancc with the Board's appetite for such risk;

®  such risk is within the Group’s financial capability, management understanding and stalf competence;
®  lhe Group complies with all regulatory requirements relating 1o the taking of market rigk; and

. the quality of the Group's profits is appropriately managed and its reputation safeguarded.

Risk appetite is set by the Board which allocates responsibility for oversight and managemenl of market
risk to the Group Market Risk Committee, an Executive Risk Commitiee chaired by the Group Risk
Director.

The Group devotes resources to ensuring that market risk is comprehensively captured, accurately modelled
and rcported, and cffectively managed. Trading and non-trading portfolios are managed at various
organisationat levels, from the Group overall, down to specific business areas. Market risk measurement
and management methods are designed (o meet or exceed industry standards, and the tools used facilitate
internal market risk management and reporting.

Market risk is controlled across the Group by setting limits using a range of measurement methodologies.
The principal methodologies arc Net Inmterest Income (“NII™) sensitivity and Market Value (“MV"}
sensitivily for banking books and Value-at-Risk (“VaR”} for trading books. All are supplemented by
scenatio analysis which is performed in order 10 estimate the potential economic loss that could arise from
extreme, but plausible stress events.

Detailed market risk framework documents and limit structures have been developed for each division.
These arc tatlored to the specific market risk characteristics and business objectives of each division. Each
divisional policy requires appropriate divisional sanction, and is then forwarded to the Group Markei Risk
Committee for approval on at least an annual basis.

Market risk within the jnsurance and investment busincsscs anses in & number of ways and, depending
upon the product; some risks are borne directly by the customer and some by the insurance and investment
companies. Risk to customers js controlled by adherence to and regular monitoring of investment mandates
and, if appropriate, unit pricing systems and controls. In the case of the risk to the companies, individual
Boards approve overall risk appetites and policies against which cxposure is monitored.

Market risk ~ principally interest rate, inflation and equity - also anses from the Group’s defined berefit
pensions obligations. Thesc sensitivities are regularly measured and zre reported to the Group Market Risk
Committee every month.

6.1 Interest Rate Risk { Non-Trading)
A key market risk faced by the Group in its non-trading book is interest rate risk. This arises where
the Group’s financial assets and liabilitics have interest rates set under different bases or reset at
different times.

The principal Board limit for structural interest rate risk is expressed in terms of potential volatility
of net interest income in adverse markel conditions. Risk exposure js monitored using the following
Measures:

®  Net Interest Income sensitivity — This methodology comprises an analysis of the Group’s
curtent interesl rale risk position overlaid with behavioural assessment and re-pricing
assumptions of planned lature activity. The change 10 forecast NII is calculated with reference
to a set of delined parallel interest rate shocks which measure how much current projections
would alter over a 12 month period.

. Markel Value sensitivity — This methodology considers all re-pricing mismatches in the current
balance sheet including those beyond the time horizon of the NII measure. It is also calculated
with reference to a set of defined parallel interest rate shocks.

The Board has delegated authority to the Group Market Risk Commitice to allocate limits to

divisions as appropriate within the overall risk appetitc approved by the Board each year. In turn,

the Group Market Risk Commiitec has granted limits which constitute the risk tolerance for each
division.
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Banking divisions are required to hedge all significant open interest rate mismaich positions with
Treasury and are not permilted to take positions of a speculative nature. A limit struclurc exisls to

cnsure that tisks slemming from residual and lempotary positions or from changes in assumptions
about customer behaviour remain within the Group’s risk appelite.

Market risk in non-trading books consists almosl entirely of exposure to changes in inlerest rates.
This 5 the polential impact on earnings and value that could occur when, if rates fall, liabilities
cannot be te-prieed as quickly as assets; or when, if rates rise, assels cannot be re-priced as quickly
as liabilitics.

Net Interest Income Sensitivity
The following lable shows, split by major currencics, the Group's sensitivities as al 31 December 2007
to an jmmediate up and down 25 basis points change to all inlerest rates.
hmpuct of interest rate shift
As at 31 December 2007

+ 25 bpy - 25 bps
(£}
Currency
Sierling (21.2) 21.6
US Dollar (0.6} 0.5
Euro 4.3 4.3
AU Dollar 0.1 (0.1)
Other 0.1 0.1
Total (25.9) 26.2
tmpact of interest rate shift As ar 31 Decenber 2006
+ 25 bps ~ 25 bps
{fm}
Currency
Sterting (14.1} 160
US Dollar 1.2 1.2
Euro (4.4) 4.4
AU Dollar 1.0 (1.2)
Other {0.2) 02
Total (18.9) 20.6

Basc case projected Nl is calculated on the basis of the Group's current balance sheet, forward rate
palis implied by current market rates, and contractual re-pricing dates (adjusied according to
behavioural assumptions for some products); it also incotporates business planning assumplions about
future balance sheet volumes and the level of early redemption fecs. The above sensilivities show how
this projected NII would change in response to an jmmediate paraliel shift to all rclevant interest
rates — market and administered.

The principal driver of the risk is re-pricing mismatch but the methodology also recognises that
behavioural re-pricing assumptions — [or example, prepayment rates — are themselves a function of
the leve! of interest rates.

The measure, however, is simplified in that it assumes all interest rates, for all currencies and
malurities, move al the same time gnd by the same amount. Also, it dots not incorporale Lhe impact
of management actions that, in the event of an adverse rale movement, could reduce the impacl on
NII.

Resgrve Sensitivity )

The following table shows the market value sensitivity, for a 25 basis point stuft, ol those ilems in
respect of which a change in market value must be reflected in the equity of the Group - principally
“available for sale” assets and cash flow hedges. '

Ay at 31 December 2007 As at 31 December 2006

Impact of interest rate shift + 25 bps - 25 bps + 25 bps - 25 bps
. {fm}
Available for sale reserve (15.7 15.7 21.9) 219
Cash Now hedge reserve 101.5 - {10L.5) 76.4 (76.4)
Total 85.8 (85.8) 54.5 (54.5)
127

GE-L01084 - 16 -



6.2

6.3

Foreipn Exchange Risk (Non-Trading)

The Group Funding & Liquidity Committee (“GFLC”) is responsible for the framework within which
structural foreign cureency risk is managed. The GFLC manages forcign currency exposurcs based on
forecast currency information provided by the Divisions, and mandates Treasury to exccule
transactions and undertake currency programmes to manage structural currency risk. The actual risk
position is monitored monthly by the Group Market Risk Committec.

Transaction exposures arise primarily from profits peneraled in the overseas operations, which will be
remitted back to the UK and then converted into sterling.

Translation cxposures arisc due to eamnings that are retained within the overseas operations and

reinvested within their own balance sheet,

Structural curcency exposures arise from th

and other investments and are noted in the table below.

Functional currency of the eperation

AU Dollar
Euro

US Dollar
Oher

Total

Functional currency of the operation

AU Dollar
Euro

US Dollar
Qther

Total

Net investments in
overseas operations

Burrowing teken out
to hedge net

e Group's invesiments in overseas subsidiaries, branches

As al

34 December 2067
Remaining structural
CHrrency exposure

Investimenis
(£n1)

2,023 2,023
1,888 1,613 275

97 97
4 4
4,012 3,733 279
As ar

Net investiments in
overseas operdiions

Borrowing taken oul
1o hedge nel

31 December 2006
Remaining structural
currengy exposure

investmenis
(fm)
1,560 1,560
1,464 1,224 240
106 99 7
13 13
3,143 2,883 260

As at 31 December 2007 and 31 December 2006, there were no malerial net CUrtency exposures in

the Group’s non-trading book relating to transactio
Hse 10 net currency gains or losses,

Trading

The Group’s market risk trading aclivitics are ¢
10 2 Trading Book Policy Statement, which is ap

Market Risk Commitiee.

Treasury Lrading primarily centres arcund (w
of busincss flows. Both activities incur marl
exchange rate exposure. In addition, a number of marketabl
liquidity risk management framcwork are also held in trading books.

market risk as a result of movements in credit spread.

The framework for managing the marke

nal {or non-structural) positions that would give

onducted by Trcasury, This Group aclivity is subject
proved by thc Board, and limits sct by the Group

o aclivitics: proprielary irading and trading on the back
ket tisk, the majorily being interest rate and foreign
Je assets held as part of the Group's
Such activity gives nse \o

t risk in these activitics requires detailed and tailored

modelling techniques, which are the responsibility of the Treasury Market Risk team.

The Group employs several complementary techniques to measure and control trading activities
including: Value at Risk {*VaR”), sensitivily analysis, stress testing and position limits,

The VaR model, used as part of the Group's management
1o 99% confidence using a one day holding peried. Th
maximum mark 1o market loss which, to this lcvel of confidence,
given the size of current trading positiens. It is computed using a historical

a onc ycar history of price data.
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The underlying assumption of VaR is thal future price volatility and corrclation will not differ
significantly from that previously observed. 1t also implicitly assumes that all positions are sufficienily
liquid 10 be reahsable within the chosen one day helding period. Also, VaR gives no indication of the
size of any loss that eould oecur from cxireme adverse price changes (ic. outside the chosen
confidence level). For thcse reasons, stress testing is employed 10 simulatc the effect of selected
adverse markel movements. Such measurcs arc particularly relevant when markel conditions arc
abnormal and daily pricc movements are difficull 1o source, as has been the case in a number of
financial markets sinec August 2007,

The large increasc in VaR, relative 1o 3] December 2006, is due principally 1o higher price volatility
in wholesale markets — the size of underlying trading positions has not changed materially.

As at 31 December 2007, the regulatory capital charge for markel risk trading cxposures represents
only 1.87% (2006 1.93%) of the Group’s capital base,

For all significant cxposures VaR is calculated on a daily basis and is used by sentor management 1o
manage markel risk, On a more detailed desk and trader level, 1o increase transparency, nterest rale
risk relating to the trading book is principally managed using sensitivity methodology to measure
exposure and sel limits. This methodology calculates the present valuc impact of a one basis poinl
movement in intercst. raies on lhe outstanding positions. Credit spread risk is managed using credit
spread VaR and position limits based on credit spread sensilivity. Foreign exchange risk is principaily
managed by the usc of position limits. Equity risk is managed through Equily Index VaR and
position limits.

The Group's trading market risk exposure for the year ended 31 December 2007 is analysed below.

vt 3l Asa 3l Average Highest Lowest
Exposure Dec. 2007 Dec. 2006 2007 2006 2007 2006 2007 2006
{£m)

Total Value at Risk 13.2 4.5 1.6 4.2 13.9 6.4 40 2.9
Included in the above is

the Value al Risk

relating 10:
Inlerest rates 4.7 2.2 3.0 24 59 39 1.7 1.4
Credit spread 8.3 20 4.3 1.4 g4 - 39 1.8 0.9
Foreign exchange 1.9 0.2 0.6 0.3 2.0 0.7 0.1 0.1
Equity tisk factor 0.2 0.1 0.2 0.1 04 04

6.4 Derivatives
In the normal coursc of business, the Group uses a limited range of derivalive instrumenis for both
trading and norn-trading purposes. The principal derivative instruments used are interest rale Swaps,
jnterest rale oplions, Cross currency Swaps, forward rate agreements, credit derivatives, forward
foreign exchange contracts and futures. The Group uses derivalives as 2 risk management ool for
hedging interest rate and foreign exchange rate risk.

The Group's activity in derivatives is conirolled within risk management limits sct by the Board and
overseen by the relevant Group Risk Commitlices.

7. Liquidity Risk
Liquidity risk is the risk that the Group does not have sufficient financial resources lo meet its obligations

when they are due or will have Lo do so al excessive cost.

Liquidity risk is governed by the Group Liquidily Policy Statement (“GLPS”), which is approved by the
Board and defines the core principles for identifying, measuring, managing and monitoring liguidity risk
across the Group. Detailed liquidity risk framework documents and limit structures are in place for the
Group's operations, where liguidity is managed on a group basis, and for overseas banking units subject 10
specific regulatory requircments. The responsibility for oversight and management of Liguidity Risk is
delegated 1o the Group Capital Committee (“GCC™).

Policy is reviewed at least gnnually to ensure its continued relcvance to the Group’s current and planned
operations, Operational liquidily management is delegated to Treasury. The authority 1o set specific limils
and guidelines and responsibility for monitoring and controtling liquidity is delegated by the GCC to the
GFLC (a sub-commitlce of the GCO).

The Group’s banking opcrations in the UK comply with the FSA’s Sterling Stock Ligquidity approach for
sterling liquidity management and regulalory reporting. A key element of the FSA's Sterling Stock
Liguidity Policy js that a bank should hold a stock of high qualily liquid assets that can be sold quickly
and discretely in order 1o replace funding that has been withdrawn due to an actual or perceived problem
with the bank. The objective is that this stock should cniable the bank (o continue business, while providing
an opportunily {o arrange more permanent funding solutions. Limits on the five day sterling net wholesale
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outflow and the minimum level of stock liquidity have been agreed with the FSA. In addition, GFLC has
set a requirement for the stock liquidity ratio of at least 105% (the FSA minimum level is 1007).

The Group also adheres to the requirements of ather regulatory authorities, including the Awustralian
Prudential Regulatory Authority and the Irish Financiat Regulator, in whose jurisdictions the Group has
branches or subsidiaries.

The internal approach to liquidily management, which has been in place for several years, gocs beyond the
regulatory requirements (in terms of the depth of analysis condueted and the amount of liquidity held).
The approach looks at the Group's forecast cash flows across all currencics and at longer timeframes than
the regulatory rules require, At 31 December 2007, the Group's liquidity portfolio of markctable assets was
£60.0 billicn (2006 £56.4 billion). The liquidity pertfolio is recorded in Treasury and predominanily
comprises Treasury debt securilies, excluding Grampian and Landale. The assets in the liquidity portfolio
are treated in two forms. Firstly, assets which the Group knows to be eligible under normal acrangements
with the Bank of England, the European Central Bank and the FRB, Secondly, a substantial pool of high
quality secondary liquidily asscts that allow the Group to manage through periods of stress laking into
account the likely behaviours of depositors and wholesale markets, These approaches are supported by a
framework of limits to ensurc that the Group is not subject 10 undu¢ concentrations for either its assets or
liahilitics and by daily control processes to address both regulatory and intcrnal requirements. in 2007, the
primary method of realising the Liquidity portfolio for cash has been via rcpo rather than outright sale.

This framework includes:
[ Funding diversity criteria focusing on retail, other customer and wholcsale sources;

®  Sight to one week and sight lo one month mismatch limits as i@ percentage of total wholcsale funding
for all major currencies and for all currencics in aggregale;

®  Targets on the appropriaic balance of short lo medium lerm wholcsale funding; and

®  Criteria and limits on marketable assels, by asset class for Sterting, US Dollars, Euvos, other
currencics, and for all currcneics in aggregate.

Daily monitoring and control processes are in place 10 address both statutory and prudential liquidity
requirements.

In addition to day-to-day prudential limits, the liquidity framework has two other important compgonents,

Firstly, the Group siress 1ests iis potcntial cash flow mismatch position under various sccnarios on an
ongoing basis, with formal reporting at least monthly, in compliance with FSA regulations. The cash flow
mismatch position considers on balance sheet cash flows, commilments teceived and granted, and material
derivative cash flows. Specifically, commitments granied include the pipelinc of new business awailing
completion as well as other standby or revelving credit facilitics. Behavioural adjustments are developed
evalualing how the cash flow position might change under cach stress scenario to derive a stressed cash
flow position.

Scenarios are bused on varying dogrees of siress und cover both the Group name specific and Systemic
difficultics. The scenarios and the assumptions urc reviewed it least annually 1o gain assurance they
continue 1o be rclevant to the nature of the business.

An example of a name specific sccnario the Group models is a substantial fall in the Group credit rating.
In such a scenario, the Group assesses the likely impact on customer deposits and assumes 1he wholesale
markels would be closed to the Group. The Group approach is to hold substantial liquidity assets which
would provide sufficient time for management to take appropriatc miligating actions. The Group also
models the impact of sysiemic cvents across the banking sector. Typically the impact of these is less severe
as wholesale markets normalky continue to provide some funding and concerted central bank action would
be expected to address such market dislocation.

The resulis of the stress testing arc presenicd monthly to the GFLC. A formal strategic review is presented
1o the HBOS Board al least annually,

Secondly, thc Group has o Liquidity Contingency Plan embedded within the Group Liquidity Policy
Statement which has been designed to identify cmerging liquidity coneerns at an early stage, so that action
can be taken to avoid a more scrious crisis devetoping. This is achi¢ved through the use of Early Warmning
Indicators (“EWIs™).

Clear guidclincs are set oul for the management csealalion process in the cvent of EWIs riggeting and the
actions to be laken (short and medium term) should such an cvent take place. Responsibilities for
communication with various extcrnal parties and contact details of key personnel are also clearly stated.

In response to the market dislocation in the second hall of 2007, the GCC has increased the frequency of
its meetings and Treasury has introduced additional metrics which are monitored daily and tailored 1o
prevailing market conditions.
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Funding
Customer deposit growth and the supply of wholesale funding to the Group has remained strong during
the dislocation in global financiat markets in the latter part of 2007.

As at 31 As at 31
Dec 2007 Dec 2006
(€bn, except %)

Loans and advances Lo customers 430.0 376.8
Cuslomer accounls 243.2 2119
Customer lending less customer accounts 186.8 164.9
Customer accounts as a4 % of lcans and advances W0 customers 56.6% 56.2%

The wholesale funding capacity of the Group is dependent upon factors such as the sirength of the balance
sheet, earnings, assel qualily, ratings and markel position. GFLC assesses the Group funding mix to ensure
that adequate diversity is maintained. It is Group policy to manage its balance sheet profile to ensure
customer deposits sourced outside Treasury represent a significant component of overall funding, and
GFLC directs and eoordinates the activities of the Divistons in raising liabilities from 2 range of sources.

In order to sirengthen the Group's funding position, the Group has over the last few years diversified its
funding sources and lengihened its maturity profile of market sensitive funding. This has been achicved
through:

®  Widening the wholesale investor base and product set;

Building and maintaining a large securitisation programme;

Accessing the covered bond market;

Utilising the geographic diversily of New York and Sydney as funding hubs for the Group; and
Extending the Group's Medium Term Nole programmes.

[ I I I

During 2007 the Group’s wholesale funding sources were well diversified by instrument, currency and by
maturity as shown in the tables below. Tables are prepared on the basis that “retail” is defined using the
current statutory definition, ie. administered rate products. Wholcsale funding, when issued in a foreign
currency but swapped into sterling, is included ai the swap exchanged amount. Wholesale funding is shown
excluding any repo activity and the funding raised in the names of the conduits.

Retail and Wholesale Funding Sources As at 31 December 2007 As at 31 December 2006
Instrwnent £bn % £bn %
Bank Deposits 329 6.7 279 6.6
Deposits from Customers 2.8 5.6 17.1 4.0
Certificates of Deposit 63.1 12.8 42.5 10.0
MTNSs issued 428 8.7 41.5 9.7
Covered Bonds 23.7 4.8 17.2 40
Comnercial Paper 16.9 34 17.3 4.1
Securitisation 45.9 9.3 41.2 11.1
Subordinated Debt 20.0 4.3 15.4 3.6
Other 49 0.9 49 1.1
Total Wholesale 278.0 56.3 231.0 54.2
Retail 2154 43.7 194.8 458
Total Group Funding 4934 100 425.8 100.0
Wholesale Funding — Currency As at 3T December 2007 As at 31 Decenber 2006
£bn % £bn %
US dollar 104.5 376 87.2 377
Euro 79.0 28.4 65.3 283
Sterling 69.7 25.1 60.7 26.3
Other 24.8 8.9 17.8 1.7
Total Wholesale Funding 278.0 100 231.0 100.0
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Wihwlesale Funding — Residual Maturity As at 31 December 2007 As at 31 December 2006

£hn % £bu Y
Less than one ycar 164.1 59.0 1212 52.5
One to two ycars 216 73 19.3 8.4
Two to five yeurs 46.3 16.7 46.5 201
More than five years 46.0 16.5 44.0 19.0
Total Wholesale Funding 278.0 100.0 2310 100.0

Duting the sccond hall of 2007, with the increased cost of term funding, the Group chose to reduce its
term issuance and utilisc its significant available capacily in thc money markets.

However, covered bonds and securitisation issucs continue Lo be important funding sourccs for the Group
with outslandings as at the end of December 2007 of £69.6 billion, an increasc of £5.2 billion during 2007
(as compared to 2006). In addition, issuance of Certificates of Deposil (“CDs") rose to £63.] billion (2006

£42.5 billion). As al the end of December 2007, £113.9 billion of wholesale funding had 2 malurity over
one year, compared with £109.8 billion at the end of 2006.

Condduits

HBOS sponsors two conduits, Grampian and Landale, which are special purpose vehicles that have
invested in highly rated assets and fund via the Assel Backed Commercial Paper (“ABCP”) market. Al
11 December 2007, investments held by Grampian totalled £18.6 billion. Grampian is, and always has been,
fully consolidated into the Group's balance sheet. The Group also consolidated £0.6 billion of assets held
by Landale. Grampian is a long citablished, high grade credit investment vehicle that invests in diversified
Asset Bucked Securities of which, as at 31 Dccember 2007, 99.9% were rated AAA by S&P and Aaa by
Moody's. Cirampian has 8 liquidity line in place with HBOS which covers all of the assets and programme
wide credit enhancement is also provided by HBOS. Landale holds both assets originated from the Group’s
own balance shect and third party transactions. Landale has liquidity lincs from HBOS and from third-
party banks, and therefore the former, bul not the latter, arc consolidated into the Group’s balance sheet.

In the latter hall of 2007, due to the disruption in the ABCP markel, there have been occasions when
Grampian and Landale (in respect of assets backed by HBOS liguidity lincs) have declined to issue ABCP
given the unatiractiveness of the spreads and maturities available. Al thesc times the Group funded the
conduits, on a temporary basis, through the available liquidity lines rather than through the ABCP market.

8.  General Insurance & Long Term Assurance Business Risks
The general insurance and long term assurance business contracts underwritien by the Group expose HBOS
10 both investment and insurance risk.

Insurance risk is the potential for loss, atising out of adverse claims from both life and gencral insurance
contracis,

Investment risk is the potential for financial loss arising from the risks associated with the invesiment
management aclivitics of the Group. Investment risk includes market, credit and liquidity risks. The loss
can be as a result of:

®  Direct risks relating to changes in the vakue of Group assets in supporl of the gencral insurance and
long term insurance conlracls;

. Indirect cisks arising from poiicyholder funds where the assels and policyholder liabilities are
matched; and

e Indirect risks associated with the management of assets held on behalf of third parties.

The Group Insurance Risk Commitlee, one of the Executive Risk Committces considers regular reports on
specified aggregalc insurance risks across all of the Group’s insurance and investment businesses. It
oversees the development, implementation and maintenance of the overall insurance risk management
framework, covering insurance risk in each busincss individually, as well as in aggregale.

As part of the overall Group risk management framework, the Group Insurance & Investment Risk Team
provides regular support 1o the Group Markel Risk Commitice and o the Group Credil Risk Commiltee
on the inter-relationship between insurance nisk and investment risks (market, credil and liguidity risks
respectively) arising within these businesses, and the development of approptiste policies and standards for
the management of those risks.

The majority of the Group's long term insurance and invesiment contract liabilities are managed within the
HBOS Insurance and Investment Division and Insight Investment wilth approximately 3% (2006: 3%)
operated by the fifc busincsscs outside the UK, Day-lo-day management of insurance and investment risk is
underlaken by management supported by specialist risk functions. Use is made of the statutory actuarial
roles, both 1o help ensure regulatory compliznce in respect of the authorised insurance companics in the
Group and Lo help meet Group risk management standards.
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8.1 Long Term Assurance
The insurance and invesiment business thal is transacted by the life insurance companies within the
Group comprises unit linked busincss, fixed benefit business {also known as non-profit busincss) and
with-profits business (described as insurance contracis and investmenl contracls with discretionary
participaling fcatures {“DPF”) written within the with-profils fund).

Several companics within the insurancc and invesiment business transact either unit linked andior
olher non profit business, but all with-profits busincss is underwritten by Clerical Medical Investment
Group Limited (“Clerical Medical™), a subsidiary of HBOS Financial Services Limited.

The key characleristics of long term assurance that give risc to insurance and investment risk are its
Jong term nature, the guarantees provided to policyholders, the dependency on the performance of
investment markels and the extent to which assets backing the contractual liabilitics arc matched.

The quality, mix and volume of busincss have a significant influcnee on the extent of insurance and
investment risk assumed by the Group and resulting profits. The quality of business wrilten is
influenced by variations in product terms as well as the avcrage premium size, age and term profile
within the particular products. Accordingly, the mix in products writtcn may impact on profits,
depending on the nature, extent and profitability of new business in addition to existing business.
This risk is managed lhrough the application of clear pricing policies that require full financial
assessment Tor cach new produel, incorporating consideration of expected hurdle rates of rcturn.

Additionally, variations in administration and development costs may impact the available profit
margin within the product charges. To manage this risk, therc is a regular process of cxpense
budgcting and rcporting with appropriate targeis sel for new insurance and invesimenl products that
are developed.

The risks associaled with particular sections of the long term assuranec business are set oul below,

8.2 Unit Linked Funds

For unit linked funds, including consolidated collective investment schemes, which comprise 77%
(2006 74%) of the Group’s long term insurance and investment contract liabilities, investors bear the
investment risk, with changes in the undcrlying invesiments being maiched by changes in the
underlying comtruct liabilities, Similarly, thc Group manages a number of collective invesiment
schemes where the investors bear the investment risks. The investor selects from a range of
inveslment opportunities available from the Group in accordance with their personal risk appetitc and
circumstances.

On a day-lo-dny basis, cash outflows which are necessilated by investors withdrawing Lhcir funds are
generally mct by cash inflows from new investors. In circumstances where funds arc contracting, or (o
mect unusually high levels of withdrawals, the Group sells assets in the fund in order (o mcet the
cash demands with any dealing costs charged to the underlying unit linked fund and conscquently the
policyholders. The underlying assets in the unit linked funds are subject (o credit and market risks in
the form of intcrest rate, equity prices, foreign exchange and other market risks depending on the:
fund, including movement in properiy values. These changes arc maiched by changes in the unit
linked liabilitics. Accordingly, the Group is not directly exposed lo significant liquidily, credit or
market risks, although the investors’ benefits will vary as a conscquence, Decreases in the capital
value of unit linked funds (as a result of Falls in market values of cquitics, property or fixed interest
assets) will howcver reduce the futurc annual investment managemenl charges that will be carned
from uni linked busincss. The Group cstimates that if the capital value of the unil linked funds,
excluding consolidated colleclive investment schemes, classified as investment contracts had been
reduced, on average by 10% for the year, the profit before tax for the year would have decreased by
£72 million (2006 £25 million}.

Unit linked producls provide some discretion for variation in annual administration charges, and
therefore management of variations in cxpenses may be achieved through variation in charges.

An additional risk the Group faces in respect of unit linked business is the risk that increases to
surrender ratcs for both insurance and investment contracts reduce the valuc of futurc investment
management charges. Actions 1o contro] and monitor this risk inclede charges applicable on some
products where the investor surrenders carly, regular expericnce monitoring, consideration of the
sensitivity of product profitability to levels of lapse rates al the product development stage; and
initiatives within Lhe relevant businesscs to cncourage cuslomer retention.

8.3 Non-Profit Business
The Group has a diversified portfolio of life insurance and annuity policies within its portfolio of
non-profit insurance contracts, which includes the insurance risk component of unit linked policies
classificd as insurance contracts. The principal investment risk in respect of the non-profit business is
interest ratc risk which arises because asscts and liabilities may exhibit differing changes in valuc as a
result of changes in interest rates. This may potentially impact on the results and the capital position.
The investmenl risk also includes the risk of increases in corporale bond yield spreads over
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government risk free yields or the ratings downgrade of certain sccuritics, both of which reduce the
capital value of the bonds. These risks are controlled by processes carried out to help ensure an
appropriate level of matching is maintained in the funds so that changes in fixed mterest assets
backing the non-profit business arc substantially mitigated by offsetiing changes in tiabilities (as the
discount rate used in valuing the liabilities is linked to that of the malching asscts). These processes
include the use of and monitoring against fund mandates.

The ultimate amounts payable under these policies are sensitive to gencral trends in mortality rates.
For annuitants comprising 3% (2006 3%) of the Group’s long term insurance and investment contract
liabilities, there is a risk thal increases to life expectancy through medical advances will prove greater
than that anticipated. For protection business, the risk is that an unforesecn cvent such as a patural
disaster will cause a material increase in death rates.

8.4  With-Profits Fund
The insurance and investment business includes the Clerical Medical With-Profits Fund which
comprises 17% (2006 20%) of the Group's long tertn insurance and investment contract liabilities {the
“With-Profits Fund™). The With-Profits Fund takes some investment risks with the aim of enhancing
policyholder returns but aims o limit payouts to policyholders to thal supportable by the With-
Profits Fund's asscts.

For “unitised” with-profits contracts lhe Group receives an annual management charge. For
“iraditional”’ with-profits contracts, which form the minority of the with-profits fund business, the
Group receives one ninth of bonuses declared to policyholders as long as there is a distributable
surplus within the fund.

Ordinarily, variations in the capital value of the fund’s asscts would result in variations in the level of
benefits available to the with-profits contract holders and accordingly a variation in the insurance and
investment contracts with DPF liabilitics. Included in the With-Profits Fund are certain contracts with
minimum payment guaranices at ceriain policy durations and on dcath. Of these with-profits
contracls issued between 1997 and 2001, a significant proportion have guaranteed benefits which are
in thc money at the halanee sheet date. The costs of meeling these guarantces, up to a certain level,
are met by charges to the benefits for all with-profits contract policyholders. The amount of these
guaranteed benefits, net of charges to be levied on policyholder funds, was less than 1% (2006 1%) of
the Group’s long term insurance and investment contract liabifities al the balance sheet date. Above
this level the costs are met by the free assets of the fund (the assets maintained in the lund which are
not held to meel contractual liabilities). There remains a risk that Clerical Medical may suffer an
additional charge in exceptional circumstances where even after management action, the fund is
unable to meet the costs of guarantces within the fund.

As well as pooling of risks, the other important measures in controlling the investment risk within the
With-Profits Fund include having agreed management actions 10 adjust the mature and extent of
investent exposure in responsc 1o certain investment conditions, by recognising and holding
appropriate levels of risk capital, by restricting holdings to assets which meel admissibility criteria;
and by using derivative strategies 10 reduce downside risk.

Accordingly, other than the sccondary impact of the Group’s annual management charges and
bonuses deciared, the insurance and other investment risks (credit, liquidity and market risks) within
the With-Profits Fund are generally expected to be borne by the with-profits insurance and investment
conlracts with DPF policyholders except in the extreme scenarios.

8.5 General Insurance
For general insurance houschold conlracts the most significant risks to elaims experience arise from
weather events. For repayment insurance contracts the most significant risks arise from changes in
economic conditions.

The Group manages its exposure to insurance risk through a strategy which includes limitation of the
nature of the risks underwritten and allowance within the price eharged for the underlying risks. This
allowance for risks is based on both exiernal information and the Group's own experience data. For
all classes of insurance there are pricing models that are regularly adjusted lor actual claims
experience, For household insurance the Group limits its exposure to large weather events through
the use of reinsurance.

The majority of claims are reported and settled within 12 monihs and generally there is limited
reserving uncertainty for events before the balance sheet date.

For some renewable contracts (houschold, travel and some repayment insurance), the longer term
exposure to risk is managed in conjunciion with the ability 1o re-price contracts to take aceount of
changes in the level of risk within those contracls.
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9. Operational Risk

Operational risk exisis in the normal conduct of business. Examples of potential sources of operational risk
include fraud, sysltem reliability, human error, failure of key suppliers, IT sccurity, business continuity,
¢hange management, operational outsourcing and failure to comply with legislation or regulation.

The Board has approved an Operational Risk Policy that establishes the lramework for managing
operational risk (thc “Operational Risk Policy’”). The main compenenis of the Operational Risk
Framework include risk and contro} assessment, internal loss reporting, capture of risk even! information,
key tisk indicator monitoring and cvaluation of external events,

The Group Operational Risk Committee is onc of the four Execulive Risk Commiliees chaired by the
Group Risk Director. Tt is aticnded by senior executives from the divisions and group specialist areas. The
Group Qperational Risk Commiltee considers the managemen! of issues and exposures, recommends the
appropriale capital requirement, approves policies and standards and provides oversight of the operational
risk communities.

A key enhancement to the Group's infrastrocture has been 1o focus on the explicit risk managemeni of
specialist areas that underpin the Operational Risk Policy. All specialist functions have clear roles defined
to help lead the identification, management and measurcment of risks relevant to their areas across the

Group. The Group Operational Risk Function co-ordinales the specialist areas, designs and maintains
Group-wide risk sysiems and undertakes the detailed modelling required to assess risk cxposure.

10, Regulatory Risk

The FSA is the main regulator for HROS, although the Group's international businesses in the USA,
Australia and Irctand are subject to direct scrutiny from the FRB, the Australian Prudential Regulation
Authority and The Financial Regulalor, respectively.

The Group understands thal consumers have an ever-increasing choice of suppliers and products and are
more demanding of financial services providers. Consumer lobby groups have also become more active on
their behall, The Group’s Customer Contract, which was approved by the Board in November 2005, scts
out principles for doing business and is HBOS's flagship response to the FSA's Treating Customers Fairly
imitiative, supporied by ongoing development of procedures across the Group. The objective is to meel the
requirements of the HBOS shareholders through meeting the nceds of the Group’s customers.

The Group is alert lo the wider, cumulative picture of regulatory change and utilises centralised expertise in
the nrea of regulatory and legal compliance, specifically to:

® Identify and assess the impact of, respond to and where passible influcnce the direction of regulatory
developments on behall of the Group;

® Lead the development and monitoring of the application of specific Group-wide policics and
standards; and

® Oversee the management, supporl and ce-ordination ol the linjson and interaction with Group
regulatory stakeholders across all ils international busincsses.

The impact of regulatory change is reported across all Executive Risk Committees with specific ceference to
the discipline affected and at Group leve) to Audit Commitice and the Board.

1. Capital Management

It is the Group's policy 1o mainiain a strong capital base 1o support the development of ils business and to
mect regulatory capital requirements at all times.

The Group recognises the impact on shareholder returns of the level of equity capital employed and secks
10 maintain a prudent balance between the advantages and flcxibility afforded by a strong capital position
and the higher cetums on cquity possible wilth greater leverage.

The Group’s capital is managed via the Board through the Group Business Plan, with the objective of
maintaining both the optimal amount of capital and Lhe most appropriate mix between the different
compoenents of capital. The day-to-day management of the Group's capilal is delegated ta the Group
Capital Commitiee.

The Group's policy is to issue capital in a range of different forms and also from diveese sources to spread
the inveslor base. HBOS raises the non-equity Tier | capital and subordinaled debt for all the Group’s

- businesses, with the exception of Clerical Medical which is permitted 1o raige capital separately as part of
the overall Group capital plan 10 spread the investor base for subordinated debt.

The principal forms of capital are mcluded in the following balances on Lhe consolidated balance shect:
called up sharc capital, share premium account, other reserves, retained earnings and other borrowed funds.
Capital also includes collective impaicment allowances held in respect of leans and advances for capital
assessed under the Basel T Accord.
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11.1 Capital Requirenents
The FSA supervises HBOS on a consolidated basis and, as such, receives information on the capital
adequacy of, and sets capital requircments for, the Group as & whole. Individual banking and
insurance subsidiaries are directly regulated by sither the FSA or their local supervisors, who set their
capital adequacy requirements.

Up to 31 Dccember 2007, HBOS was rcgulated under the EU's Banking Consolidation Directive
(“Basel 1”). In implementing Basel 1, the FSA requires each bank and banking group to maintain an
individually prescribed ratio of total capital to risk-weightcd assets, taking into account both balance
sheet assels and off-balance sheet transactions.

The Group must at all times monitor and demousiraic compliance with the rclevant regulalory
capital requircments of the FSA. The Group has in place processes and controls 10 monitor the
Group's capital adequacy and no breaches were reporied 1o the FSA during the year. HBOS's capital
is divided into two tiers:

®  Tier 1 capital comprises shareholders’ funds, innovative Tier | sccurities and minorily interests,
after adjusting for items reflected in sharcholders’ funds which are treated differently for the
purposes of capital adequacy. The book values of goodwill and intangible assets are deducted in
arriving at Tier | capital.

® Tier 2 capital comprises qualilying subordinated loan capital, and unrealised gains arising on
the Fair valuation of equilies held as available for sale. Under Basel I, collective impairment
allowances may be incleded within cupital.

various limits are applied 10 elements of the capital base. The amount of innovative Tier 1 securities
cannot excecd 15% of overall Tier ! capital, qualifying Tier 2 capita) cannot exceed Tier 1 capital,
and qualifying dated subordinated loan capital may not cxeced 50% of Tier 1 capital. There are also
limitations on the amount of collective impairment allowances which may be inciuded as part of Tier
2 capital. From the total of Tier | and Tier 2 capital the carrying amounts of unconsolidated
investiments (e.g. insurance company investments), investments in the capial of banks, and certain
regulalory ilems are deducted.

Risk weighted assets are categorised as either trading book or banking book and risk weighted assets
are determined accordingly, Banking book risk weighted assels are mcasured by means of a hierarchy
of risk weightings classificd according to the naturc of each asset and countcrparty, taking into
account any cligible collateral or guaranlees. Banking book off-balance sheet items giving rise 10
credit, foreign exchange or inlerest rate risk are assigned weights appropriate to the catégory of the
counterparly, taking inlo account any cligible collateral or guarantees. Trading book risk weighted
assets are determined by taking inlo account market-related risks such as foreign cxchange, interest
ratc and equity position risks and counicrparty risk.

11.2 Basel I}
The FSA peners! prudential sourcebook (*"GENPRU™) and the FSA prudential sourcebook for
banks, building sccietics and investment firms (“BIPRU") rules were adopted into the Prudential
Sourcebook for Banks, Building Sccieties and Invesiment Firms with effect from | January 2007
This legislative process converted the European Capital Requirements Dircctive and, thereflore, the
Basel 11 Capital Accord, into UK regulation that applics to HBOS.

HBOS elecied to adopt transitional arrangements in 2007 and remain on the Basel 1 rules to
determine minimum regulatory capital requircments.

The primary goal of the Group's Basel Il programme has always bcen to oplimise the way the
Group conducts business through an improved risk management capability. This is integral to the
Group’s sirategy of targeted growth within the Group’s ovecrarching objectives of delivering
sustainable income streams and generaling added sharcholder value.

Basel [I is structured around three “pillars”. minimum capital requirements, supervisory review
process and market discipline. The supervisory objectives that form Basel Il are to promoie safety
and soundness in the financial system and maintain al least the overall level of capital within the
system: enhance compelitive equality; and constitute a more comprehensive approach to addressing
risks; and flocus on internationally aclive banks.

Pillar One determines the minimum capital requirements and for HBOS this is divided into two
approaches to determining credit risk regulatory capital requiremcnt, with increasing complexily and
sophistication.

®  Standardised approach. This requires banks lo use external credil ratings lo determine nisk
weightings for rated counterpartics and groups other counterpirlies into broad calegories and
applics standardised risk weightings to these calegories.

® Achvanced Internal Ratings approach. Banks use their own intcrnal assessment of both the
probability of default and the exposure ai defauh and loss given default.
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Basel 1l also introduces capital requirements for operational risk comprising three levels of increasing
sophistication. One level calculates a capital charge based on gross revenues, 4 second uses ibsee
defined percentages based on pross revenues in cight business Jines and finally an Advanced
Measurement Approach based on the bank’s own analysis of potential Joss based on operational risk
data.

HBOS has FSA approval 1o use the Advanced Inernal Ratings Based Approach (Credit Risk) and
Advanced Measurement Approach {Operational Risk) for capital determination purposes with effect
from | January 2008.

Pillar Two is the supervisory rcview of a bank’s internal assessment of he appropriaie level of
regulatory capital to hold, consistent with jts risk profile and straegy. The FSA has conducted its
supervisory review and cvaluation process and issued under Pillar Two Individuat Capilal Guidance
to HBOS.

Pillar Three is the appropriate disclosure of risk exposures and risk assessment processes of each firm.
Pillar Three recognises that market discipline has the potential 1o reinforce capital regulation and
other supervisory cfforts 1o promote safety and soundness in banks and financial systems. It is the
Group's intention to publish full disclosures ander Pillar Three as required by BIFRU rules as at 3
Decernber 2008, This is in linc with cmerging UK and EU consensus thal the first disclosures for
banks adopting advanced approaches from 1 January 2008 will be published based on year end 2008
data.

The Group continucs to promotc a prudent and responsible approach 1o the management of capital.
Management and the Board's view of future requirements will continue 1o be the main determinant
of total capital holdings.
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