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24™ July 2009

Dear Complainant,

Complaint against the Financial Services Authority
Our Reference GE-L0969

[ write with reference to your letters to my office in connection with your complaint against
the Financial Services Authority (FSA) and Firm A’s recent rights issue.

At this stage 1 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;

hitp://fsahandbook.info/FS A/html/handbook/COAF.

Your Complaint

In your letter you sent to my office on 19" January 2009 I understand that your complaint
related to the following:

1. You believe that the FSA was aware that there were ‘problems’ with Firm A and failed
to take action to protect consumers by allowing it to proceed with a rights issue.

2. You have also questioned whether the FSA prevented Firm A from releasing full
details about its financial position to shareholders prior to the rights issue and the
shareholder vote on its merger with Firm B (to form the Group C).

3. You have also questioned why shareholders are given less protection than members of
a pension scheme.

On 11" and 13™ February 2009 you added a further element to the complaint you wanted me
to investigate:

4. You felt that the FSA did not act upon warnings given to it by Mr X, Firm A’ former
head of Group Regulatory Risk, in late 2004. Although it was reported that the FSA
considered these warnings you would like to know what the FSA did as, in your
opinion, you did not feel that sufficient attention was paid.

On 4™ April 2009, and again on 12% May 2009, you added two further elements to the
complaints you wanted me to investigate as you felt that the FSA’s investigation and response
into element four of your complaint (as shown above) was insufficient and hid behind the
confidentiality section of the Act (section 348).
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5. You feel that in light of the publicity surrounding the ‘failure’ of Firm A the FSA
should disclose exactly what concerns it had about Firm A both before and after
Mr X’s allegations together full details of its investigation into Mr X’s allegations.

6. You raised also concerns over the FSA’s supervision of Firm A in relation to its risk
model and feel that not enough pressure was applied to its management in light of the
concerns it obviously had.

My Position

As part of my investigation into your concerns I have obtained and reviewed the FSA'’s
investigation file. When considering your complaint I have considered the information you
have provided, the information contained in the FSA’s file and the additional information I
have requested from the FSA together with the arguments you have made when corresponding
with the FSA and my office. I also have to have regard to the rules of the complaints scheme,
put in place by Parliament by means of a statutory instrument so that my office has a statutory
function, when considering what I can and cannot consider.

From the information you have provided I understand that in June 2008 you were invited to
attend a presentation by Firm A which was aimed at encouraging existing shareholders to take
advantage of the forthcoming rights issue and purchase the additional shares they were being
offered. Although you say you were concerned over the fact that the option price was higher
than the current trading below the option price, you say you were reassured by the Firm A
staff present that this was not a cause for concern and, based on this assurance, subsequently
purchased all of the shares allocated to you under the option.

After you had exercised your options, and purchased additional Firm A shares, it became clear
that there were concerns over the financial stability of Firm A which ultimately resulted in its
merger with Firm B (to form Group C). As it became clear that there were concerns over the
operating model Firm A had adopted before the rights options was announced you feel that the
FSA should have acted to protect shareholders and prevented Firm A from offering additional
shares under the rights issue.

As part of my investigation I have asked the FSA to confirm what enquiries it 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.

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 carried a risk and that should financial conditions turn against Firm A then
sharcholders 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.

GE-L0965 -2-



Although I 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. 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 that it
approved the rights issue which showed that the bank would (my emphasis) ‘collapse’ within
the foreseeable future.

I appreciate that you also feel that shareholders are treated differently to members of a pension
fund as, should a pension fund collapse, its members do, to an extent, receive additional
protection by way of the Financial Services Compensation Scheme, which is funded through a
levy being placed on the fund provider. Whilst it is true that pension fund members do receive
additional protection, the nature of the two ‘investments’ are very different, as is the manner in
which they are purchased. Pension products are usually purchased through financial advisers
{generally on an advice basis) whereas shares are purchased through a broker (usually on a
non-advice/execution only basis).

Pension fund members purchase units within a fund which is operated by firms authorised and
supervised by the FSA. Whilst a pension fund’s underlying investments may include shares,
these shares do not automatically convey voting rights or an entitlement to dividends to the
pension fund member. Whereas, with the purchase of shares, a shareholder usually receives
both voting rights and an entitlement to future dividend (if one is paid) following the purchase.

Although all listed companies have to operate within certain guidelines, unless the listed firm
operates in the financial services sector there is no requirement for its day to day operations to
be regulated by the FSA. Similarly, whilst a FSA regulated company may be listed on a UK
market it would not be possible for shareholders holdings to be offered protection as it would
be inappropriate to differentiate between the shares held in firms operating in the financial
services arena with those operating in other market sectors such as construction or utilities.

Likewise, I am also satisfied that the FSA took the appropriate action following the allegations
made by its former head of its Group Regulatory Risk in late 2004. When Mr X made these
allegations it appears that Firm A discussed them with the FSA. Following discussions with
the FSA (and after obtaining the FSA’s agreement), Firm A instructed Auditor D to undertake
an external investigation into Mr X’s claims. Once Auditor D had conducted its investigation
it produced a substantive report which detailed its findings and presented this to both
Firm A’ board and the FSA in April 2005.

I note in your letter of 12™ May 2009 that you highlight that this report was considered
confidential and I can confirm that, at the time of its release it was, and was viewed only by
the Firm A board and staff from the FSA. However, in light of the media coverage
surrounding the ‘collapse’ of Firm A and the subsequent enquiry undertaken by Parliament’s
Treasury Select Committee, the report was made public.

GE-L0969 -3-



I appreciate from your letter to my office of 12" May 2009 that you feel that as Auditor D
were Firm A’ auditors it should not have conducted the investigation. When considering this,
I would draw your attention to the statement released by the FSA on 11" February 2009 which
states that prior to Auditor D starting its investigation into these allegations, the FSA satisfied
itself about the “skill and independence of the individuals selected to conduct the report for
Auditor D and about the scope of the report’. Although this can be found on the internet at
www.fsa.gov.uk/pages/Library/Communication/Statements/2009/letter_chancellor.shtmi, I
have enclosed a copy of the statement as Appendix 2 at the end of this letter. As such I am
satisfied that the FSA took sufficient and reasonable steps to ensure the independence of the
people conducting the investigation and that there was not a conflict of interests.

I have also noted your comments that Auditor D’s investigation and report does not address
Mr X’s specific allegations of risk taking by Firm A. Whilst I agree that the report does not do
this, I must point out that this was not within the scope of Auditor D’s investigation nor do I
believe that it should have been. As can be seen from the FSA’s 11™ February 2009 statement
(and other media articles) the level of risk which Firm A was taking was something which the
FSA was already (my emphasis) in discussions with it (and had been since a routine risk
assessment audit which was carried out in 2002) and was something which it was closely
monitoring with the firm.

This statement also provides details of the concerns the FSA had about Firm A both before
and after Mr X made his allegations. This statement provides full details of the action the FSA
took to try to reduce the group risk and ensure that the risks posed by the group’s growth
strategy was managed and mitigated. As further details of the action taken by the FSA can be
found in the FSA’s statement I do not intend to make any further comment here.

I would also add that, whilst you say that the FSA did not take sufficient action to ensure that
Firm A lowered its risk profile, you have not provided sufficient, if any, evidence to show that
the decisions taken by the FSA either at the time or subsequently were either unreasonable or
incorrect based on the information the FSA had within its possession. Unless you can provide
sufficient evidence to show that the decisions the FSA took were either incorrect or
unreasonable, based on the information it had at the time, then in accordance with paragraph
1.4.2A of COAF I cannot make any further comment or undertake further investigations into
this particular element (element five) of your complaint. Paragraph 1.4.2A of COAF states:

COAF 142 A Circumstances under which the FSA will not investigate

The 7SA will not investigate a complaint under the complaints scleme which
it reasonably considers amounts to no more than dissatisfaction with the
FSA’s general policies or with the exercise of, or failure to exercise, a
discretion where no unreasonable, unprofessional or other misconduct is
alleged.

I would also add that although you state, in your opinion, the FSA’s decision to use a regime
of ‘light touch regulation’ has clearly failed as insufficient pressure was applied to Firm A’
management in light of the concerns the FSA had about the level of risk it was taking and its
risk management activities, you have again provided insufficient, if any, evidence to show that
the decisions the FSA took at the time were either incorrect or unreasonable. I am sorry but
without such evidence paragraph 1.4.2A of COAF means that I am unable to consider this
particular element (element six) of your complaint.
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Similarly, although you feel that the FSA should publish full details of the concerns it had
with Firm A, the FSA is not able to provide any further details to those already disclosed. I
appreciate that you feel that it should and I can understand why you have approached me with
a view to instructing the FSA to do this. Unfortunately, 1, like the FSA, cannot comment
further on the matter. This is not because I wish to be unhelpful, but it is because Section 348
of the Act limits the FSA (and me) from informing you of the full details of the concerns the
FSA had with Firm A and its risk management strategy. You can view the appropriate
sections of the Act, explaining the restrictions on the disclosure of information, on the internet
at http://www.opsi.gov.uk/acts/acts2000/ukpga_20000008 en 1.

In summary, Section 348 of the Act imposes upon the FSA, as the regulator, a ruling of
confidentiality in the context of disclosing its response or position when acting in the
discharge of its function as the relevant regulator. This means that, other than in limited
circumstances, the FSA is unable to disclose any information about what action it did or did
not take against a firm or individual (and the reasons for that decision). While I am able to
delve more deeply into such matters in my role as Complaints Commissioner to enable me to
be satisfied as to the propriety of what the FSA has done, which I have done, | am limited, in
most cases, as to the further disclosure of the details that I am informed about. In this
instance, I do not believe that the circumstances are exceptional and as a result I do not believe
that I am able comment further on the FSA’s specific concerns or the discussions it was
having with Firm A.

I would however stress that Section 348 of the Act applies purely to the information the FSA
can release about a firm and does not apply to firms withholding information from the FSA.
The FSA imposes a requirement on firms to be honest and open with it and as such any
information the FSA would expect it provide to it (such as an adverse change to its business)
must be provided to the FSA without delay and cannot be withheld.

In your response to my Preliminary Decision, you asked me to comment specifically on a
number of issues surrounding the capital and liquidity position of Firm A prior to its rights
issue. As I have explained above I can confirm that the FSA has provided me with evidence
to show that this was considered but other than confirming this, Section 348 of the Act,
prevents me from commenting further on this issue. I should add that Parliament put in place
that section of the Act which naturally I must adhere to.

You also highlighted that the recent White Paper entitled Reforming Financial Markets (which
includes banking reforms) confirms that there were failings by the FSA, the Bank of England
and the Treasury (the Tripartite Authority) in relation to the risks taken by UK banks,
including Firm A, and therefore you feel that the FSA has failed to regulate banks
appropriately.  Although I accept that the White Paper does make a number of
recommendations on how the banks should be regulated in the future, it does not prove that
the FSA acted inappropriately or that the decisions it took, within the regulatory frame work
that is in place were incorrect or unreasonable based on the information it had at the time.
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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’ request to
undertake a rights issue to existing shareholders. I have also not seen any evidence to suggest
that the FSA (or Firm A) either withheld or failed to release information about Firm A
financial position prior to the prospectus being authorised by the FSA or between the
prospectus being issued and the rights issue taking place.

Similarly, you have not provide sufficient, if any, evidence to show that the FSA failed
adequately to consider the allegations Mr X made in late 2004. You have not provided
sufficient, if any, evidence to show that the FSA either failed to act or take a reasonable course
of action upon the concerns it had prior to Mr X’s allegation and which it continued to have
after these allegations. I am sorry but I am therefore unable to alter the decision previously
made by the FSA. [ appreciate that you will be disappointed with my findings, but hope that
you will understand why I have arrived at this decision.

I would add one final comment. From your letter to my office it appears that you decided to
purchase a large number of Firm A shares (those allocated to you under the rights issue) after
you were given a reassurance by a member of Firm A staff. However, the purchase of shares
is by its nature a transaction which carries a degree of risk and one which cannot be removed
regardless of the protection placed upon the market. As the reassurance was given to you by a
member of Firm A’ staff, rather than by a member of FSA staff, then the overall decision to
buy the shares, irrespective of the FSA’s supervision of Firm A’ risk model, was yours and
was not, in my opinion, influenced at all by the actions of the FSA. If you feel that
reassurance you were given, and which you claim convinced you to purchase the shares was
based on false or incorrect information, then your complaint is with the Firm A rather than
with the FSA and should therefore be directed to it.

Yours sincerely,

fwﬂ g—
W
C ints Commissioner
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Appendix 1

GE-L0969

PART 1
RISK FACTORS

Al the informatiun set out in this Prospectus should be carcfully considered and, in particular, these risks
described below. If any of the following risks octwally materioltise, HBOS's business, finencial condition,
prospects und share price could be materiully and adversely «ffected to the deiriment of HBOS and its
Shareholders and yor may luse all or part of your investmeni. All risks of which the Direciors ure aware ai
the date of this Prospectus and which they consider material are set out in this Part W however, furlher risks
which are not presetly known te the Directors, or that the Directors currently deem invngterial, may also
fuave a materiad effect on HBOS's business, financial condition and vperating results. Investors and prospective
investars should consider carcfully whether an investment in the Company is suituble for then in fight of ihe
informaion in this Prospectus and e finuncial resources availuble to them.

1.  Risks Relating to the Group and its Business

The Group’s pusiness is affected by geacral econonnic conditivns in the markets in which it eperales and in parficular
in the UK

The Group’s business is affected by economic conditions in the UK, where the majority of the Group’s
carnings are gencrated, as well as in the other geographical areas in which it operates. Business and
consumet confidence, employment trends, the siate of the economy, including the state of the UK bousing
market, the commercial real cstale 5ecior, equily markels, inflation, the avnilabilny and cost of credit, the
liquidity of the global financial murkels and market interesl rates at thc time may impuck the Group’s
carnings. In particular, significantly higher UK unemployment, reduced corporate profilabitity, increased
corporate insolvency rates and/or increused intcrest rates may reduce borrowers’ ability 1o repay loans and
may cause prices of residential or commercial real estale or other asset prices 1o fall further, thereby
teducing the collateral value on many of the Group’s loans and increasing impairment Josses. An ecenomic
downturn, lower transaclion volumes in key markets, such as UK housing, or difficult market conditions
may also reduce demand for und persistency of many of the Group’s products, resulting in lower volumes
and profitability. Resulls from the Group's invesiment and trading portfolios could also be adversely
affected by a general economic downturmn or markel volatility leading (o lower realisalions ar write-downs
of investments. The profitability of the Group's insurance business could be affected by increased claims
from factors such as increased wnemployment or sdverse weather conditions. The Group is also exposed to
adverse economic conditions in other junsdictions where it has material opecrations, The global and UK
finuncial markets and credit conditions huve been affected by financial dislocations which are impacting the
wider economy. While the Group believes it bas developed a diversified business mode] to operate in many
difTercnt markets and cycles, adverse economic conditions in these markets could have 4 material adverse
cffect on the Group's business, financial condition and resulls of operations.

The financial pevformance of the Group is affected by borrower and counterparty evedit quality in the narkets in
which it operares, in particelar in the UK

Risks arising from changes in credil quality and the rtecoverability of loans and amounts due from
counierparties are inherent in & wide range of HBOS's businesses. Adverse changes in the credit qualily of
HBOS's borrowers and counterparties or falls in collateral values could afTect the recoverability and value
of HBOS's assets und require un increase in HBOS's impairment provision for bad and doubiful debts and
other provisions and in turn udverscly affect the finuncial performance of the Group. In patticular, bigher
UK unemployment, reduced corporate profitability and/or increased corporale insolvencics and/or increased
interest rutes may reduce borrowers' ability to repay loans,

HBOS provides secured and unsecured loans to borrowers, principally in the UK. UK house prices have
declined in recent months, reflecling economic uncertainty, teduced affordability and lower availability of
credit from tenders. Economic or other faclors may lead to further contraction in the morigage market and
further falls in houst prices. Many borrowets in the UK borrow on short-term fixed or discounted Moating
rates and when such rates expire the continued reduced supply of morigages together with the potential for
highcr mortgage rates may lead to some borrowers facing significantly higher morigage intcrest payments,
which could rtesult in higher delinquency rates. The Group provides morigages 1o homeowners and also to
buy-to-letl invesiors where an excess supply of rental property or falls in rental demand could alse impact
the borrowers' income und ability to service the loans. These faclors and more difficult economic
conditions such as increased unemployment could lead 1o an increase in impairment losses,

HBOS has exposures lc a range of corporale cuslomers in different seclors, including investors in and
devclopers of commercial real cstale and residential property where exposures arise from loans, joint
ventures and other investments. Commecrcial real estate pricss bave shown declines over the last year and
developers of residential property are facing challenging market conditions including Jower prices and
volumes. Whilst the Group assesses counterparties principally on the strength of the underlying busincsses
rathcr than the valuc of collatcral, a failure of these borrowers or ventures lo operate through the
cconomie cycle combined with falls in collateral values could adverscly impact the Group's ability to
recover on lhese loans or lead 1o write-downs of investments in this sector.
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The Group uscs a range of policics and techniques to mitigate credit risk, including eredit scoring,
bebavioural scaring and affordability measures for relail porifolios, credit assessments for corporale
portfolics and eredit risk policies. The Group also imposes product, scctor and country limits Lo avoid
excessive concentrations of risk. However, 1hese mcasures will only mitigate, and not aveid, eredit risk and
the assumptions on which they are based may prove inadequate or inaccurate in light of cconomic changes
or otherwise, in which case credit risk could have a malerial adverse impact on the Group's financial
condition and results of operations.

Changey in intcrest rates, foreign exchange rates and cormmodily and equity prices and other market rishs affect the
Group's business and financial rexults

Market risk i5 defined as the potential loss in value or ecamings of the Group arising from changes in
external market factors such os inierest rates, foreign cxchange rales, commodity and equity prices and the
potential for customers Lo act in 2 manner which s inconsistent with business, pricing and hedging
assumptions. Changes in interest rate levels, yield curves and spreads may affect the interest cale margin
realised belween lending and borrowing cosls. Since August 2007, there has been a period of high and
volstile interbank lending rates, which has exacerbated this issue. In order 1o remain compelilive, or as a
result of rates being fixed in existing loan commitments or facilities the Group may be unable to change
the infercst rates that it charges or pays to its customers in response 10 changes in interest rates that affect
its wholesale borrowing or may have to increasc the rates it pays to wholesale and relail cuslomets.

Changes in currency rates affect the value of asscts and liabilities denominated in foreign currcncies and
may affect earnings reported by HBOS. In the Group’s intemational businesscs, carnings and net assels are
denominated In local currency which will luctuase with cxchange rates in Sterling terms.

Macket risk wilhin the insurance und investment busincsses arises in a number of ways and depending
upon the product: some risks arc borne dircctly by the customer and some by the Group's insurance and
investment businesses. The performance of the investment markels (equilics, property and fixed income) has
a dircct impact on the Group’s financial position and performance and can affect investor confidence
resulling in lower sales or reduced persistency.

Markel and other risks — principally interest rate, inflation, equity and mortalily - also arisc from the
Group's defined benefil pensions obligations.

The Group's treasury trading portfolio also jncurs market risk. Marketable assets held in trading and
banking books, give rise to market cisk as a rcsult of movemenis in credit spreads. This risk, and its
possible impacl, is described under “HBOS’s future carnings could be affccted by declines in financial asset
valuations resulting from deterioralion in market conditions” below.

Whilst HBOS bhas implemented risk management methods, including hedging and portfolie diversification,
{o mitigaie and conteol these and other market risks Lo which it is exposed, it is difficull 1o predict with
accuracy changes in economic or market conditions, and such changes could have a material adverse effect
on HBOS's business, financial position and resuits of operations.

Funding and liguidity risks are inherent in the Group's operations

Liquidity risk is the risk that the Group does not have sufficient financial resources 1o mee its obligalions
when they fall due or will have (o do so at excessive cost. This cisk can arise from mismatches in the
timing of cashflows relaling to asscts, liabilities and off-balance sheel instruments. In arder to ensure that
the Group continues to meet its funding obligations and to maintain or grow its business generally, it relies
on custemer savings and transmission balances, as well as angoing access (o Lthe wholesale lending markets.
The ability of the Group to access wholesale and retail funding sources on favourable economic terms is
dependent on a variety of factors, including a number of faclors outside of its control, such as general
markel conditions and confidence in the UK banking system. In wholesale markets, the Group typically
looks to achicve 8 geographically diverse investor base and producl sct of an appropriate maturity profile
to ensure it is not overly exposed to shorl-term markel dislocation. In the current market conditions, global
investor appelite in the medium and long term markets, including securitisations, remains greatly reduced
and the cost of wholesale funds remains high by historical comparison. However, HBOS continues to fund
effectively and holds a significant liquidity portfolio of assets that are awailable to generate funds through
either outright sale or sale and repurchase arrangements with olher market participants, deposilories or
centrsl banks. In times of systemic market liguidity siress, or in the cvent of damage to markel confidence
in HBOS, the Group's ahility to access sources of funding and liquidity could be constrained. A worsening
of the current systemic market liquidily siress may further constrain HBOS's ability lo access sources of
funding and liguidily, Mo staltement contained in this risk factor should be taken as qualifying the
statements made as to sufficiency of working capita) in paragraph 20 of Part XVIII (“Additionat
Information’™) of this document.

The Group's insurance dusinesses are subject to inkerent risk involving claims
Insurance risk is the risk {hat claims arise (in both lifc assurance and general insucance contracts) from
events outside HBOS's control over and above those which have been assumed in pricing and reserving.
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Calastrophic wealher conditions, particularly storms and flooding, und adverse changes in cconomic
conditions, including increased unemployment, could lead lo increascd gencral insurance claims. While
HBOS reinsurcs some of the risks it has assumed, especially in order (o mitigate thc impacl of extreme
weather events in the Household book, incréased cluims would adverscly affect the prohtability of curcent
and fulure insurance products and services.

Demographic and medical developments, which give rise to changes in martality and morbidity, could have
an adverse impacl on the value of the life assurance portfalio.

The Group's investment businexses are subfect to ipherent risks inchuding investment retarns and aciuarial
assumptions

Changes in the general economic climate, conditions of financial markets (cquitics, property or fixed interest
assels) and competitor actions can impact the levedl of demand for HBOS's investment products, their
persistency, the value of assets under management and the profit of the businesses.

Under IFRS, UK banks account for long tlcem assurance contracts, being insurance conlracts and
invesiment contracts with discretionary parlicipation features, on an Embedded Value (YEV") basis.
Applying the EV basis results in the earfier recognition of profit on new business, but subscquently a lower
contribution from cxisting business, when compared to the recognition of profits on investment contraetls
under FAS 39 (Financial Instruments: Recognition and Measurement), Differences between actual and
expecled experience op cxisting business may have a significant impact on an EV basis, as changes in
experience can result in significant adjustments to modelled future eashflows. EV is calculated based on best
estimate assumplions made by management, including value of investments under management, mortality
experience and persistency. IT these assumptions prove wrong, the EV of the insurance contracts could be
materially reduced, which in turn could have a matcrial adverse effeet on the Group’s business, financial
position and results of operntions.

The insurance and invesiment business includes the Clerical Medical With-Profits Fund, which comprises
18% of the Group's long tem insurance and investment contract liabilities. The fund does take some
investment risk with the aim of enhancing pelicyholder retums, but is managed with the intention that the
fund is able lo support ils payouts from ils own asscis. However, in exceptional circumstances, and even
afier management action, this might not be possible which may adverscly impact HBOS's financial position.

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

Operational risk is the cisk of opportunities foregone, reputational damage or financial losses 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 to process a very large number of transactions
efficiently and accurately. Operational risk and losses can result from fraud (including inaccurate
information being provided by counlerparties or cuslomers on which the Group relies), human error,
failure to document transactions properly or to obtain proper internal authorisation, failure of third parties
to comply with material agreements, failure to comply with legislative or regulatory requirements and
conduct of business rulcs, equipment failures, information loss, natural disasters or the failure of extemal
systems, for cxample, those of HBOS's suppliers or counterparties.

Damage to HBOS's reputation including to consumer confidence could have a significant ndverse impact on
the Group's busincss. Although HBOS has implementied risk controls and loss mitigation actions, and
substantial resources are devoted to developing cfficient procedures and to staff training, there ean be no
assurance that such procedures will be effective in controlling each 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 factor should not be taken as implying that either HBOS or any other member of the Group will
be unable 1o comply wilh their obligations as companics with securities admitled 10 the Official List or as
supervised firms regulated by the FSA.

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

The long-tcrm credit ratings for HBOS and Bank of Scotland are, respectively, AA- and AA wilh a slable
outlook from S&P's rating service, Aa2 and Aal with a negative oullook from Moody’s rating service,
AA+ and AA+ wilth a negative outlook from Fitch Ratings and AA (high) with a negative outlook from
DBRS. Reduclion in the long-term credit ratings of HBQS or Bank of Scotland may incrcusc its borrowing
costs, limit its aecess to the capital markets and trigger additional collateral requirements in derivative
contracts and other secured funding arrangements. Therefore, a reduction in credit ratings could adversely
affect the Group's access 1o liquidity and compctitive position and, hence, have a material adverse effect on
the Group’s business, financial posilion and results of operations.

HBOS is subject 1o capital requirements that could limit its operations

HBOS and ccrtain other members of the Group arc subject 1o capilal adequacy guidelines adopted by the
FSA for a bank or a bank holding company, which provide for a minimum ratio of tolal capital 1o 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 capital guidelines (the “Basel Accord”) promulgated by the Basel Committee on Banking
Supervision {the “*Basel Committce™), which form the basis for the FSA’s capital adequacy guidelines, have
been revised and implemented in the UK with effect from 1 January 2007 (“Basel I1"). The principal
changes cffected by the reviscd guidelines include a range of options to determine risk-weighling, In this
regard, HBOS has adopted the Advanced Intcrnal Ratings Based Approach (for Credit Risk) and the
Advanced Measurement Approach {for Operational Risk) with effect from | January 2048, This follows a
year of parallel running of thesc approaches. Certain portfolios remain on the standardised approach with
agreement with the FSA of a timelable for further roll out of credit risk models over the next two years.
Under Base! 11, capital requirements are inherently more volatife tham 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 adeguacy regimes of those
jurisdictions, some of which will implement Basel 11 ¢n a longer time frame.

The Group's life assurance and peneral insurance businesses in the UK are also subject to the capital
requirements prescribed by the FSA, and the Group's life and general insurance companies outside the UK
are subject to local regulatory capital requirements. In July 2007, the European Commission published a
draft proposal for primary Icgislation 1o define broad “framework” principles for Solvency I, 2
fundamental revicw of the capital adequacy regime for the European insurance indusiry. Soivency [l aims
to cstablish a revised set of EU-wide capital requirements where the required regulatory capital will be
dependent wpon the risk profilc 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
wltimatc impact of this proposcd regime on the Group's capital. Howcver, the final rcgime could
significantly impact the capital the Group's life assurance and gencral insurance businesses are required to
hold. -

HBOS’s failure to maintain adcquate capital ratios may rcsult in administrative sctions or sanctions against
it which may havc a malerial adverse impact on HBOS's business, financial position and results of
opetations.

The values of certain securities held 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 change over time
Under IFRS as adopled by the EU, HBOS rccognises at fair value: (i) fnancial instruments classified as
“held-for-trading” or “designated as at fair value through profit or loss”, (i) financial assets classified as
“avijlable-For-sale” and (i) derivatives. The fair value of investment secorities (rading in active markets is
based on market prices or broker/dealer valuations. Where quoted prices on instruments are not ceadily
and regularly available ftom & rogognised broker, dealer or pricing service, or available prices do not
represent regufar transactions in the mackel, the fair valuc is cstimated. These estimates are referenced
based on quoted market prices for securities with similar credit, matunty and yield characteristics or similar
valuation models. In certain circumstances, the data for individual financial instruments or classes of
financial instrument ulilised by such valuation models may not be availablc or may becomc unavailable due
10 changes in markel conditions, as has rccently been the case. In such circumstances, HBOS’s internal
valuation models require it to make assumptions, judgements and estimates in order to establish lair value.
In common with other financial institutions, these internal valvation models are complex, and the
assumptions, judgements and cstimates HBOS is required to make often relate to matters that are
inherently uncertain. Such assumptions, judgements and estimates are updated to reflcet changing trends
and markel conditions. Any chunge in the faic values of thc financial instruments could have a material
adverse 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 detevioration in
market conditions

Financial markects arc somctimes subject to significant strcss conditions where steep falls in perceived or
actuul asset valucs are accompanicd by a scvere reduction in market liquidity, as cxemplified by recent
events.

The Group’s Treasury division holds a portfolio of debt securitics. Included within this portfolic HBOS has
credit cxposure (o monolines both through wrapped bonds and pusrchased credit deflault swap protection.
At 31 December 2007 and subscquently, the Group made ncgative fair valuc adjustments relating primarily
to its holdings of asset backed securities and foating ralc notes in its trading books, and (o jts available
for sale reserves in respect of i holding of debt sceurities in s banking book (although the banking book
adjustments have no impact on reported profits or regulatory capital strength unless there is a credit
impairment or asseis are sold at below cost).

Whilst HBOS belicves it has adopted a prudent basis for the valuation of its treasury assets, the fair value
of these assets coutd fall further than currently estimated and thercfore result in additional negative
adjustments. In addition, default by a menoline insurer in respect of wrapped bonds or credit default swaps
held by the Group could lad to further deterioralion in assct valucs. Valuations in future periods,
reflecting then-prevailing market conditions, may resull in further negative changes in the fair values of the
Group's treasury assets. [n addition, the valuc ulumately realised by HBOS may be differcnt from the
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currend or cslimated fuir value and changing cconemic circumstances may resull in some ceedil impairment,
Any of these Jactors could require HBOS 1o recognise ferther fair value adjusiments or realise impairment
charges, any of which may have a material adverse effect on jis capital position, financial condition and
resitlts of operations.

Each of the Group’s businesses is subject to substantiaf reguiavion and oversight. Any sigaificant regulatory
developments could have an effect on how the Group condnucts its business and on its results of operations.

The Group is subject to laws, regulations, administralive actions and policies in cach location in which it
operates, atl of which are subject 1o change. The FSA is the main regulater for HBOS, although the
Group's international businesses in the United States, Australia and lreland are subject 1o direct serutiny
from the Board of Governors of the Federal Reserve System and the Compirolier of the Currency, the
Australian Prudential Regulation Authority and the Irish Financial Regulalor respectively, Changes in
supetvision and regulation, in particular in the UK, could materially affect the Group’s businesses, the
preducts and services offered or the walue of its assets. Although the Group works closely with its
regulalors and continually monitors developments, future changes in regulation, fiscal or other policies can
be unpredictable and are beyond the conirol of the Group. Areas where changes could bave an adverse
impact include, but are not limited to:

®  the monetary, interest rate and other policies of central banks and regulatory authorities;

¢  pgeneral changes in government or regulalory policy or changes in rcgulalory regimes that may
significantly influence investor decisions in particular markels in which HBOS operates, may change
the siructure of those markets and the products offered or may increase the costs of doing business
in those markets;

®  other general changes in the regulatory requirements, such as prudential rules relating to the capital
adequacy or liquidity frameworks;

&  chanpges to the arrangemenis for Funding depositor or investor protection schemes and providing
compensation in the event of a failure of another regulated firm;

&  oitermal bodies applying or interpreting standards or laws differently to those applied by the Group
historically;

¢  changes in compelition and pricing environments;
. further developments in the financial reporting environment;

®  expropriation, nationalisation, confiscation of assets end changes in legislation relating to foreign
ownership; and

®  other unfavourable politicaj, military or diplomatic developments producing social mstability or legal
uncertainty which, in turn, may affect demand for HBOS's products and services,

Further changes 10 the regulatory tequirements applicable to the Group, in particular in the UK, whether
resulting from recent events in the credit markets or otherwise, could have a material adverse cffect om its
business, the products and services it offers, its financial position and results of operations.

HBOS is subject to litigation and regulatory investigations which may impact its business

HBOS and its subsidiaries operate in a legal and regulatory environment that ¢xposes them Lo potentially
significant hitigation and regelatory risks. As a result, the Group is and may in the fulure be invelved in
various disputes and legal proceedings in the UK and the other jurisdictions in which it operates, including
litigation and regulatory investigalions. Such cases are subject 1o many uncertainties, and {heir outcome s
often difficuit to predict, particulacly in the cariier slages of a case or investigation. Currently, the Group is
responding 1o regulatory inquiries and investigations and is involved in Jiligation arsing from its
operations. Repulatory intervention i5 an ongoing feature of UK retail banking and changes could alTect
the profitability of the Group’s Retail business. For example, HBOS is one of cight banks involved in a
test case to resolve legal uncertainties concerning the faimess and lawfulness of unarranpged overdraft
charges. In addition, the Competition Commission investigation of the payment proteclion insurance
markel may ultimately impact the profitability of HBOS and across the indusiry more generally. For details
about certain litigatjon and rcgulatory investigations in which HBOS is involved, sce paragraphs 18 and 19
of Part XVIIF (*Additionat Information').

Adverse regulatory action against the Group or 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 matenal adverse
cifect on the Group's reputation, business and results of operations.

Future ¢arnings growth and shareholder value creation depend on the Group's strategic decisions

Significant resources are devoted to the formulation and implementation of the Group’s siralegy. If
elements of the siralegy do nol deliver as intended, either as a result of intemal factors such as poor
implementation associated with strategic change, or extemal factors, such as compelitor actions, the
Group's camings may grow more sfowly or decline.
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The Gronup’s financial performance is subject 10 substantial comiperitive pressures

There is substantial competition for the types of banking and other products and services that the Group
provides in the rcgions in which it conducts its business. The intensity of this compelition is affected by
competitor behaviour, consumer demand, technological changes, the impact of consolidalion, regulatory
actions and other faclors,

The Group's financial performance may be adversely impacted by competition, including declining lending
margins o7 compelition for savings driving up funding costs which cannol be recovercd from borrowers.
Customer altrition, as well as adverse persistency, in the Group's Investment business and General
Insurance busincss is a risk to current and future carnings. The Group’s growth plans are predicated on
attricting customers from competitors and retaining and broadening cxisting customer relationships, If
HBOS is not successful in atlracting new customer relationships or retaining and broadcning existing
customer relationships, the Group will not be able to deliver the level of growth thal il expects. The
success of the Group's strategy will also be affected by the competitor reaction of both incumbent banks
and new entrants to its markels,

If the Group is wnable to provide attzactive product and service offerings that arc competitive and
proftable, it may lese market share, incur losses on some or all of ils activilies or fail 1o alract new and
retain existing deposits, which could have a material adverse effect on its business, financial position and
results ol operalions.

HBOS may be adversely affected by changes in taxation legixlation

HBOS’s tax charge is based on currcnt legislilion in the countrics in which the Group operates. Taxation
legistation may be subject 1o lulure changes which could have = material adverse effect on HBOS's resulis
of operalion and financial condition,

HBOS could fail 1o attract or retain Yenior munagement or other key employees

HBOS’s success depends on the ability and cxperience of its scnior management. The loss of the services of
certain key employces, particularly to competitars, could have a material adverse effect on the Group's
revenue, profit and financial condition. In addition, as the Group's business develops, both in the UK and
in other jurisdictions, the Group's future success will depend on its ability 1o atiract and refain highly
skilled and qualificd personnel, which cannot be guacaniced. The failurc Lo attract or retain a sufficient
number of appropriate personnc could significantly impede HBOS’s financial plans, growth and other
objectives and have a maicrial adverse effcct on the Group's business, finuncial position and results of
operations.

2. Risks Rcloting to the Rights Jssue and the New Shares

BOS’s share price wiil fluctaate

The market pricc of the New Shares (including the Nil Paid Rights and the Fully Paid Rights) andfor the
Shares could be subjeel to significant fluctuations due to a change in sentiment in the market regarding the
New Shares (including the Nif Paid Rights and the Fully Paid Rights) andfor the Shares {or securitics
similar to them). Such fluctuations may depend on Lhe market's perceplion of the likelihcod of completion
of the Rights Issuc, andfor in rcsponse to various facts or cvents, including any regulalory changes
affecting the Group's operalions, varialions in the Group’s own operaling resulls, business developments ol
the Group or those of its compelitors or cconomic changes. Stoek markcls have, from time (0 (ime,
cxperienced significant price and volume fuctluations that have affected the market prices for securitics and
which may be unrelated Lo the Group's operaling performance or prospects. Furthermore, the Group’s
operating results and prospects from time Lo lime may be below the expectations of market analysis and
investors. Any of these evenls could result in a decline in the market price of the New Shares {including
thc Nil Paid Righis and the Fully Paid Rights) and/or the Shares.

An active trading marker in the Nit Paid Rights may not develop

An active Irading market in the Nil Paid Rights may not develop on the London Stock Exchange during
the trading period. In addition, because the trading price of the Nil Paid Rights depends on the trading
price of the Shares, the Nil Paid Righls price may be volalile and subject o the same risks as noted
clscwhere herein, This may impact on investors’ abilily 1o scll Nil Paid Rights should they wish Lo do so.

HBOS’s abifity 1o continue 10 pay dividends will depend on the level of profits and cash flows generated by the Group
Under UK company law, a company can only pay cash dividends Lo the extent that il has disiributable
reserves and cash available for this purpose. As a holding company, HBOS's ability 1o pay dividends in the
future is affccted by a numbecr of factors, principally its abilily 1o receive sufficient dividends from
subsidiaries. The payment of dividends to HBOS by its subsidiaries is, in wurn, subjcct to restrictions,
including certain regulalory sequircments and the cxistence of sufficient disttibutable rescrves and cash in
HBOS's subsidiaries.

The ability of these subsidiarics to pay dividends and HBOS's ability lo receive distributions from its
investments in other entities arc subject to applicable local laws and regulalory requirements and other
resteictions, including, but not limited 1o, applicable 1ax laws and covenants in some of HBOS’s debt
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facilities. Thesc Jaws and restrictions could limit the payment of dividends and distributions 10 HBOS by its
subsidiaries, which could in future restrict HBOS's ability to fund other operations or (¢ pay a dividend to
holders of the Existing Shares or the New Shares.

Shareholders who do not subscribe in full for their entitiement 1o New Shares in the Rights Issue will experience
dilution in their pwnership of HBOS

If Shareholders do mot subseribe in lull for their entitlement 10 New Shares under the Rights Issue their
proportionale ownership and voting inter¢sts in HBOS will be reduced and the percentage that their sharcs
will represeal of the tolal share capital of the Compeny will be reduced accordingly. Even if a Shareholder
elects to sell his Nil Paid Rights, or such Nil Paid Righls are sold on his behall, the consideration he
receives may nol be sulficient to compensate him fully for the dilution of his perceniage ownership of the
Company’s share capital that may be caused as a result of the Rights Issuc.

If the Company is unable to conplete the Rights Issve, it may need 1o consider alternative methods of increasing its
core Tier | and Tier I capital ratios

The purpose of the Rights Issuc is to allow the Company to strengthen its capilal position against the
backdrop of current market volatility. If the Company is unable 10 complete the Rights ssue, the Board
may need Lo consider alternative methods for achicving Hs stated targel capital ratios, which could include
a reduction in dividends, a reduction in the rate of growth of risk wcighled assels, disposal of cerlain
businesses or increased issuance of Tier 1 securities. If such measurcs were unsuccessful, there is a risk that
HBOS would be unable to achieve salisfactory capilal ratios and therefore the benefils of such capilal
tatios would notl be obtained.

¥, Additional risks for Overscas Shareholders

The ability of Overseas Sharekolders to bring actions or enforce jicdgentents against HBOS or the Directors
may be fimired

The ability of an Overseas Sharcholder to bring an aclion against HBOS may be limited under law, HBOS
is a public limited company incorporaied in Scottand. The rights of holders of Shares arc governed by
Scots 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 circumstances under which sharcholders of companies may bring
derivative actions. Under both Scots and English law generally, only a company can be the proper pursuer
or claimant n proecedings in respect of wrongful acts commitied against it. In addition, it may be difficult
for an Overseas Shareholder 1o prevail in a claim against HBOS under, or to enlforce liabilities predicated
upon, non-UK securities laws.

An Overseas Sharcholder may not be able 10 cnforee a judgement against some or all of the Directors and
executive officers. The vast majority of the Directors and cxceutive 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 Direclors and exccutive officers within the Overseas
Sharcholder's country of residence or to enforce against the Dircclors and cxecutive officers judgements of
courts of the Overseas Shareholder's country of residence based on civil liabilities under that country’s
securities laws. There can bt no assurance that an Owcerscas Shareholder will be able 1o enforce any
Judpements in civil and commercial matiers or any judgements under lhe sccurities laws of countries other
than the UK against the Dircctors or execulive officers who are residents of the UK or countries other
than those in which judgement is made, In addition, English or other courts may not impose civil liability
on the Direclors or executive officers in any original aclion based solely on the foreign securities laws
brought against HBOS or the Directors in a court of compeient jurisdiction in England or other countries.
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FSA statement re: HBOS

11 February 2009

Further to our earlier statement, the Financial Services Authority (FSA) has issued the
following fuller account of the issues relating te the risk function at HBOS, raised at the
Treasury Select Committee on 10 February 2009.

1. Having examined carefully the files relating to this issue, the FSA can confirm that specific allegations made by Pau}
Moore in December 2004 regarding the reguilatory risk function at HBOS were fully investigated by KPMG and the FSA,
which conciuded that the changes made by HBOS were appropriate. This statement gives an account of the actions
taken by the FSA in relation to concerns expressed in 2004 by Mr Moore, former head of Group Regulatory Risk at
HBOS. It is focused on these specific concerns rather than providing a complete description of the regulatory
relationship with HBOS.

Risk ass t

2. As background to the specific set of allegations made by Mr Moore, we set out below relevant developments in
relatlon to the HBOS risk framework:

» the FSA conducted a full risk assassment of HBOS (Known as an ARROW assessment) In late 2002 which identifled
a need to strengthen the control infrastructure within the group;

» we then decided to commission a *skilled persons report” from PWC on the HBOS risk management framework,
using formal Information gathering powers under section 166 of the Financlal Services and Markets Act 2000;
thelr extensive report revealed a need for improvements In the HBOS risk management envirgnment;

« the FSA then conducted a further full risk assessment of the HBOS group to cover 3!l of the group’s business,
formally recording its assessment in December 2004, the assessment was that the risk profile of the group had
improved and that the group had made good progress in addressing the risks highlighted in February 2004, but
that the group risk functions stili needed to enhance thelr ability to influence the business, which we saw as a key
challenge.

_Changes at HBOS
3. Other key events took place in 2004:
« following the departure of the Chief Financial Officer, who had been responsible at Board level for regulatery risk,

and as part, of a wider restructuring, HBOS decided to upgrade the risk functlon by appeinting 8 new group risk
director as the senior executive responsible for reguiatory risk in the group;

« following that appeintment, the then head of group regulatery risk, Paul Moore, was informed on 8 November that
he would leave as part of this restructuring; he subsequently approached FSA to express concerns about HBOS
and In particular about the suitability of the naw appaintee as the group risk director;

« in his view, the new group risk director was not *fit and praper’ to be approved by the FSA to hold that post, by
reason of lack of integrity, lack of experience in risk management, and of general attitude and approach;

» he also made other allegations about HBOS's overall risk framework.

Action taken by the FSA e
4. Urgent actlon was taken to follow up these specific allegations:

+ following consultation with the FSA, the HBOS Group Audit Committee commissioned an external review on the
fitness issues from Its auditors KPMG: the FSA satisfled Itself about the skill and independence of the individuals
selected to conduct the report for KPMG and about the scope of the report;

v KPMG undertook around 80 hours of interviews and meetings with 28 Individuals including the HBOS CEQ, CFQ,
and then Head of Retail, as well as the former head of regulatory risk himself;

» the FSA suspended Its decisicn on whether or not to approve the appeintment te the new role, pending receipt of
the results of the KPMG Investigation;

« the FSA approved that individual only when it had received those results, which indicated that KPMG *did not
believe that the evidence reviewed suggested that the candidate was not fit and proper’, that 'the process for the
identification and assessment of candidates for the GRD position appeared appropriate’, and that ‘the structure
and reporting lines of Group Regulatory Risk are appropriate’;

» the KPMG report also indlcated that there was no evidence in the report that Mr Moore was dismissed due to being
excessively robust In the discharge of his functions. (It should be understoed that the KPMG report concerned the
allegaticn that the new director was not fit and proper rather than the mare general Issue of HBOS' risk contral
framework identified in the skilled persons repart. The KPMG report did not extend to these issues.)

http://www.fsa.gov.uk/pages/Library/Communication/Statermnents/2009/letter_chancell... 17/06/2009

GE-L0969 14 -




FSA statement re: HBOS Page2 of 2

« The FSA also followed up Mr Moore's cancerns by meeting him Independently and separately discussed the KPMG
report directly with KPMG.

Subsequent relevant events

5, The FSA continued ta pursue concerns about the risk management framework. As a consequence, we wrote to
HBOS again on 29 June 2005 with a further interim ARROW risk assessment. In that letter we made clear:

» that whilst the group had made progress, there were still cantrol issues. We made clear that we would closely
track progress In this area;

» the growth strategy of the group posed risks to the whole group and that these risks must be managed and
mitigated.

Conclusion !

6. In conclusion, the FSA confirms that the allegations made by Mr Moore were taken seriously, and were properly and
professlonally investigated. It should also be neted that the FSA's concerns about HRBOS' risk management framework
considerably pre-dated the allegations by Mr Moare.
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