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Chairman’s statement

2017 represents year 2 of the challenger bank strategy, delivering c.30% [oan growth including draw-downs from the
successful launch of our new personal mortgage products. This growth, coupled with improvements seen in our customer net
promoter scores, highlights the faith that our customers have in the organisation, and our abliity to serve their needs.

We have further supported our customers with our new mortgage product and our new deposit accounts which include our
Online Easy Access Account, which is continuously in the top tier of deposit competitor tables and our Busmess Fixed Rate
account, recently nominated for a Moneyfacts award.

In 2017 we started the process of remedlating the customers identificd as being neganvely impacted by the historic conduct
issue (2008 to 2012), and we expect to materially conclude this exerclse during Q2 2018 allowmg us to' move forward with
our customers, on the right footing. .

In December we successfully raised £30m of tier 2 subordinated debt, which leaves u‘s with a strong balance sheet entering
2018 to continue on our strategy of growth and diversifying the bank across our property, personal banking, and business
pillars.

We have further strengthened our Executive Committee during the year. We also have |ncreased our Board level experience
by welcoming Kim Rebecchl on 11 July 2017. .

In summary the bank has performed well against the strategy, whilst recognising the headwinds faced including the economic
environment and taking the time to focus on the remediation programme.

1 would like to thank my fellow directors, the management and staff for their valuable contribution throughout 2017 and the
role they have played In supporting customers and helping to position our business for a successful future.

Philip Nunnerley . ) :\ ~
Chairman
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Chief Executive Officer's review and strategic report
Overview

2017 has proved to be a rewarding yet challenging year for the Company, with the successes of achieving strong lending
growth, new product launches and continued improvements in our customer feedback scores against the challenges of a
benign economy as a result of Brexit, undertaking a significant remediation programme and continuing the improvement
programme,

Further work has been undertaken within the Company’s enablement programme, which provides the Company the ability to
deliver on its strategic goals, to invest in its people, processes and systems, and to ensure that we remain a safe and secure
Company - now and in the future.

During 2017 we have reassessed the size and extent of our remediation programme, which led to & significant provision belng
set aside for our customers across both the Company’s and the Parent Company’s financlal statements.

Strategic Progress

The Company has a clear strategy “to be a recognised bank for Business Owners and Entrepreneurs supporting our
customers, communities and people to prosper and grow”. This Is based on diversification both geographically and by portfollo
type and repositions the Company in the market as a sustalnable bank with scale supporting the Owner Managed Business
sector.

2017 reflects year 2 of the strategy, and progress includes the following highlights:

+ Continued establishment of 3 clear business pillars, with the successful launch of Consumer Mortgage product in
August

» Net Lending growth of £323m (30%) continuing on last years’ >30% lending growth, demonstrating our ongoing
priority to grow and diversify our book

« Continued increase in customer satisfaction scores to 38, evidenced by Net Promotor Scores (NPS), reflecting an
increase of over 70% since we commenced the strategy

«  Ourfirst online exclusive savings account was launched. Posltive response from customers with an NPS of +53, c.
9,000 new accounts opened to date and over £300m in deposits ralsed

« 1SA deposits more than doubled year on year - now c. 13,000 customers are benefitting from a Bank of Cyprus UK
ISA :

» At the Savings Champlon Awards 2018 we were nominated In multiple categories, Including finalist for ‘Best Savings
Provider for Existing Customers’, and we won ‘Best Short Term Fixed Rate Cash ISA Provider’

Y« Weinltiated the full customer roll out of our customer remediation programme, contacting all identified and Impacted
customers, with an expected material conclusion of the process by Q2 2018

e  Successful raising of £30m of Tler 2 subordinated debt to provide the back-drop of further lending growth in 2018

»  14% of our cost base in 2017 reflects operational and strategic Investment in the organisation, making it stronger,
more secure and building the enablement for future growth

» Delivered 3 new business centres: Bristol, Brighton and North West, out of Manchester, which wiil help us with our
goal to diversify geographically

Conduct

During 2016 it came to light as a result of a compliance review that the Company may have acted unfairly towards customers
regarding historic conduct Issues (2008 to 2012). This finding was reported to the FCA and it was agreed that the Company
would write to potentially affected customers.

An amount of £14.91m was provided in December 2016, which was subsequently increased by £35.46m in 2017 with an
updated set of response rate assumptions after the completion of the piiot phase. £4m of the increase in 2017 was booked in
the Company and the remaining £31.46m was booked by the Parent Company. The Campany has recelved a £16m Injection
of equity from the Parent Company to replenish the capital utilised to make the provision.

During Q4 2017 the conduct provision requirements were reassessed to a total value of £50.37m, which is to be funded by
the Parent Company, reflecting an increased population size and associated operational costs for completing the remediation
programme.

The provision for customer redress is disclosed in note 22 to the Financial Statements.
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Overall Company Financial Performance

This year, there has been significant investment in the Company, across functlons, systems, people and processes. This is
recognition that historically certain areas of the Company have been under Invested, which needed to be addressed to ensure
that we remain safe and sound for our customers and stakeholders, and that we meet ail requlatory and mandatory
standards.

Additional investment was made to provide the enablement required to ensure we deliver on our strategy of diversification
and growth investing in new products, improved processes and creating capacity. This investment will create future income or
cost benefits. Further, we have incurred the costs associated with raising our Tier 2 debt, providing the capital required for
scalabllity.

Our headline flgures are also impacted by the additional conduct charge increase, as mentioned above.

The table below provides clarity of the underlying performance of the business, adjusting for these one off In nature
investment costs and charges:

2017 2016
Actuals Actuals
Profit Before Tax (PBT): c £000 £000
Reported PBT: 1,916 (8,112)
- Conduct Provision 4,000 14,910
- Interest Paid on subordinated debt 949 2,264
- Operational Investment
- Regulatory & Mandatory Costs (e.g. IFRS9) 1,641 173
- Strategic Investment
- Processes, Systems and People 1,904 108
< New Product Investment 1,120 -
Undenlying PBT 11,530 9,343
Key Ratios 2017 2016
Underlying Ratios
Year on Year PBY Growth 23% 36%
Year on Year Asset Growth '30% 32%
Return on Equity ' 10.5% 11.2%
Cost / Income Ratio 3% 74%
Statutory Ratios
Return on Equity 1.0% (13.3%)
Cost / Income Ratio 86.5% 80.1%

Our underilying PBT has increased by £2.2m and the Cost / Income ratio improved 1%. These improvements are primarily due
to higher net interest Income, which at £37.4m Is 38% higher than In 2016.

This has been achieved through an increase in our asset margins whilst controlling our interest expense through issuance of
new cost effectlve products, moving our deposit base away from historically more expensive long term bonds onto cheaper
Instant access saving accounts.

Interest income has also increased through our ongoing lending book growth, which In 2017 has increased by 30%, with net
new loans totaling £323m during the year, including £53m contributed from our new mortgage book.

Alongside the growth In lending, liquidity Is strong, with cash and balances with central banks standing at £359m,

representing 21.7% of customer deposits (2016: 16.3%). Deposits increased from £1,257m at 31 December 2016 to
£1,657m at 31 December 2017, an increase of 32%.
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Underlying Return on Equity has decreased on prior year, with higher profits offset by a higher equity base, driven by the
conversion of £30m of Tier 2 subordinated debt to equity in May, which reduced our interest expense but Increased our

equity.

Our capital position remalins strong, with total capital standing at 21.4% of risk weighted assets (2016: 18. 2%) benefitting
from the £30m Tier 2 subordinated debt issuance in December.

Composition of requlatory capital and ratios (Unaudited)

2017 2016
£000 £000
Core Tier 1

Shareholders' equity 112,718 65,857
Core Tier 1 deduction: Intangible assets (1,623) (840)
} 111,095 65,017

Qualifying Tier 2 capital
Undated subordinated loan 29,537 30,061
Collective provisions 2,451 2,160
Total regulatory capital 143,083 97,238
Core tler 1 ratio % 16.5% 12.1%
Total capital ratio % 21.4% 18.2%
Leverage ratio 6.0% 4.7%

Gender pay gap report 2017

3

Our gender pay gap as at the reporting date (5 Aprii 2017) Is 34.4%. This is the amount by which the male median hourly
rate of pay exceeds the female hourly rate. There were no bonus payments made by the Company during the reporting
period.

The Compahy is committed to the principle of equal opportunities and equal treatment for all employees and we have a clear
policy of paying our employees fairly for the same or equivalent work regardiess of their gender or any other characteristic.

The primary contributor to our gender pay gap is therefore the structure of our workforce where we have a lower
representation of women at senior levels within the business coupled with a higher representation at more junior levels.

We believe that continuing to address the gender imbalance amongst our executlve and wider manager population will be
good for our business, and Is an important strategy in addressing our gender pay gap. We are taking a number of actions in
this respect, whilst also ensuring we offer an Inclusive and flexible working environment that Is attractive to all our

employees.

A copy of our Gender Pay Gap Report 2017 Is available on our website.

Quality

The Board and management continuously assess the performance of the business, including monitoring a key range of
indicators, such as the capital ratio; net interest margin; cost and income growth rates; cost to income ratio; return on
capital; and liquidity poslition; as well as non-financial measures, such as headcount and risk related measures.

The quality of the lending book is reflected in the average loan to value ratio of 53% and by a write back in 2017 of £497k
(2016: £898k); this standard will be further strengthened by the new diversified business strategy.

The Company’s business Is to take on risk within limits defined by the Company’s Board and therefore implementing efficient
risk management is critical to the Company'’s successful operation.

The underlying objectives of the Company’s risk management are:

« to support business that is profitable for the Company whilst ensuring that pusiness written remains within the

Company's overall appetite for risk
« to underpin the long term viability of the Company by correctly identifying, measuring and monitoring risk.

The Company achleves this by having a clear risk appetite, appropriate policies for and governance of different types of risk,
tools designed to support decision making in relation to risk and a risk aware culture with the tone set by the Board.

In 2017, the Company has deployed new systems designed to better articulate the risks that the Company faces and the
controls that limit those risks and to improve the consistency and the effectiveness of its risk control processes. In 2018, the
Company will add further tools intended to aliow closer and more rapid monitoring of its asset and liability management.
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Principal risks and uncertainties

The Board has ultimate responsibility for ensuring that the Company’s principal risks are Identified and managed. It
establishes the Company’s risk appetite and oversees the effectiveness of risk management and internal controls through the
Risk Committee and Audit Committee. The principal risks are as follows:

risk, including
systems risk

arising from human, process or system
fallure

implemented to catalogue lists and controls, to document
control risk self-assessments and to record operational risk
incldents. Controls are in place to ensure that errors are
prevented or detected.

Risk i Description Mitigation !

Capital risk ; The risk of business fallure or regulatory | An annual capital adequacy assessment is prepared and
breach arising from inadequate capital approved by the Board. Capital adequacy is reviewed

1 monthly on an actual and projected basis. Capital adequacy
1 is also considered as part of the budget and business plan
process.

Cyber risk The risk of external or internal misuse of | The Company has received 1S027001 certification for
computer systems leading to financial information security. Firewalls and antl-virus software are in
loss or reputational damage place. Systems are monitored at all times and penetration

testing is carried out periodically.

Operational The risk of loss or reputational demage An enterprise risk management system has been

Human
Resources risk

The risk of having insufficient
appropriately qualified staff to manage
the business soundly

Recruitment is carried out through reputable agencles. Staff

i turnover is monitored and succession plans are in place for

all critical positions. Staff appraisals identify training and
development needs and plans are put in place to meet them.

economic risk

economic environment which are
detrimental to the Company

Conduct risk The loss or reputational damage arising A strengthened Compliance Unit carries out reviews of high
from a fallure of the company or its staff ! risk areas to identify failures. A new product approval
to act ethically and treat customers fairly | process ensures that new products are fair to customers and

comply with regulations.

Data risk The risk of loss or reputational damage : The information security policy and data retention polides
arising from a fallure to safeguard, set out standards for data integrity, safeguarding and
control or process data appropriately retention.

Political and The risk of changes In the political or The Executive Committee reviews economic and risk

indicators and a Central Planning Scenarlo is prepared
quarterly with external assistance to update the Company’s
view of the economy. In relation to Brexit, a Working Party
has identifled the impacts and a contingency plan has been
prepared.

failure of a borrower or other
counterparty to meet Its contractual
financlal obligations to the Company

Liquidity and The risk of business failure arising from The Company has a liquidity risk appetite which is mare
funding risk inadequate liquidity or funding conservative than regulatory requirements. Cashflow
projections are prepared weekly to confirm adherence to the
risk appetite. An annual liquidity adequacy assessment Is
prepared and approved by the Board.
Strategy The risk of failing to appropriately A project management unit oversees the implementation of
implementation { implement the bank'’s strategy strategy. Performance against objectives and deadlines Is
risk monitored and reported to the Executive Committee.
Market risk The risk of loss arising from unfavorable | The Board’s risk appetite sets limits to the acceptable level
movements in market prices of interest rate and foreign exchange risk. The Asset and 4
! Liability Committee monitors adherence to these limits. A ;
new Asset and Liability Management system is being
H implemented to enhance the management of market risk.
Credit risk The risk of financlal loss arising from the | The Board risk appetite sets limits on sector and individual

concentration. Lending is guided by & conservative credit
policy and is overwhelmingly secured on property In the UK.
Stress testing and exception monitoring identify potential
credit weaknesses which are closely managed.

Flnancial crime
risk

The risk of fallure to comply with
statutory obligations to prevent money
laundering, terrorist financing, bribery or
corruption

The Financial Crime unit develops the financial crime policy

and exercises oversight on the customer due diligence which :

Is carried out for new customers and periodically for existing
customers.

Legal and
regulatory risk

The risk of financlal loss or reputational
damage arising from the failure to
comply with applicable laws or
regulations

Horizon scanning identifies new regulations and legal
requirements. Where these affect the Company, a gap
analysls dentifies the actions which are required. For
significant new requirements, such as those introduced by
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Outlook for 2018 and cther matters

The UK economic outlook Is benign to marginally positive over the next three to five years with economic fundamentals
underpinning modest growth in coming years, but with global and local uncertalnties (e.g. Brexit) heightening downside risks.
Whilst the property market outlook remains positive it has softened. We continue to manage the Company through quarterly
updates to the outlook and our strategy, and remain sensitive and responsive to market indicators at all times.

Our 2018 focus will be to complete our customer remediation programme, continue to invest in our systems and processes
and the continuation of our diversification and growth strategy.

As I conclude this review, I would like to take the opportunity to thank our valued customers and also the Company'’s staff, in
all offices, for their hard work, loyalty and dedication during the year. ]

By order o\fihéboar \
IQ <

Nick Fahy
Chlef Executive Office
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Directors’ report

The directors present their report and financial statements for the year ended 31 December 2017.

Principal activity
The principal activity of the Company is business and personal banking,

Financial results

The results of the Company for the year ended 31 December 2017 are set out in the Income statement on page 19. The
directors endorse the information and views set out In the Chalrman’s statement and Chief Executive Ofﬂcer's review and
strategic report.

The directors are satisfied that the capital and fiquidity positions of the Company more than meet regulatory requirements
and are adequate for the foreseeable future.

Golng concern

Due to the impact of the customer redress provision, the following factors were taken into consideration when preparing the
going concern statement: capital injection received from the parent company (note 25), the conversion of the subordinated
debt (note 24), and the projected operating performance of the company. The directors are satisfied that the Company is able
to meet its working capital liabilities through the normal cyclical nature of receipts and payments.

A statement of responsibilities of the directors in relation to the financial statements is shown on page 11.

Capital
The current regulatory capital is shown in note 30 of the financial statements. .

Liquidity

The Company manages liquidity with an internal methodology which fully meets and exceeds the regulatory LCR measure and
as a result during 2017 the Company fully met all Its regulatory liquidity requirements relating to the Liquidity Coverage Ratlo
(LCR) and Net Stable Funding Ratio (NSFR).

Dividends
The Company did not declare or pay a dividend in 2017 (2016: nil).

Future developments

The directors’ alm is to maintain the current strategy which has resulted in the growth In business in recent years. They
consider that next year will demonstrate a material conclusion to the remediation programme, ongoing investment In the
organisation across processes, people and systems to provide strength in depth, and resilience to any headwinds, and finally
further growth In lending across the three key lending pillars, delivering on the diversification and growth strategy.

Events after the reporting period
There are no events after the reporting period that require disclosure in these financial statements.

Financial Instruments
The Company, where appropriate, uses Interest rate swaps to hedge against interest rate risk and foreign exchange contracts
to hedge against foreign exchange rate risk. Detalls of finandal instruments are provided in notes 16 and 28 of the financial

. statements.

Human resources .
The Company had 248 permanent employees at 31 December 2017 (2016: 225). During the year, the Company invested
£241,000 (2016: £200,000) in staff development.

Board of directors
Full details of the board of directors are shown on page 2. Since 1 January 2017 the following changes have taken place:

Name of director Date of appointment Date of resignation
Melanie Leask 13 February 2017
Kim Rebecchi 11 July 2017

Soteris Antonlades 18 September 2017
_Francesca Hampton 26 September 2017

Directors and their interests

None of the directors had any beneficial interest in the share capital of the Company or any other group company within the UK
at any time during the year. No option to purchase shares in the Company has been granted to any director.

Disclosure of Information to the auditors

So far as each person who was a director at the date of this report is aware, there is no relevant audit information, being
information needed by the auditor in connection with preparing its report, of which the auditor is unaware. Having made
enquiries of fellow directors and the Company’s auditor, each director has taken all the steps that they are obliged to take as
a director In order to make themselves aware of any relevant audit information and to establish that the auditor is aware of
that information. .
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a director in order to make themselves aware of any relevant audit information and to establish that the auditor is aware of
that information.

Auditors
Ernst & Young LLP continue as auditors of the Company. The Company is a private limited company and under the Companies

Act 2006 is not required to appoint auditors annually.

Corporate governance and risk management
The board is collectively responsible for governance and risk management. It meets as and when required and at least quarterly.
It sets the overall risk appetite of the Company and ensures that risks are carefully managed and controlled. The following are in

place to ensure that this happens:

At board level, the Risk Committee has within its terms of reference the oversight of all risks inherent in the business. This
committee meets as and when required and at least quarterly. The Human Resources and Remuneration Committee makes
recommendations to the Parent Company regarding remuneration policy for staff generally and on base pay, variable pay and
pension arrangements for the executive directors, other members of the Executive Committee and the Head of Internal Audit
with a view to managing human resources risk.

At executive level, risks are overseen and managed by a number of committees.

The main risk is credit risk, which is the risk that customers will be unable to repay their borrowings and will fail to perform
under their contractual commitments. Crédit risk is managed through credit policies, credit approval procedures and controls and
analysis in relation to quality, sector and geographical area. The risk is monitored at executive level by the Credit & Advances

Committeg, which meets monthly.

Liquidity, cash flow and market risks are monitored at executive level by the Asset & Liability Committee, which meets monthly.
Systems risk, including risk relating to 1T security, is monitored at executive level by the Change and Technology Committee,
which meets quarterly and regulatory and operational risks are monitored by the Conduct and Risk Committee, which meets
monthly. The People Committee, which meets quarterly, monitors resources risk in terms of our people and succession planning.

More information on risk management is set out in note 28 of the financial statements.

Subsidiary
The Company is the immediate owner of 100% of the shares of a UK company, Bank of Cyprus Financia! Services Limited
(BOCFS), a previously appointed representative of Legal & General Partnership Services Limited. Until 30" September 2017

BOCFS sold insurance and protection products of Legal & General.

Charitable donations
During 2017 the Company made charitable donations totalling £18,955 (2016: £15,000).

Political donations
During 2017 the Company did not make any political donations (2016: £nil).

Third party indemnity provisions for the benefit of directors
The Company has taken out directors’ and officers’ liability insurance.

Secretary
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Directors’ responsibilities in respect of the financial statements

The directors are responsible for preparing the strategic report, the directors’ report and the financial statements in
accordance with applicable law and regulations.

Company law requires the directors to prepare financial statements for each financial year. Under that law the directors have
elected to prepare the financial statements in accordance with International Financial Reporting Standards (IFRSs) and
applicable law. Under company law the directors must not approve the financial statements unless they are satisfled that they
give a true and fair view of the state of affairs of the Company and of the profit or loss of the Company for that period. In
preparing these financial statements the directors are required to:

- select suitable accounting policies in accordance with International Accounting Standard 8 *Accounting Policies, Changes
in Accounting Estimates and Errors’ and then apply them consistently;

= present information, including accounting policies, In a manner that provides relevant, reliable, comparable and
understandable information;

= provide additional disclosures when compliance with the specific requirements in IFRSs Is insufficient to enable users to
understand the impact of particular transactions, other events and conditions on the financial performance; and

« state that the Company has complled with IFRSs, subject to any material departures disclosed and explained in the
financial statements;

i« make judgements and estimates that are reasonable and prudent

The directors are responsible for keeping adequate accounting records that are sufficient to show and explain the Company’s
transactions and disclose with reasonable accuracy at any time the financial position of the Company and enable them to
ensure that the financlal statements comply with the Companles Act 2006. They are also responsible for safeguarding the
assets of the Company and hence for taking reasonable steps for the prevention and detection of fraud and other
irregularitles.
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INDEPENDENT AUDITOR’S REPORT TO THE MEMBERS OF BANK OF CYPRUS UK LIMITED

Opinion

We have audited the financial statements of Bank of Cyprus UK Limited (the *Company”) for the year ended 31 December
2017 which comprise the Income Statement, the Statement of Financial Position, the Statement of Cash Fiows, the Statement
of Comprehensive Income, the Statement of Changes in Equity and the related notesl to 33, including a summary of
significant accounting policies. The financial reporting framework that has been applied in their preparation is applicable {aw
and International Financial Reporting Standards (IFRSs) as adopted by the European Union.

In our opinion, the financial statements:

P give a true and fair view of the company’s affairs as at 31 December 2017 and of Its profit for the year then ended;
»  have been properly prepared in accordance with IFRSs as adopted by the European Union; and
»  have been prepared In accordance with the requirements of the Companies Act 2006.

Basis for opinion

We conducted our audit in accordance with International Standards on Auditing (UK) (ISAs (UK)) and applicable law. Our
responsibilities under those standards are further described in the Auditor’s responsibilities for the audit of the financial
statements section of our report below. We are independent of the company in accordance with the ethical requirements that
are relevant to our audit of the financial statements in the UK, Including the FRC's Ethical Standard as applied to public
interest entities, and we have fulfilled our other ethical responsibilities in accordance with these requirements.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our opinion.

Use of our report

This report is made solely to the company’s members, as a body, in accordance with Chapter 3 of Part 16 of the Companies
Act 2006. Our audit work has been undertaken so that we might state to the company’s members those matters we are
required to state to them In an auditor’s report and for no other purpose. To the fullest extent permitted by law, we do not
accept or assume responsibllity to anyone other than the company and the company’s members as a body, for our audit work,
for this report, or for the opinlons we have formed.

Conclusions relating to going concern

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

e the directors’ use of the going concern basis of accounting in the preparation of the financial

statements is not appropriate; or

+ the directors have not disclosed in the financial statements any Identified material uncertainties that may cast significant
doubt about the company’s ability to continue to adopt the going concern basls of accounting for a period of at least
twelve months from the date when the financlal statements are authorised for issue.

Overview of our audit approach

Key audit » Provisions for conduct, customer remediation and litigation.

matters
¢« Impairment of loans and advances.

+ Revenue recognition - loan arrangement fees using the effective interest rate

Materiality s Overall materiality of £1,150,000 which represents 1% of equity.

Key audit matters

Key audit matters are those matters that, in our professional judgment, were of most significance in our audit of the financial
statements of the current period and include the most significant assessed risks of material misstatement (whether or not due
to fraud) that we identified. These matters included those which had the greatest effect on: the overzll audit strategy, the
allocation of resources in the audit; and directing the efforts of the engagement team. These matters were addressed in the
context of our audit of the financial statements as a whole, and in our opinion thereon, and we do not provide a separate

opinion on these matters,
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Risk

Our response to the risk

Key observations

-communicated to the Audit

Committee

Provision for conduct risk,
customer remediation and
litigation

(Provision at year end:
£41,516 thousand, PY
comparative £14,910
thousand)

Refer to the Accounting policies
(page 23); and Note 22 of the
Flnancial Statements (page 37)

Management judgement is needed
to determine whether an
obligation exists and a provision
should be recorded at 31
December 2017 in accordance
with the accounting criteria set
under IAS 37.

The measurement of the
provisions Is based on the best
estimate of the expenditure
required to settle the present
obligation.

Given the inherent uncertainty in
the estimate, the risk is that the
provision does not reflect
management’s best estimate of
the economic outflow that the
Company will suffer as a result of
this issue.

The Company engaged an external
specialist to support management
in identifying the affected
population and to build the
redress calculator to provide
redress amounts for every
affected customer.

The risk was mitigated by an
indemnity agreement signed with
the Company’s parent, through
which the parent agreed to
provide funds for the purposes of
meeting the Company’s liabilities
for the Remediation Programme
including costs and consequential
losses incurred / to be incurred by
the Company in respect of
customer remediation up to a
maximum of £67m including the
£16m already provided by the
parent by way of capital injection
in May 2017.

Prior to the signing of the
indemnity agreement, the
Company had recognized an
additional provision of £4m in its
Income statement.

Our approach focused on:

» Understanding the design and
operating effectiveness of the
Company's key controls over
the Identification, estimation
and monitoring of provisions
considering the potential for
management override of
controls.

»  Assessing the work of
management’s specialist with
the support of our conduct
risk and valuation specialists.

s  Assessing the provisions
recorded by testing the data
and assumptons used In the
underlying calculations
Including expected response
rates, uphold rates, daim
amounts, cost of execution
and timing of settiement. We
selected a sample of
customers and with the
support of our conduct risk
and valuation speclalists, we
re-calculated the remediation
provision and compared it to
the output of the calculator
developed by the external
specialist for management.

s  Assessing the key
assumptions used by
comparing them to the
results of the pilot programs
run by the Bank. We
involved our conduct risk
speclalists to consider how
the Company’s provisions
compare to the latest
relevant industry
developments.

¢ Testing the clerica! accuracy
of management’s sensitivity
analysis.

+ Examining with the support
of our accounting specialists
the indemnity agreement
with the parent and assessing
its Impact on the financial
statements of the Company.

+ Examining management’s
assessment based on advice
by their legal counsel on the
potential outcome of the on-
going litigation cases and
claims to assess for potential
over/under provision.

¢ Sending external
confirmation requests to the
Company’s external legal
counsels for significant
matters.

s Examining Board Minutes for
discussions on on-going
litigations and claims and
evidence of potential

Our audit procedures provided the
audit team reasonable assurance
that the Company’s provision for
customer remediation and
litigation Is within a reasonable
range, and we are satisfled that
there is no evidence of material
misstatement.

We highlighted to the Audit
Committee that this estimate, by
nature, requires judgement
regarding:

o  Completeness of provisions
recognised: judgement is
involved in determining
whether an outflow In respect
of identified material conduct
matters is probable or can be
estimated reliably;

s+ Measurement of provisions
recognised: appropriateness
of assumptions and
judgements used in the
estimation of material
provisions; and

»  Adeqguacy of disclosures of
provision for liabilities and
charges and contingent
liabilities.

Management has made a number
of key assumptions requiring
significant judgement in order to
estimate the conduct provision
such as:

e The level of complaint
volumes

¢  Expected response rates

¢ Uphold rates, l.e. how many
claims are or may be, upheld
in the customer’s favour

¢ Redress cost, |.e. the average
payment expected to be
made to customers

Management’s estimate was
towards the middle of our range
of outcomes based on reasonable
alternative assumptions we
determined using the results of
the Company’s pllot exerdcises.

We were satisfied that appropriate
and adequate disclosures have
been made in the financial
statements in accordance with
IFRS.
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Risk

Our response to the risk

Key observations
communicated to the Audit
Committee ’

additional commitment and
contingencies.

+  Assessing the
appropriateness and
adequacy of the disclosures
provided on conduct,
customer redress and
litigation provisions to
determine whether it
complies with accounting
standards.

Impairment of loans and
advances

{Specific impairment
provision:

£1,604 thousand, PY
comparative £2,216 thousand)

{Collective impalrment
provision:

£2,451 thousand, PY
comparative £2,160 thousand)

Refer to the Accounting policies
(page 23); and Note 13 of the
Financial Statements (page 33)

The loan loss provision is based on
management’s determination of
incurred credit losses in the
Company’s loan portfolios in
accordance with appiicable
accounting standards.

Management incorporates current
environmental factors in its
estimate and sufficient, objective
evidence must support the loan
loss provision estimates as a
result of these factors

Although a number of objective
measures can be used, there is a
significant degree of judgement
and estimation is required to
identify impaired loans, and
determine the level of provision
against an impaired loan.

There is a risk of materlal
misstatement as a result of the
following factors:

e  Credit risk within the loan
portfolio may not be refiected
in current loss factors when
based on actual historical net-
charge-offs.

¢ Volatility of commercial real
estate values, and the Impact
on the current macro-
economic enviranment could
be significant.

e As the Company alms for loan
growth in a competitive
market, previousty tight
underwriting standards may
loosen.

Our approach focused on:

+ Testing the design and
operating effectiveness of key
controls to identify loss
events and determine the
extent to which impairment
losses should be recognised.

+ Consldering the potential for
management override of
controls.

e  Attending meetings with
management and other key
officers to discuss
developments.

e« Examining the credit and
impairment methodologies
and assessing any changes
and their impact on our audit
work and the impairment
calculations.

. Examining correspondence
with regulators, board
minutes and other key
committee minutes in relation
to key updates in credit and
impairment methodologles
and approvals of provisions
and write offs.

» Performing a review of a
sample of performing loans to
establish our own view as to
whether any loss indicators
as described in IAS 39 were
present.

e Performing a review of a
sample of non-performing
loans to assess the
measurement of the provision
by recalculating the loss.
With input from our real
estate valuation specialists
we formed an independent
view of the value of real
estate collateral.

+ Assessing the
appropriateness and
adequacy of the relevant
disclosures to be made in the
finandal statements.

Our audit procedures provided the
audit team reasonable assurance
over the existence, completeness,
and valuation of impairment of
loans and advances, and we are
satisfied that there is no evidence
of material misstatement.

We highlighted to the Audit
Committee that this estimate, by
nature, requires judgement
regarding:

e« Completeness and timing of
recognition of loss events In
accordance with the relevant
provisions of IAS 39.

«  Specific provisions - the
measurement of the provision
is dependent on the valuation
of collateral, the timing of
cash flows and collateral
realisations.

¢ Collective provisions - the
measurement is dependent
upon key assumptions
relating to probability of
default ("PD"), loss given
default ("LGD") and loss
emergence period.

We were satisfied that the

assumptions made by

management are reasonable in
the context of the Company’s loan
portfolio and current market
conditions.

We were satisfied that appropriate
and adequate disclosures have
been made in the financial
statements in accordance with
IFRS.
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Risk

Our response to the risk

Key observations

| communicated to the Audit

Committee

The level of risk has remained
consistent with 2016.

Revenue recognition - loan
arrangement fees using the
effective interest rate

(Fee income forming an
integral part of the
corresponding customer loans’
EIR adjustment included In
Interest income: £3,615
thousand, PY comparative
£2,334 thousand)

Refer to the Accounting policies
(page 23); and Note 5 of the
Financlal Statements (page 31)

There is a8 component of revenue,
the effective Interest rate method
("EIR") adjustments to loan
arrangement fees that requires a
high degree of estimation and
judgement by management.
These adjustments are manually
calculated and recorded and
therefore there is a higher risk of
misstatement compared to that of
revenue computed and recorded
by the core banking system.

There is a risk of material
misstatement of revenue as a
resuit of:

« Incorrect application of the
EIR methed of accounting;

o Incorrect assumptions used
for the application of the EIR
method in respect of the
behavioural life of the loans
and advances to which the
fees relate;

* The deferred fee liability and
fee income respectively are
calculated incorrectly.

The level of risk has remained
consistent with 2016.

Our approach focused on:

¢ Understanding the design and
operating effectiveness of key
controls over setting and
updating the EIR
methodology and
assumptions used, the
completeness of data
Indluding the set up and
maintenance of loan
contractual terms and fee
charges, and access / change
controls applied in the excel
spreadsheets used for the
calculation.

¢ Validating and challenging the
assumptions used by
management including the
behavioural lives of the loans
(which reduces the
amortisation period from the
contractual term to the
expected life of the loans),
forecast changes In rates and
the income/expenses to be
induded

e Understanding changes made
to the EIR methodology and
assumptions and assessing
their impact.

¢ Recalculating the
amortisation of fees for a
sample of loans to test
whether the model has been
implemented in accordance
with the EIR methodology.

¢ Testing the appropriateness
of manual journal entries
recorded in the general
ledger and any other
adjustments made in the
preparation of the financial
statements

s  Assessing the
appropriateness and
adequacy of the relevant
disclosures to be made in the
financial statements.

Our audit procedures provided the
audit team reasonable assurance
over the completeness,
occurrence and measurement of
the revenue stream to which the
fraud risk was applied, specifically
loan arrangement fees and we are
satisfied that there is no evidence
of material misstatement.

We highlighted to the Audit
Committee that this estimate, by
nature, requires judgement
regarding the expected behaviour
and life-cycle of the instruments,
as well as other characteristics of
the product life cyde such as
prepayments,

We were satisfied that the
assumptions made by
management are reasonable in
the context of the Company’s foan
portfolio and current market
conditions.

We were satisfied that adequate
disclosures have been made in
the financial statements in
accordance with IFRS.
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An overview of the scope of our audit

Talloring the scope

Our assessment of audit risk, our evaluation ot materiality and our allocation ot performance materiality determine our audit
scope for the Company. This enables us to form an opinion on the financial statements. We take into account size, risk profile,
the organisation of the Company and effectiveness of controls, including controls and changes in the business environment
when assessing the level of work to be performed. All audit work was performed directly by the audit engagement team, with
the support of our valuation and risk specialists, IT and tax professionals.

Our application of materiality

We apply the concept of materiality in planning and performing the audit, in evaluating the effect of identified misstatements
on the audlt and In forming our audit opinion.

Materiality
The magnitude of an omission or misstatement that, individually or in the aggregate, could reasonably be expected to

Influence the economic decislons of the users of the financial statements. Materiality provides a basis for determining the
nature and extent of our audit procedures.

We determined materiality for the Company to be £1,150,000 (2016: £1,036,000), which is 1% of equity (2016:1% of equity
adjusted to include the subordinated loan by the parent which was converted to equity in May 2017). We believe that equity
represents a relevant measure used by the shareholders and regulators when assessing the performance of the Company.

Performance materiality

The application of materiality at the individual account or balance level. It Is set at an amount to reduce to an appropriately
fow level the probability that the aggregate of uncorrected and undetected misstatements exceeds materiality.

On the basis of our risk assessments, together with our assessment of the Company’s overali control environment, our
judgement was that performance materiality was 50% (2016: 50%) of our planning materiality, namely £575,000 (2016:
£518,000). We have set performance materlality at this percentage based on our past experience with the entity, our ability
to assess the likelihood of misstatements and other factors affecting the entity and its financial reporting.

Reporting threshold
An amount below which Identified misstatements are considered as being clearly trivial.

We agreed with the Audit Committee that we would report to them all uncorrected audit ditterences in excess of £57,500
(2016: £51,800), which is set at 5% of planning materiality, as well as differences below that threshold that, in our view,
warranted reporting on qualitative grounds.

We evaluate any uncorrected misstatements against both the quantitative measures of materiality discussed above and In
light of other relevant qualitative considerations in forming our opinion.

Other information

The other Information comprises the Information Included In the annual report, other than the financial statements and our
auditor’s report thereon. The directors are responsible for the other information.

Our opinion on the financial statements does not cover the other information and, except to the extent otherwise explicitly
stated in this report, we do not express any form of assurance conclusion thereon.

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

We have nothing to report in this regard.

Opinions on other matters prescribed by the Companies Act 2006
In our opinion, based on the work undertaken in the course of the audit:

P the Information given In the strategic report and the directors’ report for the financial year for which the financial
statements are prepared Is consistent with the financial statements; and

P the strategic report and directors’ report have been prepared in accordance with applicable legal requirements.

Matters on which we are required to report by exception

In the light of the knowledge and understanding of the company and its environment obtained In the course of the audit, we
have not Identifled material misstatements In the strategic report or directors’ report.
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We have nothing to report in respect of the following matters In relation to which the Companies Act 2006 requires us to

report to you If, in our oplnlon: -

+ adequate accounting records have not been kept, or returns adequate for our audit have not been recelved from
branches not visited by us; or

+ the financia! statements are not in agreement with the accounting records and returns; or

» certaln disclosures of directors’ remuneratlon specified by law are not made; or

¢ we have not received all the information and explanations we require for our audit

Responsibilities of directors

As explained more fully in the directors’ responsibilities statement set out on page 11, the directors are responsible for the
preparation of the financial statements and for being satisfled that they give a true and falr view, and for such internal control
as the directors determine is necessary to enable the preparation of financial statements that are free from material
misstatement, whether due to fraud or error.

In preparing the financial statements, the directors are responsible for assessing the company’s abllity to continue as a going
concern, disclosing, as applicable, matters related to going concern and using the going concern basis of accounting unless
the directors elther intend to liquidate the company or to cease operations, or have no realistic alternative but to do so.

Auditor's responsibllities for the audit of the financial statements

Our objectives are to obtain reasonable assurance about whether the financial statements as a whole are free from material
misstatement, whether due to fraud or error, and to issue an auditor’s report that Includes our opinion. Reasonable assurance
is a high level of assurance, but is not a guarantee that an audit conducted In accordance with ISAs (UK) will always detect a
material misstatement when It exists. Misstatements can arise from fraud or error and are considered material If, individually
or in the aggregate, they could reasonably be expected to influence the economic decisions of users taken on the basis of
these financial statements.

Explanation as to what extent the audit was considered capable of detecting irregularities, including fraud

The objectives of our audit, in respect to fraud, are; to identify and assess the risks of material misstatement of the financial
statements due to fraud; to obtain sufficient appropriate audit evidence regarding the assessed risks of material misstatement
due to fraud, through designing and implementing appropriate responses; and to respond appropriately to fraud or suspected
fraud identified during the audit. However, the primary responsibility for the prevention and detection of fraud rests with both
those charged with governance of the entity and management.

Our approach was as follows:

« We obtained an understanding of the legat and regulatory frameworks that are applicable to the Company and
determined that the most significant are: Companies Act 2006, Financlal Conduct Authority (FCA) Rules, Prudential
Regulatory Authority {PRA) Rules, European Central Bank (ECB) Rules.

+  We understood how Bank of Cyprus UK Limited Is complying with those frameworks by making enquiries of
management, internal audit, risk, and those responsible for legal and compiiance matters. We also reviewed
correspondence between the Company and UK regulatory bodies; reviewed minutes of the Board of Directors,
Executive Committee, Risk Committee and gained an understanding of the Company’s approach to governance,
demonstrated by the Board’s approval of the Company’s governance framework and Board’s review of the Company's
risk management framework and internal control processes.

» For direct laws and regulations, we considered the extent of compliance with those laws and regulations as part of
our procedures on the related financial statement items.

o For both direct and other laws and reguiatlons, our procedures involved: making enquiry of those charged with
governance and senlor management for thelr awareness of any non-compliance with laws or regulations, inquiring
about the policles that have been established to prevent non-compliance with laws and regulations by officers and
employees, inquiring about the Company’s methods of enforcing and monitoring compllance with such policies, and
Inspecting significant correspondence with the FCA, the PRA and the ECB.

¢ We assessed the susceptiblifity of the Company’s financial statements to material misstatement, including how fraud
might occur, by considering the controls that the Company has established to address risks identified by the entity, or
that otherwise seek to prevent, deter or detect fraud. We also considered areas of significant judgement and the
Impact these have on the control environment. Where the risk has been considered to be higher, we performed audit
procedures to address each identified fraud risk, These procedures Included testing manual journals and were
designed to provide reasonable assurance that the financlal statements were free from fraud or error.

« The Company operates in the banking industry which is a highly regulated environment. As such the Senior Statutory
Auditor considered the experience and expertise of the engagement team to ensure that the tam had the appropriate
competence and capabllities, which included the use of speclalists where appropriate.

A further description of our responsibllities for the audit of the financial statements Is located on the
Financial Reporting Coundil’s website at https://www.frc.org.uk/auditorsresponsiblilities. This description forms part of our
audltor’s.report.
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Other matters we are required to address

We were appointed by the Company on 7 June 2003 to audit the financial statements for the year ending 31 December 2004
and subsequent financial periods. The Company was authorised as a bank by the Financial Services Authority on 19 June
2012. Our total uninterrupted period of engagement is 14 years, covering periods from our appointment through to the year
ending 31 December 2017.

P The non-audit services prohibited by the FRC’s Ethical Standard were not provided to the Company and we remain
independent of the Company in conducting the audit.

P The audit opinion is consistent with the additional report to the audit committee.

5—45’/ Z Yoy L -

Andrew Gilder (Senior statutory auditor)
for and on behalf of Ernst & Young LLP, Statutory Auditor
London - 23 April 2018

Notes:
1. The maintenance and integrity of the Bank of Cyprus UK Limited web

site is the responsibility of the directors; the work carried out by the auditors does not involve consideration of these matters
and, accordingly, the auditors accept no responsibility for any changes that may have occurred to the financial statements

since they were initially presented on the web site.
2. Legislation in the United Kingdom governing the preparation and

dissemination of financial statements may differ from legislation in other jurisdictions.
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Income statement and statement of comprehensive income

For the year ended 31 December 2017

2016
2017 (Restated
note 2)
Notes £000 £000
Interest income 5 52,715 43,419
Interest expense 6 .(15,318) (16,340)
Net interest Income ' 37,397 22,079
Fee and commission income ' 7 2,360 2,556
Foreign exchan_ge gains 302 348
Net (loss)/gains on financial instrument transactions (38) 68
Total operating income 40,021 30,051
Staff costs 10  (18,689) (13,260)
Depreciation and amortisation 11 (1,509) (1,426)
Other. operating expenses 12 (14,404) {9,465)
Total operating expense before conduct and legal provision (34,602) (24,151)
Provision for customer redress 22 (4,000) (14,910)
Profit/(loss) before pravisions for impalrment of loans and advances 1,419 (9,010)
Provisions for impairment of loans and advances 13 497 898
Profit/ (loss) before tax 1,916 (8,112)
Income tax expense 14 {1,055) (908)
Profit/(loss) after tax 861 {9,020)
Other comprehensive income < -
Other obmprehensive income not to be reclassified to profit or loss
In subsequent periods (net of tax):
Revaluation of own groperties, net of tax 14, 20 - 5,057
Net other comprehensive Income not to be reclassified to profit or
loss in subsequent periods - 5,057
Other comprehensive income for the yeér, net of tax - 5,057
Total comprehensive profit/(loss) for the period attributable to the equity 861 (‘3 9635
holders .

The notes on page 23 to 56 form an integral part of these financial statements.
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" Statement of financial position

As at 31 December 2017

2017 2016

Notes £000 £000
Assets )
Cash and balances with central banks ) 155 358,724 205,062
Placements with banks (s 32,625 67,948
Placements with related entities 15, 31 25,226 24,949 )
Loans and advances to customers 17 1,407,200 1,083,922 v
Other assets 18 35,547 3,411
Intangible assets 19 1,623 840
Property and equipment 20 15,773 16,445
Investment in subsidiary 29 400 400
Total assets 1,877,118 1,402,977
Liabilities
Placements by related entities 31 26,605 28,381
Customer deposits 21 1,656,975 1,257,403
Provision for customer redress 22 41,516 14,910
Other liabilities ' 23 9,767 6,365
Subordinated loan 24 29,537 30,061
Total liabilities ’ 1,764,400 1,337,120
Equity
Share capital 25 111,000 65,000
Revaluation and other reserves 8,389 8,389
Accumulated losses (6,671) (7,532)
Total equity 112,718 65,857
Total liabilities and equity 1,877,118 1,402,977

The notes on pages 23 to 56 form an integral part of these financial statements.

These financial statements were approved by the board of directors on 1 ¥ -4 . \& and were signed on its behalf by:

’

© | LTS
@A\M\Jﬁ Nick Fahy F

Philip Nunnerley

Chairman Chief Executive Officer
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Statement of changes in equity
For the year ended 31 December 2017

2016
2017 . (Restated
note 2)
Revaluation
and other Accumulated ;

Share capital reserves losses Total Total
£000 £000 £000 £000 £000
1 January 65,000 8,389 (7,532) 65,857 69,820
Profit / (loss) for the year after tax o 861 861 (9,020)
Other comprehensive income - < - — 5,057

Total comprehensive profit/(loss)
for the year attributable to the - - 861 861 (3,963)

equity holders

Issue of share capital (note 25) 46,000 - - 46,000 -
31 December 111,000 8,389 (6,671) 112,718 65,857

The notes on pages 23 to 56 form an integral part of these financial statements.
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Statement of cash flows
For the year ended 31 December 2017

2017 2016
£000 £000
Operating activities
Profit / (loss) before tax 1,916 (8,112)
Adjustments for:
Provisions for impairment of loans and advances . (497) (898)
Depreciation of property and equipment 940 969
Amortisation of intangible assets 569 457
Interest on subordinated loan 949 2,264
Tax (paid) / received (820) (1,495)
Collection of previously written off debt 249 -
Foreign exchange gains (302) (348)
Changes in operating assets
Increase in mandatory deposits with central bank (464) (258)
Increase in loans and advances to customers (323,808) (258,336)
Increase in other assets (32,309) (363)
Decrease / (Increase) In accrued income and prepaid expenses 235 (338)
Changes in operating liabilities
Increase in customer deposits 398,877 207,610
Increase in other liabilities and provision for customer redress 27,381 13,036
Increase in accrued expenses 2,627 1,028
Net cash flow from / {used in) operating activities 75,543 (44,784)
Investing activities
Purchase of property and equipment (268) (380)
Purchase of intangible assets (1,352) (654)
Net cash flow used in investing activities (1,620) (1,034)
Financing activities
Issuance of new subordinated loan 29,464 .
Proceeds from issuance of new share capital 16,000 -
Interest paid on subordinated loan (938) (2,265)
Net cash flow from / (used in) financing activities 44,526 (2,265)
;::ic's:lc/'::::/ (decrease) In cash and cash equivalents for the 118,449 (48,083)
Cash and cash equivalents (see note 15)
1 January 268,981 308,796
Net forelgn exchange differences 1,479 8,268
Net increase / (decrease) in cash and cash equivalents for the year 118,449 (48,083)
31 December 388,909 268,981
Operational cash flows from Interest
Interest paid 15,315 14,654
Interest received 52,393 42,779

Refer to notes 15 and 24 for disclosures of cash and cash equivalents and changes in liabilities arising from financing activities
respectively. The notes on pages 23 to 56 form an integral part of these financial statements.
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Notes to the financial statements

1 Corporate information

Bank of Cyprus UK Limited (the “Company”),is authorised by the Prudentlal Regulation Authority (PRA) and regulated by the
Financial Conduct Authority (FCA) and the PRA.

The Company is wholly owned by Bank of Cyprus Public Company Limited, the Parent in which the financial statements of the
Company are consolidated. The Parent is incorporated in Cyprus and its consolidated financlal statements may be obtained
from www.bankofcyprus.com. The ultimate Parent company, Bank of Cyprus Holdings Public Limited Company is incorporated
in Ireland and listed on the London Stock Exchange.

The Company has taken advantage of the exemption from preparing consolidated financial statements afforded by Section
400 of the Companies Act 2006 because the Company and its subsidiary are included in the consolidated financial statements
of the Parent company, Bank of Cyprus Public Company Limited, which are publicly available. These financial statements have
been prepared on a standalone basis. Also as an Intermediate parent the company is exempt from preparing consolidated
financial statements under IFRS 10. The accounting policies used by the Company that are relevant to an understanding of
the financial statements are stated in note 3.

2 Basis of preparation

These standalone financial statements have been prepared on a historical cost basis, except for land and buildings classified
as property and derivative financial instruments that have been measured at fair value. The carrying values of recognised
assets and liabilities that are hedged items in fair value hedges, and otherwise carried at cost, are adjusted to record changes
in fair value attributable to the risks that are being hedged.

Statement of compliance

The standalone financial statements have been prepared In accordance with International Financial Reporting Standards
("IFRSs"”) as adopted by the EU and the requirements of the Companies Act 2006.

Presentation of financlal statements

The financial statements are presented In sterling, which Is the Company’s functional and presentation currency. All values
are rounded to the nearest thousand, except where otherwise Indicated.

The Company presents its balance sheet broadly in order of decreasing liquidity. An analysis regarding expected recovery or
settlement of financlal assets and liabilities within twelve months after the balance sheet date and more than twelve months
after the balance sheet date Is presented in note 28.

Financlal assets and financial liabilities are offset, and the net amount reported in the balance sheet, only when there is a
legally enforceable right to offset the recognised amounts and there is an Intentlon to sete on a net basis, and to realise the
assets and sette the liabllity simultaneously. Income and expenses are not offset in the Income statement unless required or
permitted by an accounting standard or interpretation, and as specifically disclosed in the accounting policies of the Company.

Restatement of Statement of Comprehensive Income for the year ended 31 December 2016

The statement of comprehensive Income for the year ended 31 December 2016 has been restated to include the presentation
of own properties revaluation (net of tax) as other comprehensive Income for 2016 which was omitted in error in the prior
year. The revaluation gain net of tax was correctly accounted for and included in the revaluation reserve in the statement of
changes In equity. There is no impact on the results, financial position or any other notes to the financial statements as a
result of this omission.

The presentetion of the statement of changes in equity for the year ended 31 December 2016 has been changed to inciude a2

separate line item for the other comprehensive income. There is no Impact on the results, financial position or any other
notes to the financial statements as a result of this change In presentation.

Foreign currency transiation

Transactions in foreign currendes are recorded using the functional currency rate of exchange ruling at the date of the
transaction.

Monetary assets and liabllities denominated in foreign currencies are translated at the reporting currency rate of exchange
ruling at the balance sheet date. All differences are taken to ‘Foreign exchange gains’ in the income statement.

3 Accounting policies

Accounting standards and interpretations adopted during the period

The Company has adopted for the first time certain standards and amendments, which are effective for annual periods
beginning on or after 1 January 2017. The Company has not early adopted any other standard, interpretation or amendment
that has been issued but is not effective / adopted by the EU.

The nature of each new standard or amendment is described below:
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1AS 7 - Statement of Cash Flows (disclosure initiative amendment): The amendments enable users of financial statements to
evaluate changes in liabilities arising from financing activities. The amendments require entitles to provide disclosures that
enable investors to evaluate changes in liabilities arising from financing activities, including changes arising from cash flows
and non-cash changes.

IAS 12 - Income Taxes: The amendment addresses how to account for deferred tax assets related to debt instruments
measured at fair value which gives rise to a deductible temporary difference when the holder expects to recover the carrying
amount of the asset by holding it to maturity and collecting all the contractual cash flows. IAS 12 provides requirements on
the recognition and measurement of current or deferred tax liabilities or assets. The amendment clarifies the requirements on
recognition of deferred tax assets for unrealised losses, to address diversity in practice.

IFRS 12 - Disclosure of Interests in Other Entities (IASB annual improvement 2014-2016 cycle): Clarified the scope of the
standard by specifying that the disclosure requirements In the standard, except for those in paragraphs B10-B16, apply to an
entity’s interests listed in paragraph 5 that are classified as held for sale, as held for distribution or as discontinued operations
in accordance with IFRS 5 - Non-current Assets Held for Sale and Discontinued Operations.

There were no other standards or interpretations relevant to the Company’s operations which were adopted during the period.

New accounting standards and interpretations issued by the IASB but not yet adopted by the EU

The standards and interpretations that are Issued, but not yet adopted, up to the date of issuance of the
Company’s financial statements and are relevant to its operations are disclosed below. The Company intends to adopt these

standards when they become effective.

Except where otherwise stated, the Company does not expect that the adoption of the following standards, amendments to
standards and interpretations will have a material impact on the financial statements:

IFRS 9 - Financial Instruments: In July 2014, the IASB issued 'IFRS 9 Financlal Instruments’ which is the comprehensive
standard to replace ‘IAS 39 - Financial Instruments: Recognition and Measurement’ and includes requirements for
classification and measurement of financial assets and liabllities, Impairment of financial assets and hedge accounting. The
standard is effective for annual periods beginning on or after 1 January 2018 with the classification, measurement and
impairment requirements applied retrospectively by adjusting the opening balance sheet at the date of initlal application, with
no requirement to restate comparative periods. Hedge accounting is generally applied prospectively from that date. The
Company initiated an 1FRS 9 Implementation project to assess the impact of the adoption of IFRS 9 on 1 January 2018. The
Impacts of this adoption are disclosed in Note 32.

IFRS 15 - Revenue from Contracts with Customers: The objective of IFRS 15 Is to establish the principles that an entity shall
apply to report useful information to users of financial statements about the nature, timing and uncertainty of revenue and
cash flows arising from a contract with a customer. The core principle of IFRS 15 is that an entity will recognise revenue to
depict the transfer of promised goods or services in an amount that reflects the consideration to which the entity expects to
be entitled in exchange for those goods or services. This core principle is delivered in a five-step model framework: identify
the contract(s) with a customer, identify the performance obligations in the contract, determine the transaction price, allocate
the transaction price to the performance obligations in the contract, and recognise revenue when (or as) the entity satisfies a
performance obligation. IFRS 15 is effective for periods beginning on or after 1 January 2018, At present management
believes that IFRS 15 will have no material impact on the financial statements and plans to adopt the new standard on the
required effective date.

IFRS 16 - Leases: Effective for annual periods beginning on or after 1 January 2019. The scope of IFRS 16 includes leases of
all assets, with certain exceptions. A lease is defined as a contract, or part of a contract, that conveys the right to use an
asset (the underlying asset) for a period of time in exchange for consideration. IFRS 16 requires lessees to account for all
leases under a single on-balance sheet mode! in a similar way to finance leases under 1AS 17. The standard also requires
lessees and lessors to make more extensive disclosures than under 1AS 17. Management is currently evaluating the impact of
adopting this standard on contracts it has entered into as a lessee.

IAS 12 - Income Taxes (IASB annual improvement 2015-2017 cyde}: The amendments clarify that all income tax
consequences of dividends (l.e. a distribution of profits) should be recognised in the statement of comprehensive income,
regardless of how tax arises. Amendments are effective for annual periods beginning on or after 1 January 2019.

1AS 23 - Borrowing Costs (IASB annual improvement 2015-2017 cycle): The amendments clarify that If any specific
borrowing remains outstanding after the related asset is ready for its intended use or sale, that borrowing becomes part of
the funds that an entity borrows generally when calculating the caplitalisation rate on general borrowings. Amendments are
effective for annual periods beginning on or after 1 January 2019.

IFRIC Interpretation 23 Uncertainty over Income Tax Treatments: Effective for annual periods beginning on or after 1 January
2019. In June 2017, the IASB issued IFRIC Interpretation 23 Uncertalnty over Income Tax Treatments which clarifies
application of the recognition and measurement requirements in IAS 12 Income Taxes when there Is uncertainty over income
tax treatments. Management is currently evaluating the impact of adopting the interpretation on its financial statements.

Segmental information
The Company operates in the United Kingdom in one principal activity, namely business and personal banking.

Revenue recognition .
Revenue is recognised when it is probable that economic benefits will flow to the Company and the revenue can be rellably
measured.
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Interest income

For all financial assets measured at amortised-cost-and interest-bearing financial assets classified as available-for-sale
investments, interest income is recognised using the effective interest rate method. The effective interest rate is the rate that
discounts the estimated future cash payments or receipts over the expected life of the financial asset or liability, where
appropriate, to the net carrying amount of that financlal asset or llability. The calculation takes into account contractual terms
of the financial asset and liability (e.g. prepayment options) excluding future credit losses.

Fee and commission income

Fees that the Bank considers to be an Integral part of the corresponding financial instruments Include: loan origination fees,
loan commitment fees for loans that are likely to be drawn down and other credit related fees. The recognition of these fees
(together with any incremental costs) form an integral part of the corresponding financial instruments and are recognised as
interest income through an adjustment to the EIR.

Provisions

Provisions are recognised when the Company has a present obligation {legal or constructive) as a result of past events, and It
is probable that an outflow of resources embodying economic benefits will be required to settle the obligation, and a reliable
estimate can be made of the amount of the obligation. When the effect of the time value of money is materlal, the Bank
determines the leve! of provision by discounting the expected cash flows at a pre-tax rate reflecting the current rates specific
to the liability. The expense relating to any provision Is presented in the income statement net of any reimbursement in other
operating expenses. Detalled disclosures are provided in Note 22.

Retirement benefits

The Company operates a defined contribution pension plan in the UK. The cost of providing retirement pensions is charged to
the profit and loss account at the amount of the defined contributions payable for each year. Differences between
contributlons payable and those actually pald are shown as accruals or prepayments.

Taxation

Taxation on income is provided in accordance with fiscal regulations and is recognised as an expense in the pericd In which
the income arises. Deferred tax Is provided using the liability method.

Deferred tax liabilities are recognised for all taxable temporary differences between the tax basls of assets and liabliities and
their carrying amounts at the balance sheet date which will give rise to taxable amounts in future periods.

Deferred tax assets are recognised for all deductible temporary differences and carry-forward of unutilised tax losses to the
extent that it {s probable that taxable profit will be available against which the deductible temporary differences and carry-
forward of unutilised tax losses can be utilised. The camrying amount of deferred tax assets is reviewed at each balance sheet
date and reduced to the extent that it is no longer probable that sufficient taxable profit will be available to utilise all or part
of the deductlble temporary differences or tax losses.

Deferred tax assets and liabilities are measured at the tax rates that are expected to apply in the year when the
asset is realised or the liability is settled, based on tax rates (and tax Jaws) that have been enacted or substantively enacted
at the reporting date.

Current tax and deferred tax relating to Items recognised directly in equity are also recognised In equity and not in the
statement of comprehensive income.

Financial instruments
Date of recognition

The Company initially recognises advances and deposits on the date that they are originated. All other financial assets and

liabilitles are Initially recognised on the trade date at which the Company becomes party to the contractual provisions of the
Instruments.

Inttial recognition and measurement of financial instruments

The classification of financial instruments at initial recognition depends on the purpose for which the financial instruments
were acquired and thelr characteristics. All financial Instruments are measured Initlally at their fair value plus any directly
attributable Incremental costs of acquisition or Issue except In the case of loans and receivables and subordinated loan stock
measured at fair value through profit or loss.

Derivative financial instruments

The Company uses derivatives such as interest rate swaps and exchange rate contracts to manage market risk. Derivatives
are recorded at falr value and carried as assets when theilr fair value Is positive and as liabllitiles when thelr fair value is
negative. Changes In the fair value of derivatives are included In ‘Net galns on financial instrument transactions’.

Derivatives embedded in other financial instruments are treated as separate derivatives and recorded at fair value if their
economic characteristics and risks are not closely related to those of the host contract, and the host contract is not itself held
for trading or designated at fair value through profit or loss. The embedded derivatives separated from the host are carried at
fair value In the trading portfolio with changes in fair value recognised in the income statement.

Financial assets or financlal llabilities designated at fair value through the profit and loss account

Financial assets and financial liabilities classified in this category are designated as such by management on initial recognition
when any of the following criteria are met: (a) the designation eliminates or significantly reduces the inconsistency that would
otherwise arise from the measurement of the assets or labllities or the recognition of gains or losses on them on a different
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basis, or (b) the assets and liabilities are part of a group of financial assets, tinancial liabiiities or both which are managed and
whose performance is evaluated on a fair value basls, in accordance with a documented risk management framework, or (c)
the financial instrument contains one or more embedded derivatives, which significantly modify the cash flows that would
otherwise be required by the contract.

Financial assets and financial liabilities designated at fair value through the profit and loss are recognised In the balance sheet
at fair value. Changes In fair value are recognised in ‘Net gains / (losses) on financial Instrument transactions’ in the income
statement. Interest income and expense are included in the corresponding captions in the income statement according to the
terms of the relevant contract using the effective interest rate method.

Loans and receivables

Loans and receivables are financial assets with fixed or determinable payments that are not quoted in an active market. They
are not entered into with the intention of immediate or short-term resale and are not classified as ‘Trading Investments’,
‘Investments avallable for sale’ or ‘Investments at fair value through profit or loss’. After their initlal recognition, loans and
recelvabies are subsequently measured at amortised cost, less any provision for impalrment. The losses arising from
impairment are recognised in the income statement in ‘Provisions for impairment of loans and advances’ in the case of loans
and advances to customers.

Collateral valuation

The Company uses collateral, where possible, to mitigate its risks on financial assets. The collateral comes in various forms
such as cash, securities, guarantees, real estate, receivables, other non-financial assets and credit enhancements such as
netting agreements. Aithough the value of collateral is not recognised directly in the financial statements, collateral is valued
for the purposes of risk management and in connection with the assessment of impairment of secured loans and advances to
customers. The falr value of collateral is generally assessed, at a minimum, at inception and based on the Company’s credit
policy. Some collateral, for example cash or securities relating to margining requirements, is valued daily.

To the extent possible, the Company uses active market data for valuing financlal assets held as callateral. Other financlal
assets which do not have a readily determinable market value are valued using models. Non-financial collateral, such as real
estate, is valued based on data provided by third parties such as professional real estate valuers, mortgage brokers, housing

price indices, and other independent sources.

Financial guarantees

The Company provides guarantees in the normal course of business on behalf of its customers. In the majority of cases,

the Company will hold collateral against the resultant exposure or have a right of recourse to the customer, or both. The main
types of guarantees provided are financlal guarantees given to banks and financial institutions on behalf of customers to
secure banking facilities and guarantees to Her Majesty’s Revenue and Customs. The nominal principal amount of these
guarantees is set out in Note 26.

Subordinated loan

The subordinated loan is initially measured at the fair value of the consideration received, net of any Issue costs. It is
subsequently measured at amortised cost using the effective interest rate method, in order to amortise the difference
between the cost at inception and the redemption value, over the periocd to the earliest date at which the Company had the
right to redeem the subordinated loan stock. Interest on the subordinated loan is included as part of ‘Interest expense’ in the
income statement. Details in respect of the subordinated loan are set out in Note 24.

Derecognition of financlal assets and financial liabilities

Financial assets

A flnancial asset or where applicable a part of a financlal asset or part of a group of similar financial assets Is derecognised
when: (2) the contractual rights to receive cash flows from the asset have expired, or {(b) the Company has transferred Its
contractual rights to recelve cash flows from the asset or (c) the Company has assumed an obligation to pay the received
cash flows in full to a third party and: either (i) has transferred substantially all the risks and rewards of the asset, or {il) has
neither transferred nor retained substantiaily all the risks and rewards of the asset, but has transferred control of the asset.

Filnancial liabllities
A financial liability is derecognised when the obligation under the liability is discharged, cancelled or expires.

Funding for Lending Scheme (“FLS")

The Company Is a participant in the FLS which enables It to borrow highly liquid UK Treasury Bllls In exchange for eligible
collateral. The Treasury Bills issued are for an original maturity of nine months and if delivered back prior to their maturity
date can be exchanged for further nine month Bills. Costs of borrowing are charged directly to the Income Statement. The
Treasury Bllls are not recorded on the Company’s balance sheet as ownership remains with the Bank of England. The risk and
rewards of the collaterai provided remains with the Company and continues to be recognised In the Company’s Financial
Statements.

Impairment of financlal assets

The Company assesses at each balance sheet date whether there Is any objective evidence that a financial asset or 3 group of
financial assets is impaired. A financial asset or a group of financial assets is Impaired if there is objective evidence of
impatrment as a result of one or more events that have occurred after the inltial recognition of the asset (an incurred ‘loss
event’) and that loss event or events have an impact on the estimated future cash flows of the financial asset or the group of

financial assets that can be reliably estimated.
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Individual impairment -

For loans and advances to customers carried at amortised cost, the Company first assesses individually whether objective
evidence of Impalrment exists.

The collectability of individually significant loans and advances Is evaluated based on the customer’s overall financial
condition, resources and payment record, the prospect of support from creditworthy guarantors and the realisable value of
any collateral. There is objective evidence that a loan is impaired when it is probable that the Company will not be able to
collect all amounts due according to the original contract terms.

Objective evidence of impairment may include indications that the borrower or group of borrowers is experiencing significant
financial difficulty, default or delinquency in interest or principal payments, the probability that the borrower might be
declared bankrupt or proceed with a financial restructuring and observable data indicating that there is 8 measurable
decrease in the estimated future cash flows, such as changes In arrears or the economic conditions that correlate with
defaults or a decline in the value of collateral.

If there is objective evidence that an impairment loss has been Incurred, the amount of the loss is measured as the difference
between the carrying amount of the loan and the present value of the estimated future cash flows (excluding future credit
losses not yet Incurred) including the cash flows which may arise from guarantees and tangible collateral, irrespective of the
outcome of foreclosure. To assess the future cash flows from tangible collateral in the form of land and buildings the Company
obtains up to date professional advice on the sale value.

Future cash flows are based upon prudent assumptions about the value of the property representing the underlying security,
costs that might be Incurred in realising the value in the property, and the time It takes to repossess and sell properties. The
property value Is updated at regular intervals to ensure the Company has a good understanding of the change in the market
value of the property held as collateral.

The carrying amount of the loan Is reduced through the use of a provision account and the amount of the loss Is recognised in
the income statement. Interest income continues to be accrued on the reduced carrying amount and Is accrued using the rate
of interest used to discount the future cash flows for the purpose of measuring the impairment loss. The interest income Is
recorded as part of ‘Interest income’ as Interest income from Iimpaired loans and advances.

The present value of the estimated future cash fiows is calculated using the loan’s original effective interest rate. If a loan
bears a variable interest rate, the discount rate used for measuring any impairment loss Is the current reference rate plus the
margin specified In the Initial contract.

Collective Impairment

If the Company determines that no objective evidence of impairment exists for an individually assessed finandal asset, it
includes the asset in a group of financial assets with similar credit risk characteristics and collectively assesses them for
impalrment. Assets Included in the collective impairment calculation are those which are individually assessed for impairment
for which no Impairment loss is recognised, as well as those not individually assessed. Assets that are Individually assessed
for impairment and for which an impairment loss is, or continues to be, recognised are not included In a collective assessment
of impalrment.

For the purposes of a collective evaluation of impairment, loans are grouped based on similar credit risk characteristics taking
into account the type of the loan, past-due days and other relevant factors. Future cash flows for a group of loans and
advances that are collectively evaluated for impairment are estimated on the basis of historical loss experience for loans with
similar credit risk characteristics. Historical loss experience Is adjusted on the basls of current observable data to reflect the
impact of current condlitions that did not affect the period on which the historical loss experience Is based and to remove the
impact of conditions in the historical perlod that do not currently exist. The methodology and assumptions used for estimating
future cash flows are reviewed regularly to reduce any differences between loss estimates and actual loss experience.

Loan renegotiations and forbearance

In certain circumstances, the Company will renegotiate the original terms of a customer’s loan, elther as part of an ongoing
customer relationship or In response to adverse changes in the circumstances of the borrower. There are a number of
different types of loan renegotiation, including the capitalisation of arrears, payment holidays, temporary transfer to interest-
only terms and extensions of the due date of payment. Where the renegotiated payments of interest and principal will not
recover the original carrylng value of the asset, the asset continues to be reported as past due and Is considered impaired.
Where the renegotiated payments of Interest and principal will recover the original carrying value of the asset, the loan is no
longer reported as past due or impaired provided that payments are made in accordance with the revised terms and are
expected to continue to be paid in accordance with the revised terms.

Renegotlation may lead to the loan and associated provision being derecognised and a new loan being recognised Initially at
falr value.

Write-offs
Loans together with the associated provisions are written off when there Is no realistic prospect of recovery. If a previously

written off loan Is subsequently recovered, any amounts previously ¢charged are credited to ‘Provisions for impairment of loans
and advances’ in the income statement,

Changes after recognition of impalrment

Loans are monitored continuously and are reviewed for impairment at each reporting period. If, in a subsequent period, the
amount of the estimated impalrment loss decreases and the decrease is due to an event occurring after the impairment was
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recognised, when the creditworthiness of the customer has Improved to such an extent that there is reasonable assurance
that all or part of the princlpal and interest according to the original contract terms of the loan will be collected on a timely
basis, the previously recognised impairment loss is reduced by adjusting the impairment provislon account.

Hedge accounting
The Company uses derivative financial instruments to hedge exposures to interest rate and foreign exchange risks. The

Company applies hedge accounting for transactions which meet the specified criteria.

At inception of the hedging relationship, the Company formally documents the relationship between the hedged item and the
hedging instrument, including the nature of the risk and the ohjective and strategy for undertaking the hedge. The method
that will be used to assess the effectiveness of the hedging relationship also forms part of the Company’s documentation.

At each hedge effectiveness assessment date, a hedge relationship must be expected to be highly effective on a prospective
basis and demonstrate that it was effective retrospectively for the designated period in order to qualify for hedge accounting.
A formal assessment is undertaken to ensure that the hedging relationship is highly effective in offsetting the changes in fair
value or the cash flows attributable to the hedged risk. A hedge is regarded as highly effective if the changes in fair value or
cash flows attributable to the hedged risk of the hedging Instrument and the hedged item during the period for which the
hedge is designated are expected to offset in a range of 80% to 125%.

Falr value hedges

In the case of fair value hedges that meet the criteria for hedge accounting, the change In the fair value of a hedging
instrument is recognised in the income statement in *Net gains on financial instrument transactions’. The change in the fair
value of the hedged item attributable to the risk hedged Is recorded as part of the carrying value of the hedged item and Is
also recognised in the income statement in ‘Net gains on finandal Instrument transactions’.

If the hedging instrument expires or Is sold, terminated or exercised, or where the hedge no longer meets the criteria for
hedge accounting, the hedging relationship is terminated.

For hedged items recorded at amortised cost, the difference between the carrying value of the hedged item on termination
and the face value is amortised over the remaining term of the original hedge. If the hedged item is derecognised, the
unamortised fair value adjustment is recognised immediately in the Income statement.

Cash flow hedges

In the case of cash flow hedges that meet the criteria for hedge accounting, the effective portion of the gain or loss on the
hedging instrument Is recognised directly in equity in the *Cash flow hedge reserve’. The Ineffective portion of the gain or loss
on the hedging instrument Is recognised in ‘Net gains on finandal instrument transactions’ In the income statement.

When the hedged cash flows affect the income statement, the gain or loss previously recognised in the 'Cash flow hedge
reserve’ is transferred to the income statement. When a hedging instrument expires, or is sold, terminated or exercised, or
when 2 hedge no longer meets the criteria for hedge accounting, any cumulative gain or loss that has been recognlsed in
other comprehensive income at that time remains in other comprehensive income and is recognised when the hedged
forecast transaction is ultimately recognised in the income statement.

Offsetting financial instruments
Financlal assets and flnancial liabilities are offset and the net amount reported in the balance sheet if there is a currently

enforceable legal right to offset the recognised amounts and there is an intention to settle on a net basis, or to realise the
asset and settle the liability simultaneously.

Cash and cash equivalents

Cash and cash equivalents for the purposes of the statement of cash flows consist of cash, non-obligatory balances with
central banks, placements with banks and other securities that are readily convertible into known amounts of cash or are
repayable within three months of the date of their acquisition. Placements by related entities which are repayable on demand
and form an integral part of the Company's cash management are also Included as a component of cash and cash equivalents
for the purposes of the Statement of cash flows.

Property and equipment

Property is originally measured at cost and subsequently measured at fair value less accumulated depreciation. Valuations are
carred out on a three year cycle by independent qualified valuers on the basis of current market values. Management
reassesses the carrying amount to ensure that it does not differ materially from the fair value at the end of each Intervening
reporting period. Revaluation increments are credited to the asset revaluation reserve, unless these reverse deficits on
revaluations charged to the income statement in prior years. To the extent that they reverse previous revaluation gains,
revaluation losses are charged against the asset revaluation reserve. This policy is applied to assets individually. Revaluation
increases and decreases are not offset, even within a class of assets, unless they relate to the same asset.

Computer hardware and furniture and equipment are carried at cost, less accumulated depreciation and impairment losses.
Historical cost Includes expenditure that is directly attributable to acquisition.

Property and equipment carrying amounts are reviewed for impairment whenever events or changes in clrcumstances indicate
that the carrying amount may not be recoverable. An asset's carrying amount is written down immediately to its recoverable
amount if the asset's carrying amount Is greater than Its estimated recoverable amount. The recoverable amount is the higher
of (i) the asset's fair value less costs to sell and (il) the asset's value in use.

Depreciation of buildings and equipment is calculated on a straight line basls over the estimated usefu! life, as follows:
buildings 30 years, computer equipment 5 years, fumniture and fixtures 10 years.
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Asset residual values and useful lives are reviewed, and adjusted if appropriate, at each reporting date. Gains or losses on the
disposal of property and equipment, which are determined as the difference between the net sale proceeds and the carrying
amount at the time of sale, are included in the income statement. Any realised amounts In the asset revaluation reserve are
transferred directly to retalned eamings.

Intangible assets

An intangible asset is recognised only when its cost can be measured reliably and It Is probable that the expected future
economic benefits that are attributable to it will flow to the Bank. Intangible assets acquired separately are measured on
initial recognition at cost. The cost of intangible assets acquired in a business combination is their fair value as at the date of
acquisition. Following initial recognition, Intangible assets are carried at cost less any accumulated amortisation and any
accumulated impairment losses.

The useful lives of intangible assets are assessed to be either finite or indefinite. Intangible assets with finite lives are
amortised over the useful economic life. The amortisation period and the amortisation method for an Intangible asset with a
finite useful life are reviewed at least at each financial year-end. Changes in the expected useful life, or the expected pattern
of consumption of future economic benefits embodied In the asset, are accounted for by changing the amortisation period or
methodology, as appropriate, which are then treated as changes in accounting estimates.

Intangible assets are reviewed for impairment when events relating to changes to circumstances indicate that the carrying

value may not be recoverable. If the carrying amount exceeds the recoverable amount then the Intangible assets are written
down to thelr recoverable amount.

Amortisation is calculated using the straight-line method to write down the cost of intangible assets to thelr residuai values
over their estimated useful lives, as follows:

» Computer software - 3 years
» Core application software - 10 years
» Core deposits systems — 5 years

4 Significant accounting judgments, estimates and assumptions

The preparation of the financlal statements requires the Company’s management to make judgments, estimates and
assumptions that can have a material impact on the amounts recognised In the financial statements. The accounting policies
that are critical to the Company'’s results and financial poslition in terms of the materiality of the items to which the policy is
applied, and which involve a high degree of judgment induding the use of estimates and assumptions are set out below.

Critical judgments and estimates

The preparation of financlal Information requires management to make judgments, estimates and assumptions that affect the
application of accounting policies and the reported amount of assets, liabllities, Income and expenses. Actual results may
differ from these estimates.

Estimates and management assumptions are reviewed on a regular basis and when new information becomes available.

Revisions to accounting estimates are recognised in the period in which the estimate is revised and in subsequent accounting
periods.

The judgments and assumptions that are considered to be the most important in the portrayal of the Company’s financial
affairs are those related to the conduct risk and legal provision induded in these accounts.

Provision for conduct risk, customer remediation and litigation

The Company operates in a regulatory and legal environment that, by nature, has a heightened element of litigation risk
inherent to its operations. As a result, it Is involved in varlous litigation, arbltration, conduct and regulatory investigations and
proceedings, arising In the ordinary course of the Company’s business.

When the Company can reliably measure the outflow of economic benefits in relation to a specific case and considers such
outflows to be probable, the Bank records a provision against the case. Where the probability of outflow Is considered to be
remote, or probable, but a reliable estimate cannot be made, a contingent liability Is disclosed. However, when the Company
Is of the opinion that disclosing these estimates on a case-by-case basis would prejudice their outcome, then the Company
does not include detailed, case-specific disclosures in its financlal statements.

Glven the subjectivity and uncertainty of determining the probability and amount of losses, the Company takes into account a
number of factors including legal advice, the stage of the matter and historical evidence from similar Incidents. Significant
judgment Is required to conclude on these estimates.

The Company has established a provision for redress payable in respect of historic conduct issues. The provision is
management’s best estimate of the anticipated costs of redress and related administration expenses. The determination of
appropriate assumptions to underpin the provision requires significant judgement by management. Details of the provision for
customer redress are presented in Note 22 to the financial statements.

Provision for impalrment of loans and advances to customers

The Company reviews its loans and advances to customers to assess whether a provision for impairment should be recorded
in the income statement. In particular, management Is required to estimate the amount and timing of future cash flows in
order to determine the amount of provision required.

The amount of provision Is affected by the value of collateral held which mainly comprises land and bulldings. Any decreases
in the fair value of this coliateral will translate to increases In the required provisions for impairment of loans and advances.
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For example, a 5% decrease in the value of collateral for impaired advances would lead to an increase in the provision for
impairment by £198,000.

In addition to provisions for impairment on an individual basis, the Company also makes collective impairment provisions. The
Company bases its calculation of collective provisions on loss rates arising from historical experience. This methodology s
subject to estimation uncertainty, partly because it is not practicable to identify losses on an individual idan basis because of
the large number of loans in the portfolio. In addition, the use of historical information is supplemented with significant
management judgment to assess whether current economic and credit conditions are such that the actual level of incurred
losses is likely to be greater or less than that suggested by historical experience.

In a stable economic environment, historical experience provides an objective and relevant basis of information which can be
used to assess inherent loss within each portfolio. In certain circumstances, historical loss experience provides less reievant
information about the incurred loss in @ given portfolio at the balance sheet date, for example, where there have been
changes in economic, regulatory or behavioural conditions such that the most recent trends in the portfolio risk factors are
not an accurate indicator of likely future trends.

In these circumstances, such risk factors are taken into account when caliculating the appropriate levels of Impairment
allowances, by adjusting the provision for impairment derived solely from historical loss experience. The assumptions
underlying this judgment are highly subjective. The methodology and the assumptions used in calculating impairment losses

are reviewed regularly.

The effective interest rate method

The Company’s interest income is recorded using the eftective interest rate (EIR) methoa for all financiai instruments
measured at amortised cost, fair value to profit and loss and fair value through other comprehensive income.

The EIR is the rate that exactly discounts estimate future cash receipts through the expected life of the financial instrument
or, when appropriate, a shorter period, to the net carrylng amount of the financial asset.

The Company recognises interest income at a rate of return that represents the best estimate of a constant rate of return
over the expected behavioural life of loans and deposits and recognises the effect of potentially different interest rates
charged at various stages and other characteristics of the product life cycle (including prepayments and penalty interest and
charges). This estimation, by nature, requires an element of judgment regarding the expected behaviour and life-cycle of the
instruments, as well as expected changes to the Company’s and the Central Bank base rate and other fee income/expense
that are integral parts of the instrument.

Provisions and other contingent liabilities

The Company operates In a regulatory and legal environment that, by nature, has a heightened element of litigation risk
inherent to its operations. As a resuit, it is involved in various litigation, arbitration, conduct and regulatory investigations and
proceedings in the UK, arising in the ordinary course of the Company’s business.

When the Company can reliably measure the outflow of economic benefits In relation to a specific case and considers such
outflows to be probable, the Bank records a provislon against the case. Where the probability of outflow is considered to be
remote, or probable, but a rellable estimate cannot be made, a contingent liability is disclosed. However, when the Company
is of the opinion that disclosing these estimates on a case-by-case basis would prejudice their outcome, then the Company
does not include detalled, case-specific disclosures in its financial statements.

Given the subjectivity and uncertainty of determining the probability and amount of losses, the Bank takes into account a
number of factors including legal advice, the stage of the matter and historical evidence from similar incidents. Significant

judgment Is required to conciude on these estimates.

Taxation

The Company operates in the United Kingdom and is therefore subject to United Kingdom corporation tax. Estimates are
required in determining the provision for taxes at the balance sheet date. The Company recognises tax liabilities for
transactions whose tax treatment js uncertain, Where the finai tax is different from the amounts initially recognised in the
income statement, such differences will impact the income tax expense, the tax llabllities and deferred tax assets or liabllities
of the period in which the final tax is agreed with the relevant tax authorities. In relation to current year tax there are no
assumptions or estimates that significantly affect the tax provision.

Deferred tax assets are recognised by the Company In respect of tax losses to the extent that it is probable that future
taxable profits will be available against which the losses can be utilised. Judgment is required to determine the amount of
deferred tax assets that can be recognised, based upon the likely timing and level of future taxable profits, together with
future tax-planning stretegles. These variables have been established on the basis of significant management judgment and

are subject to uncertainty.

Revaluation of land and buildings classified as property

The Company carries its land and buildings classified as property at fair value, with changes in fair value being recognized in
the statement of other comprehensive income.
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2017 2016

5 Interest income £000 £000
Loans and advances to customers 51,678 41,853
Placements with banks and central banks 558 873
Placements with related entities 479 693

52,715 43,419

Interest income from loans and advances to customers Includes Interest from impaired loans and advances amounting to
£96,000 (2016: £514,000) and fee income forming an Integral part of the corresponding financial instruments through an
adjustment to the instruments effective interest rate ("EIR™). This amounted to £3,615,000 (2016: £2,334,000).

6 Interest expense

Customer deposits ' 13,607 13,353
Amounts due to related entities 703 574
Subordinated loan (note 24) 949 2,264
15,259 16,191
Derivative financial instruments 59 149
15,318 ' 16,340

7 Fee and commission Income

Other panking fggs and oomml;sions_ ‘ 2,360 2,556
/ 2,360 2,556

8 Foreign exchange gains

Foreign exchange gains arise from the re-translation of monetary assets In forelgn currency at the balance sheet date,
realised exchange gains from transactions in forelgn currency which have been settled during the period, and the revaluation
of foreign exchange derivatives.

9 Net (loss) / gains on financial Instrument transactions

Net (loss)/gains arising from fair value hedges (see note 16) (38) 68

10 Staff costs

Salaries 15,359 11,006

Soclal security costs 1,596 1,035

Retirement benefit costs - defined contribution scheme 1,734 1,219
18,689 13,260

The number of staff employed (including two executive directors) by the Company as at 31 December 2017 was 248
(December 2016: 225).
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2017 2016

11 Depreciation and amortisation £000 £000
Depreciation 9440 969
Amortisation of intangible assets 569 457

1,509 1,426

12 Other operating expenses

Information technology 3,032 2,340
Professional fees 979 977
Money transmission 985 879
Communication 349 343
Advertising 216 216
Premises 1,220 729
Financial Services Compensation Scheme levy and registration fees 215 264
Printing and stationery 250 205
Other operating expenses - refer to analysis below 7,158 3,512.

14,404 . 9,465

Professional fees include fees payable to the Company’s auditor of £539,900 (2016: £319,800) which are analysed below
(amounts including VAT) :

Audlt of the Company’s financial statements 297 253
Audit of the subsidiary’s financial statements 8 9
Other assurance related services 119 -
Non-audit related services 116 30
- 540 ”.“—2-9*2—
Other operating expenses are further analysed below:
Subscriptions and publications 163 155
Directors fees 271 186
Recruitment 503 371
Training 241 200
Travel and entertaining 324 161
Strategy initiatives 4,111 1,994
Other insurances 258 113
Miscellaneous 374 217
Other operating expenses 913 115
7,158 3,512
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13 Provisions for impairment of loans and advances s e

The movement of provisions for impairment of loans and advances to customers is as follows: -

2017 2016

£000 £000  £000 £000
Individual Collective

impairment Impairment Yotal Total
1 January 2,216 2,160 4,376 6,209
Applied in writing off impaired loans and advances (73) - (73) (935)
Credit for the period X (539) 291 (248) (898)
31 December 1,604 2,451 4,055 4,376

During the year, an amount of £249,000 was collected in respect of impaired loans and advances previously written off and
derecognised. This amount is included In “Provision for impairment of loans and advances, credit” in the Statement of
Comprehensive Income.

14 Taxation : 2017 2016
£000 £000
UK corporation tax
Charge for the year 1,011 . 1,105
1,011 1,105
Deferred tax
Charge / (credit) for the year 44 (197)
Tax charge for the year 1,055 ' 908

A reconciliation of the tax charge In the income statement for the year and the accounting profit multiplled by the standard
rate of corporation tax in the United Kingdom of 19.25% (December 2016: 20%) Is presented below:

Profit/(ioss) before tax 1,916 (8,112)
Tax calculated at 19.25% (December 2016: 20%) T i . 369 (1,623) .
Tax effect of:
Expenses not deductible for tax purposes 686 2,519
Tax rate change - ) 12
Tax charge for the year ' 1,055 { 908V »

The net deferred tax liability arises from:

Difference between capital allowances and depreciation 228 179
Property revaluation (1,125) (1,125)
Other provisions 37 130
Net deferred tax liability : (860) (816)

The movement In the net deferred tax llabllity is set out below:

1 January (816) (212)
Revaluation of properties Co- (801)
Deferred tax recognised in the income statement (44) _197
31 December T T (860) (816)
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The analysis of the net deferred tax charge recognised in the income statement is set out below:

Difference between capital allowances and depreciation 51 70
Other temporary dIfferences (95) 139
Change in tax rates - (12)
I : PR - -~ e e e -—'£44) N 19,7.

Deferred tax (charge) / credit for the year

Corporation tax rate reduces to 19% effective from 1 April 2017 enacted in November 2015 and 17% effective from 1 April
2020 enacted in September 2016. Accordingly, the deferred tax asset is calculated at 18.67% (31 Cecember 2016: 18.75%).

15 Cash, balances with central banks and placements with banks

2017 2016

£000 £000

Cash 486 330
Balances with the Bank of England 358,238 204,732
358,724 205,062

Placements with related entities 25,226 24,949
Placements with banks 32,625 67,948
416,575 297,959

Cash and cash equivalents

Placements with banks earn interest (or In some cases are charged interest) based on the inter-bank rate for the relevant
term and currency.

Balances with central banks include mandatory deposits of £1,061,000 (31 December 2016: £597,000) which are not
available for use in the Company’s day to day business. These comprise cash ratio deposits which are non-interest bearing
deposits placed with the Bank of England under the provisions of the Bank of England Act 1998.

Cash and cash equivalents for the purposes of the Statement of cash flows are presented below:

2017 2016

£000 £000
Cash 486 330
Balances with the Bank of England 358,238 204,732
Less: Mandatory deposits with the central bank (1,061) (597)
Placements with related entities 25,226 24,949
Less: Placements by related entities (26,605) (28,381)
Placements with banks 32,625 67,948
Cash and cash equivalents per the Statement of cash flows 388,909 268,981

16 Derivative financial instruments
The use of derivatives Is an integral part of the Company’s activities. Derivatives are used to manage the Company’s own
exposure to fluctuations In interest rates and exchange rates.

Forward exchange rate contracts are lrrevocable agreements to buy or sell a specified quantity of foreign currency on a
specified future date at an agreed rate.

Interest rate swaps are contractual agreements between two parties to exchange fixed rate and floating rate interest by
means of periodic payments based upon a notional principal amount and the Interest rates defined in the contract.

Interest rate caps and floors protect the holder from fiuctuations of interest rates above or below a specified interest rate for
a specified period of time.

The fair value of derivative financial instruments represents the cost of replacement of these contracts at the balance sheet
date. The credit exposure arising from these transactions is managed as part of the Company’s market risk management.
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The fair value of the derivatives can be either positive (an asset) or negative (a liability) as a result ot Huctuations in market
interest rates or foreign exchange rates in accordance with the terms of the relevant contract. The aggregate net fair value of
derivatives may fluctuate significantty over time.

The Company applies fair value hedge accounting using derivatives when the required criteria for hedge accounting are met.
The Company also uses derivatives to hedge the changes in interest rates or exchange rates which do not meet the criteria
for hedge accounting. As a result, these derivatives are accounted for as trading derivatives and the gains or losses arising
from revaluation are recognised in the income statement.

Changes in the fair value of derivatives designated as fair value hedges are recognised in the income statement. The

Company’s fair value hedge relationships are principally interest rate swaps used to hedge the Interest rate risk of fixed rate
loans to customers.

Gains or losses due to changes on fair value hedges for the year are as follows:

2017 2016
£000 £000
(Losses)/gains from change in fair value of trading derivatives (38) 72
Gains/(losses) from change In fair value of hedging instruments 173 (105)
(Losses)/gains from change In fair value of hedged items (173) 101
(38) 68

The table below shows the fair values of derivative financlal instruments recorded as assets or liabilities together with their
notional amounts. The notional amount, recorded gross, Is the amount of a derivative’s underlying asset and is the basis upon
which changes In the value of derivatives are measured. The notional amounts Indicate the volume of transactions outstanding
at the year end and are indicative of neither the market risk nor the credit risk.

2017 2016
Notional Fair value Notional Fair value

amount  pssets  Liabllitles amount  pscets Liabllities

£000 £000 £000 £000 £000 £000

Interest rate contracts 33,058 135 (13) 162,822 69 (106)

Foreign exchange contracts 32,033 B8 (92) 138 1 -

Total derivative contracts 65,091 143 (105) ' 162,960 70 (106)

17 Loans and advances to customers
2017 2016

Loans Overdrafts Total Loans Overdrafts Total

£000 £000 £000 £000 £000 £000

Gross loans and advances 1,390,457 20,798 1,411,255 1,074,513 13,785 1,088,298
:’r'\%"‘asé‘\’,:flgg; impairment of loans (3,858) (187)  (4,055) (4,192) (184)  (4,376)
' 1,386,599 20,601 1,407,200 1,070,321 13,601 1,083,922

The credit quality of gross loans and advances to customers is as follows:

Neither past due nor impaired 1,353,510 20,024 1,373,534 1,051,663 13,220 1,064,883
Past due but not impaired 34,185 665 34,850 17,886 444 18,330
Impaired 2,762 109 2,871 4,964 121 5,085

1,390,457 20,798 1,411,255 1,074,513 13,785 1,088,298

The length of arrears of past due but not Impalred loans and advances to customersjs as follows:

Up to 30 days 20,470 637 21,107 10,677 141 10,818
31 to 90 days 6,471 4 6,475 276 35 311
91 to 180 days 2,819 4 2,823 2,746 6 2,752
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181 to 365 days 2,907 3 2,910 541 5 546
Over one year 1,518 17 1,535 3,646 257 3,903
34,185 665 34,850 17,886 444 18,330

Loans in arrears over 90 days are not considered impaired if there is sufficient collateral to give reasonable certainty that the
loan will be recovered in full. There is no repossessed collateral held at the reporting date.

At 31 December 2017 the Company has pre-positioned £142.9m of loans and advances to customers with the FLS, which are
avallable for use as collateral for the Company’s participation in the scheme (31 December 2016:£209.7m).

18 Other assets 2017 2016
£000 £000

Debtors 365 356
Receivable from the Parent Company towards redress payments (note 22) 31,460 -
Prepaid expenses 206 1,141
Receivables from payment service provider 1,687 1,625
Assets under construction 785 -
Other 344 289
35,547 3,411

Assets under construction include cost incurred in relation to new software. These assets are not complete and will be included
in Intangible assets and amortised once ready and in use. The Bank has assessed and concluded there is no indication of

impairment .

19 Intangible assets

2017 2016
£000 £000
Computer software
Cost at 1 January 5,668 5,011
Additlons 1,352 657
Cost at 31 December 7,020 5,668
Accumulated amortisation at 1 January (4,828) (4,371)
Amortisation charge for the year (569) (457)
Accumulated amortisation at 31 December (5,397) (4,828)
Net book value at 31 December 1,623 840
20 Property and equipment
2017 2016
Freehold Leasehold Computer Furniture & Total Total
property property equipment equipment
£000 £000 £000 £000 £000 £000
Cost or valuation at 1 January 15,028 551 3,381 7,816 26,776 20,538
Revaluation - - - -z - 5,858
Sdditions .- - 190 -78 268 380
Cost or valuation at 31 December 15,028 551 3,571 7,894 27,044‘ T 26,776
?;rf:;“r;"ated depreciation at 1 (792) (51)  (2,842) (6,646) (10,331) (9,362)
Depreciation charge for the year (235) (5) (196) {504) {940) (969)
Accumulated depreciation at 32 (1,027) (56)  (3,038) (7,150) (11,271) (10,331)
Net book value at 31 December 14,001 495 —--'“5"33 N 744 1~5,773 ) 1—67;4—5—
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Property Includes land amounting to £6,513,000, of which £6',44’57b7,70766_;elétes to freehold property and £63,000 relates to
leasehold property. No depreclation Is charged for land.

In the prior year, based on thelr assessment management had concluded that the fair value of property differed materially
from its carried amount, and proceeded with a further revaluation of the entire class of properties by independent qualified
valuers, per the requirements of JAS 16. The gain on revaluation had been accounted for as per the provisions of IAS 16, as
outlined in the accounting policy disclosed in Note 3. This had resulted in an increase in the value of the Company’s property of
£5,858,000.

21 Customer deposits

2017 2016
£000 £000
Customer deposits by category

Demand 678,298 335,608
Notice 119,788 118,427
Term 858,889 803,368
1,656,975 1,257,403

Customer deposits by geographlcal area
United Kingdom 1,291,083 877,005
Cyprus ’ 279,756 290,121
Greece 64,525 64,866
Other countries 21,611 25,411
1,656,975 1,257,403

22 Provision for customer redress

A provision is recognised when there is a present obligation as a result ot a past event, it Is probable that the obligation will
result in an outflow of resources (payment), and it can be reliably estimated.

The most significant of the provisions recognised as at 31 December 2017 Is the conduct and lega! risk provision for customer
redress relating to historic conduct issues (2008 to 2012). This provision Is underwritten by the Parent Company.

In October 2016, after a review of an issue which had been a source of complaints and litigation against the Company, and
following a clartfication of the lega!l situation in an Appeal Court Decision in June 2016 (Alexander vs West Bromwich), the
Company- concluded that the manner in which it re-priced a group of loans breached an FCA conduct principle and the matter
was notified to the FCA. .

Remedlation principles were agreed and in 2016 the Company made an Initial assessment of the level of provision that was
considered appropriate to meet current and future expectations in relation to the customer remediation exercise. As a resutt,
a provision for £14.9m was established for the year ended 31 December 2016.

Management have exercised judgement around the key assumptions that underpin the estimates. Key assumptions include
customers’ opt In rate, upho!d rate, consuiting and operational costs, Financial Ombudsman Service referrals, and expected
level of consequential loss. The most significant of these assumptions is the combined response rate and opt-in rate. The
sensitivity of the provision to this combined assumption Is shown in the table below.

Sensitivity analysis based on customer opt-in rates

A
!
Customer Opt-in o
Rate* Total Provision
£000
65% 44,965
70% 46,678
75% 48,250
81% 50,370
100% 56,415

*Opt-in rate is calculated across all the population affected by the remediation
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In the course of 2017 the Company has reassessed the level of provision that was considered appropriate and concluded that
a further charge of £35.46m is required incorporating the new estimate based on new information that became available.
£4m of this charge has been booked in the Company with the remaining £31.46m booked In the Parent Company with the
correspondent booking as a receivable in the intercompany accounts of the Company (see note 31). Any potential increase in
the provision would have no impact on the Company as a consequence of the Deed of Support agreed with the Parent

Company.

The receivable noted above has been included as a separate asset on the balance sheet (see note 18), and it has not been
offset against the conduct provision which is presented gross as a liability on the face of the statement of financial
performance,

The total redress cost to be borne by the Company was estimated at £50.37m as at the reporting date of 31 December 2017.

This provision constitutes one of the Company’s critical accounting estimates as disclosed in note 4 to the financial
statements.

2017 2016
Provision for customer redress £000 £000
At 1 January 14,910 623

Arising during the year:
Charged in the Company's statement of comprehensive income 4,000 14,910
Provided for by the Parent Company under the Deed of Support (note 18B) 31,460 -
Payments made during the year (8,854) (623)
At 31 December 41,516 14,910

23 Other llabilities

Trade creditors 5,777 3,149
Financial Services Compensation Scheme levy (note 27) 268 269
Interest rate swaps (held for trading) 7 106
Items in the course of settlement 1,359 980
Deferred tax liabllity (note 14) 860 816
Tax payable (note 14) 593 316
Other o 903 729
9,767 6,365

24 Subordinated loan
Unsecured subordinated loan 29,537 30,061

With the prior consent of the Prudential Regulation Authority, the subordinated loan due to parent was converted into share
capital during May 2017 generating 30,000,000 new ordinary shares of £1 each,

In December 2017, the Bank issued a £30 million unsecured and subordinated Tier 2 capital loan (the loan), priced at par.
Interest is payable semi-annually on the loan at a coupon of 8.00% per annum up to 21 December 2022 and then at the 5-
year swap rate plus a margin of 6.99% per annum up to the loan maturity on 21 December 2027. Subject to meeting
contractual notice conditions, the Bank has the option to redeem the loan on 21 December 2022. The loan is unlisted.

Changes in liabilities arising from financing activities

Changes in liabilities arising
from financing activities

31

1 January Cash Conversion December

2017 flows to equity Other 2017

£000 £000 £000 £000 £000

Unsecured subordinated loan 30,061 29,464 (30,000) 12 29,537
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25 Share capital

31 December 2017 31 December 2016
Number of shares £000  Number of shares  £000
Issued and fully paid:
Ordinary shares of £1 each 111,000,000 111,000 65,000,000 65,000

In May 2017, the Bank Issued 16,000,000 ordinary shares at their par value of £1 each to its parent company, with a total
value of £16,000,000. The subordinated loan capital due to the Parent was also converted into share capital in May 2017,
resulting In additional capital of £30,000,000. Refer to note 24 for further Information.

26 Contingent liabilities and commitments

26.1 Guaranteed and commitments
As part of the services provided to Its customers, the Company enters Into various revocable commitments and contingent
liabilities. These consist of financial guarantees and undrawn commitments to lend.

Guarantees include those given on behalf of a customer to stand behind the current obligations of the customer and to carry
out those obligations should the customer fall to do so.

Where guarantees are issued on behalf of customers, the Company usually holds collateral against the exposure and has a
right of recourse to the customer.

In relation to acceptances and guarantees, the table below shows the Company’s maximum exposure should contracts be
fully drawn upon and customers default without taking acoount of any possible recoveries from customers for payments made
in respect of such guarantees under recourse provisions or from collateral held:

2017 2016

£000 £000

Acceptances, guarantees and cashing facilities ’ 1,020 1,195
Commitments to advance 99,944 12,823
100,964 14,018

Contingent obligations and commltments are managed in accordance with the Company’s credit risk management policies.
Even though these obligations may not be recognised on the balance sheet, they do contain credit risk and are therefore part
of the overall risk of the Company.

26.2 Conduct risk related matters

There continues to be significant uncertainty and thus judgement required in determining the quantum of conduct risk related
liabilities with note 22 reflecting the Company’s current position in relation to redress provisions In respect of the re-pricing
breach. The final amount required to settle the Company’s potential liability for tl-us, including any consequential and / or
reputational loss Is materially uncertain.

Contingent llabllities include those matters where redress is likely to be paid and costs incurred but the amounts cannot
currently be estimated. The Company will continue to reassess the adequacy of the provision in this respect and the
assumptions undertying the calculation at each reporting date based upon experience and other relevant factors at that time.

Any contingent liabilities in excess of the amount already provided in the financial statements will be met by the Parent
Company, subject to the terms of the Deed of Support and with prior approval from the ECB.

27 Financial Services Compensation Scheme levy

The FSCS has provided compensation to eligible depositors following the collapse of a number of deposit takers, such as
Bradford & Bingley plc. The compensation paid out was funded by £20 biliion of loans to the FSCS from the Bank of England
and HM Treasury. Under the FSCS Levy rules, all deposit takers, including Bank of Cyprus UK Ltd, will be required to pay a
proportion of any irrecoverable principal amounts on the loans. Deposit takers are also obligated to share the interest costs of
the loans and the management expenses of the FSCS. The proportion of the total levy charged to each bank is determined by
the individual bank’s market share of deposits protected through the FSCS.

During 2015, the FSCS levy was also charged to institutions for the third of three annual levies to cover capital repayments to
the UK Government. The principal of these borrowings, which remains after the three annual levies have been paid, is
expected to be repaid from the realisation of the assets of the defaulted Institutions.

The Bank accrued £267,500 as at 31 December 2017 (2016: £269,000) in respect of its estimated share of the management

expenses and interest costs for 2017/18. The accrual is based on the Bank’s estimated share of total market protected
deposits at 31 December 2016.
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The ultimate cost of the FSCS Levy to the industry as a result of the 2008 collapses is dependent upon various uncertain
factors, including: the vaiue of potential recoveries of assets by the FSCS; changes in the interest rate on the loans; the level
of protected deposits and the population of FSCS members at the time.

28 Risk management

Through its normal operations the Company Is exposed to a- number of risks, the most significant of which are liquidity risk,
credit risk, operational risk and market risk. To manage these risks the Company has established clear risk policles, including
limits, reporting lines and contro! procedures. Adherence to these policies and procedures is independently monitored by the
Company's credit risk, market risk, operational risk, compliance and internal audit functions. The Company's risk
management processes and internal controls are subject to regular review by the appropriate executive committees, including
the Credit and Advances, Conduct and Risk and Asset & Liability Committees and the board Audit and Risk Committees.

Fair value of financial assets and liabilities

The following tables analyse the Company's financial assets and liabilities in accordance with the categories of financial
instruments in IAS 39. For the purposes of this note, carrying value refers to amounts reflected in the balance sheet.

31 December 2017 31 Dec 2016
Notes Carrying value Fair value Carrying value  Fair value
£000 £000 £000 £000
Financial assets

Cash and balances with central banks (a) 358,724 358,724 205,062 205,062
Placements with banks (b) 32,625 32,625 67,948 67,948
Placements with related entities (b) 25,226 25,226 24,949 24,949
Derivative financial assets (e) 143 143 70 70
Loans and advances to customers {c) 1,407,200 1,415,956 1,083,922 1,094,749

Flnanclal llabilities
Amounts due to banks (b) - . - -
Amounts due to related entities (b) 26,605 26,605 28,381 28,381
Customer deposits (d) 1,656,975 1,656,812 1,257,403 1,256,456
Derivative financial liabllities (e) 105 105 106 106
Subordinated loan (9] 29,537 29,537 30,061 30,061

The fair value estimates are based on the following methodologies and assumptions:

(d) The carrying amounts of these financial assets largely due to the short term maturities of these instruments approximate
. fair value.

(b)’ The carrying value of placements with banks and amounts due to banks is considered to approximate fair value.
Placements with banks are repayable on demand or within twelve months. Amounts due to banks and related entities are
re-priced every three months at market rates. As a result, these carrying values approximate fair values.

(c) The carrying value of loans and advances to customers is net of allowance for impairment losses and unearned income.
The estimated fair value of the advances is calculated by discounting the cash flows using prevailing market interest rates
adjusted for risk premium of the Company.

(d) The carrying value of customer deposits is calculated by discounting the cash flows using prevailing market interest rates.
The estimated fair value of deposits with no stated maturity, which include non-interest-bearing deposits, is the amount
repayable on demand.

(e) The fair value of derivatives (Including foreign exchange contracts and interest rate swaps) designated as being carried at
falr value through profit or loss are based on quoted market prices and data or valuation techniques based on observable
market data as appropriate to the nature and type of the underlying instrument.

(H The subordinated loan is non-traded and the carrying value approximates fair value.
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The following table shows an analysis of derivative financlal instruments recorded at fair value by level of the fair value

hierarchy:

31 December 2017

Derivative financial assets
Derivative financial liabilities

31 December 2016

Derivative financial assets
Derivative financial liabilities

Level 1
£000

level 1

£000

Level 2
£000
143
(105)

Level 2
£000
70
(106)

Level 3
£000

Ltevel 3
£000

o

Total fair
value

£000
143
(105)

Total fair
value

£000
70
(106)

Level 1 inputs are those with quoted prices for similar instruments, level 2 inputs have directly observable market Inputs
other than level 1 inputs, and level 3 inputs are not based on observable market data.

Liquidity risk

Ligquidity risk is the risk of failure to reallse assets or raise funds to meet current and future commitments. Liquidity risk Is
managed each day by the Bank’s Treasury department under the supervision of the Asset & Liability Committee. To manage
liquidity risk the Company maintains a portfollo of high quality liquid and marketable assets sufficient to meet the liquidity
requirements of the PRA and the Company's internal policies. Actual and projected cash flows of the Company are monitored

on a continuing basis to ensure that the Company preserves a satisfactory liquidity position at all times.

Under CRD IV LCR became the Pillar I standard for liquidity in the UK on 1 October 2015, with a minimum standard of 80%,
thereafter a 10% increase on 1January 2017 and 2018, to reach 100% on 1 January 2018. The objective of the LCR is to ensure
that banks have sufficient high quality liquid assets (HQLA) that can be converted easily into cash to meet their liquidity needs
for a 30 calendar day liquidity stress scenarlo. Assets which are eligible for inclusion as HQLA Include, balances held at the
Central Bank and holdings of securities Issued by central banks.

The Company’s LCR as at 31 December 2017 was 691%, and is in excess of the current minimum requirement of 100% set by
the PRA. The Bank has continued to maintain a significant level of HQLA throughout the year.

In October 2016 the Company was admitted to the Bank of England’s Funding for Lending Scheme (FLS), which provides an

additional source of liquid assets.

Analysis of assets and liabilities by expected maturity

Carrying Upto3 3 months 1 year to Over

31 December 2017 value Demand months to 1 year 5 years 5 years
£000 £000 £000 £000 £000 . £000
Assets:
Cash and balances with central banks 358,724 357,663 - 1,061 - -
Placements with banks 32,625 32,625 - - - -
Placements with related entities 25,226 5 25,221 - - -
Investment in subsidiary 400 - - .- - 400
Loans and advances to customers 1,407,200 39,169 53,726 96,962 821,178 396,165
Property and equipment 15,773 - - - 533 15,240
Intangible assets 1,623 - - - 1,623 -
Other assets 35,547 1,688 - 33,859 - -
Total assets 1,877,118 431,150 78,947 131,882 823,334 411,805
Liabilities and equity:
Amounts due to banks - - - - - -
Amounts due to related entities 26,605 1,064 - 25,143 - 398
Customer deposits 1,656,975 678,297 261,945 551,893 164,840 -
Provision for customer redress 41,516 - - 41,516 - -
Other liabllities 9,767 - - 9,767 S -
Subordinated loan 29,537 72 - - - 29,465
Total liabilities 1,764,400 679,433 261,945 628,319 164,840 29,863
Total equity 112,718 s - - - 112,718
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Total liabilities and equity 1,877,118 679,433 261,845 628,319 164,840 142,581
Acceptances and guarantees 1,020 1,020 B - - =
31 December 2016 dle  Demsnd  montne  tolyesr  Syews  5yeers
£000 £000 £000 £000 £000 £000
Assets:
Cash and balances with central banks 205,062 204,465 - 597 - -
Placements with banks 67,948 67,948 . - - -
Placements with related entities 24,949 5 24,944 - - -
Investment in subsidiary 400 - - - - 400
Loans and advances to customers 1,083,922 21,229 59,518 88,496 588,184 326,495
Property and equipment 16,445 - - B . 16,445
Intangible assets 840 s - - 840
Other assets 3,411 1,625 = 1,786 . -
Total assets 1,402,977 295,272 84,462 90,879 588,184 344,180
Liabilities and equlty:
Amounts due to banks - - = - =
Amounts due to related entities 28,381 3,295 - 24,686 - 400
Customer deposits 1,257,403 335,608 257,032 404,422 260,341 -
Other liabilitles 21,275 - - 21,275 =
Subordinated loan 30,061 61 - - = 30,000
Total liabilities 1,337,120 338,964 257,032 450,383 260,341 30,400
Total equity 65,857 « - - 65,857
Total liabilities and equity 1,402,977 338,964 257,032 450,383 260,341 96,257
Acceptances and guarantees 1,195 1,185

The tables below have been drawn up based on the undiscounted contractual maturities of the financial liabilities including
interest that will accrue to those llabilitles except where the Company Is entitled and intends to repay the liability before its

maturity.

The following table details the Company’s remaining contractual maturity for its non-derlvative financial llabilities:

Non-derivative financial liabilities

Amounts due to related entities
Customer deposits
Subordinated loan

Amounts due to related entities
Customer deposits
Subordinated loan

2017
Demand Upto3 3 months 1 year to Over 5
months to 1 year 5 years years
£000 £000 £000 £000 £000
1,064 - 25,143 : 398
678,297 261,945 551,893 164,840 -
72 - - - 29465

2016
Demand Upto 3 3months 1yearto5 Over S
months to 1 year years years
£000 £000 £000 £000 £000
3,295 - 24,686 . 400
335,608 257,032 404,422 260,341 -
61 - ES = 30,000
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Credit risk

Credit risk arises principally from lending activities, but aiso trom other on-and oft balance sheet transactions where there is a
risk that the counterparty may not meet its obligations to the Company. Credit risk occurs malnly In customer advances. To
contral credit risk, the Company establishes lending policies and exposure limits by various categories including counterparty,
sector and country, which are reviewed on a continuing basis.

Credit policies are approved by the board of directors on recommendation from the executive 'Credit and Advances
Committee, which has management oversight of credit risk. The Company maintains a dedicated credit risk function with
responsibllity for managing credit risk and monitoring management of advances by the Company’s business units.

The Credit and Advances Committee meets monthly and reviews reports on credit concentration, portfollo performance and
provisions. The Credit and Advances Committee approves credit facilities within its authority or makes recommendations to
the Parent and the board of directors for approval.

An analysis of Impairments and watch list customer advances (advances which show symptoms of credit weakness) is shown
below:

2017 2016

Loans Overdrafts Total Loans Overdrafts Total
£000 £000 £000 £000 £000 £000
Individually Impaired 2,762 109 2,871 4,965 121 5,086
Allowance for Impairment (1,495) (109) (1,604) (2,103) (113) (2,216)
1,267 - 1,267 2,862 8 2,870

Non impaired recoveries and watch list
High risk 6,277 14 6,291 7,817 236 8,053
Medium risk 11,742 365 12,107 3,750 57 3,807
Substandard advances 18,019 379 18,398 11,567 293 11,860
Other advances 1,369,676 20,310 1,389,986 1,057,981 13,371 1,071,352
Allowance for collective impairment (2,363) (88) (2,451) (2,089) (71) (2,160)
Carrying amount 1,386,599 20,601 1,407,200 1,070,321 13,601 1,083,922

The following table shows the risk concentration by sector for customer advances:

2017 2016
£000 £000

Business sector
Property Investment ‘ © 1,125,669 849,821
Property development . ‘ 47,515 49,068
Hotels, catering and leisure : 95,919 100,705
Manufacturing . 5,757 6,063
Retall and wholesale : 12,428 12,082
Other business sectors 47,530 44,635
Personal sector 76,437 25,924
1,411,255 1,088,298
Allowance for impairment (4,055) (4,376)
Carrying amount 1,407,200 1,083,922

The amount of loans and advances subject to forbearance is analysed below. Forbearance means the active agreement by the
Company with the customer to vary the terms of a loan agreement, either temporarily or perrnanently, to assist a customer
to overcome financial stress and repay a loan.
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Neither past

31 December 2017 Total due nor :zﬁmd:: ,f:‘; Impaired
impaired
£000 £000 £000 £000
Islr;\porary conversions from repayment to interest 1,621 1,223 . 398
Term extenslons for capital repayment 694 111 583 -
Capitalisation of arrears - - -
Payment holidays 1,962 1,933 29 -
Amortisation profile change. 2,406 113 138 2,155
Refinance 2,351 1,631 216 504
Others 317 27 63 227
T 9,351 5,038 o m;,029 “3,284
31 December 2016 Total Neltlzjeurepggﬁ ,’;zft”g:g /lrjeug Impaired
Impaired
£000 £000 £000 £000
Iﬁ:;\porary conversions from repayment to inFerest 1,260 1,070 70 120
Term extensions for capital repayment 1,136 828 308 -
Capitalisation of arrears 511 511 3 -
Payment holidays 133 100 33 -
Amortisation profile change 2,090 . 410 1,680
Refinance 1,248 741 - 507
Others 8 - - 8
6,386 3,250 821 2,315

Loans and advances which have been subject to forbearance continue to be classified as being subject to forbearance until
the loan or advance is redeemed or upon completion of a minimum 24 months monitoring period subject to their ongoing

performance.

Maximum exposure to credit risk and collateral and other credit enhancements

The table below shows the maximum exposure to credit risk and the tangible and measurable collateral held. It also shows
the net exposure to credit risk, which Is the exposure after taking into account the impalrment loss and tengible and
measurable collateral held. Where guarantees are held the collateral shown beiow includes any collateral supporting the
guarantee. In normal circumstances the Company does not take possession of collateral it holds as security or call on other
credit enhancements that would result in recognition of an asset on its balance sheet. It is the Company’s policy to dispose of
the repossessed assets In an orderly fashion. For financial assets recognised on the balance sheet, the gross exposure to

credit risk is equal to the carrying amount.

31 December 2017 Maximum Fair value of collateral held by the Net
exposure Company exposure
Cash Property Net
collateral
£000 £000 £000 £000 £000
Assets:
Balances with central banks 358,724 - - - 358,724
Placements with banks 32,625 - - - 32,625
Placements with related entities 25,226 25,143 - 25,143 83
Loans and advances to customers 1,407,200 5,185 2,991,371 1,396,244 10,956
Other assets 35,547 31,460 - 31,460 4,087
On-balance sheet total 1,859,322 61,788 2,991,371 1,452,847 406,475
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Contingent liabilities:

Acceptances, guarantees and 1,020 21 4,597 1,020 -
cashing facilities
Commitments to advance 99,944 57 166,465 96,302 3,642
Off-balance sheet total 100,964 78 171,062 97,322 3,642
Total credit risk exposure 1,960,286 61,866 3,162,433 1,550,169 410,117
31 December 2016 Maximum Fair value of collateral held by the Company Net

exposure exposure

Cash Property Net
collateral
£000 £000 £000 £000 £000

Assets:
Balances with central banks, 205,062 - - = 205,062
Placements with banks 67,948 L - 67,948
Placements with related entities 24,949 24,686 - 24,686 263
Loans and advances to customers 1,083,922 7,408 2,499,325 1,076,800 7,122
Other assets 3,411 - - 3,411
On-balance sheet total 1,385,292 32,094 2,499,325 1,101,486 283,806
Contingent llabllitles:
Acceptances, guarantees and 1,195 26 4,861 1,195 -
cashing facilities
Commitments to advance 12,823 88 29,567 12,739 84
Off-balance sheet total 14,018 114 34,428 13,934 84
Total credit risk exposure 1,399,310 32,208 2,533,753 1,115,420 283,890
Operational risk

Operational risk Is the risk of loss or reputational damage arising from inadequate systems, errors, poor management,
Internal control breaches, fraud and external events. Procedures and controls are In place to manage these risks throughout
the Company and are supplemented by contingency planning to ensure business continuity, as well as the maintenance of
insurance cover where appropriate.

Market risk

Market risk is the risk that changes in the level of interest rates, exchange rates and other financial indicators will have an
adverse financial impact.

The Company is exposed to interest rate risk as a result of mismatches in its balance sheet between the dates on which
interest receivable on assets and interest payable on liabilities next reset to market rates or the dates on which the assets
and liabilities mature. The Company aims to manage this risk through controlling such mismatches within limits set by
reference to the maximum potential loss of eamings under given changes of interest rates. Interest rate risk arising from the
mismatch between the Company’s lending and deposit rates Is actively managed. The majority of the advances and deposlts
are priced off market rates and margins are closely monitored and evaluated. In managing these mismatches the Company
makes use of appropriate Interest rate derivative contracts Including Interest rate swaps. The exposure to interest rate
changes and sensitivity is regularly reported to and reviewed by the Asset & Liability Committee, which manages the overall
exposure within an agreed limit.

A summary of the Company's interest rate gap position based on the contractual re-pricing date of assets and liabilities is as
follows:

31 December 2017 Carrying Non-interest Upto3 3 months to lyearto5

value bearing months 1 year years

£000 £000 £000 £000 £000
Assets:
Cash and bank advances 391,349 566 389,722 1,061 -
Placements with related entitles 25,226 127 25,099 ~ -
Investment In subsidiary 400 400 = - -
Loans and advances to customers 1,407,200 - 1,273,389 45,037 88,774
Fixed assets 17,396 17,396 - K -
Other assets 35,547 - : 35,547 -
Total assets 1,877,118 18,489 1,688,210 81,645 88,774
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Liabilities:
Amounts due to banks

26,605

Amounts due to related entities 32 26,573 - -
Customer deposits 1,656,975 227,579 717,630 548,177 163,589
Provision for customer redress 41,516 - - 41,516 -
Other liabilities 9,767 - - 9,767 -
Subordinated loan 29,537 72 - - 29,465
Total liabilities 1,764,400 227,683 744,203 599,460 193,054 '
Derivatives - - - - -
Interest rate gap 112,718 (209,194) 944,007 (517,815) (104,280)
31 December 2016

Assets:

Cash and bank advances 273,010 355 272,058 597 -
Placements with related entities 24,949 124 24,825 - -
Investment in subsidiary 400 400 - - -
Loans and advances to customers 1,083,922 L= 1,071,100 - 12,822
Fixed assets 17,285 17,285 ‘ - -
Other assets 3,411 - - 3,411 . -
Total assets 1,402,977 18,164 1,367,983 4,008 12,822
Liabilities:

Amounts due to banks - - - . .
Amounts due to related entities 28,381 57 28,324 - B
Customer deposits 1,257,403 194,274 404,435 400,718 257,976
Other liabilities 21,275 - 21,275 =
Subordinated loan 30,061 61 30,000 - -
Total liabilities 1,337,120 194,392 462,759 421,993 257,976
Derivatives - - . - -
Interest rate gap 65,857 (176,228) 905,224 (417,985) (245,154)

The Company monitors its exposure to interest rate risk. The annualised impact of a potentlal 1% change, both increase and
decrease, In the interest rates against the Company’s interest bearing assets and liabilities is as follows:

2017 2016
£000 £000
Increase of 1% 12,143 8,280
Decrease of 1% ( 1,7§5) (1,902)

The Interest rate sensitivities set out above are illustrative only and are based on simplified scenarios. The figures represent
the effect on net interest income for a year arising from a parallel rise or fall in all market interest rates and do not take into
account the effect of any actions to mitigate the effect.

The Company is exposed to foreign currency risk as a result of mismatches between assets and liabilities in foreign currencies
arising from the Company's lending, deposit taking and currency dealing activities. The majority of currency dealings are
carried out for the purpose of fadlitating customer transactions. The Company's treasury department Is responsible for
managing currency risk within intra-day and overnight limits. The Company's currency net exposures remain low at the
balance sheet date. The potential impact on profit after tax and on equity of a change in currency exchange rates is negligible
at the reporting date.

Set-off
Financlal assets and financial fiabilities are offset and the net amount presented in the balance sheet when, and only when,

the Company currently has a legally enforceable right to set off the recognised amounts and it intends either to settle on a
net basis or to realise the asset and settle the liability simultaneously. The Company is party to 2 number of arrangements
that give it the right to offset financial assets and financial liabilities but where it does not intend to settle the amounts net or
simuitaneously and therefore the assets and liabilities concerned are presented gross.

The table below shows potential effect of the amounts that could be offset under the Company’s right of set-off but which are
shown gross in the financial statements.
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Financial assets
Placements with banks

Placements with related entities

Loans and advances to
customers

Financial liabilities
Amounts due to banks
Amounts due to related entltles
Customer deposits

Conduct risk

Conduct risk is defined as the risk that the Company’s behaviour, offerings or interactions with unfair outcomes for its

2017 2016
Gross amounts T e Gross amounts

presented in Offset Net presented in Offset Net
the balance amounts amounts the balance  amounts amounts

sheet sheet )
£000 £000 £000 £000 £000 £000
32,625 - 32,625 67,948 -~ 67,948
25,226 25,226 - 24,949 24,949 .
1,407,200 67,994 1,339,206 1,083,922 62,505 1,021,417
26,605 25,226 1,379 28,381 24,949 3,432
1,656,975 67,994 1,588,981 1,257,403 62,505 1,194,898

customers results in fines, compensation, redress costs and reputational damage.

The Company manages conduct risk in a way that is consistent with its overall risk appetite and with Its business strategy.
Conduct risk involves treating customers fairly, in line with regulatory requirements arising from FCA rules and guidance.

As at the end of 2017, the total redress cost to be borne by the Company since the historic conduct issue (2008 to 2012) was
identlfled in 2016 amounts to £50.37m. Details of the provision for customer redress are presented In note 22 to the financial

statements.

29 Investment In subsidiary

Bank of Cyprus Financial Services Limited (BOCFS), whose principal place of business is England and Wales and whose registered
office is 27-31 Charlotte Street, London, W1T 1RP, is a wholly owned subsidiary of the Company. BOCFS was an appolnted
representative of Legal & Genera! Partnership Services Limited. Until 30% September 2017 BOCFS sold insurance and protection
products of Legal & General. The investment In subsidlary Is acoounted for at cost.

30 Capital management

The Company is supervised by the PRA, as a UK authorised bank, and is required to satisfy the liquidity and capital
requirements of the PRA on a standalone basls. It is required to demonstrate to the PRA that it can withstand liquidity and
capital stresses without parental support. The company has complied in full with all its externally imposed capita)
requirements over the period reported.

The Company carries out a full annual review of the adequacy of its capital to support its current and future activities,

including during periods of stress, using the standardised approach for credit risk. The review is documented in the Internal
Capital Adequacy Assessment Process document, which Is approved by the board of directors and submitted to the PRA. The

PRA reviews the Internal Capital Adequacy Assessment Process document and Issues Individual Capital Guldance (ICG)

setting out the minimum capital requirements for the Company.

The Company manages Its capltal so as to ensure that It wlil have adequate capital resources to support its plans and to meet
the regulatory requirements as set out In the ICG, including during periods of stress. For this purpose it maintains its own
buffer in excess of the regulatory requirements. The preparation of annual plans, budgets and forecasts includes a projection
of the capital position and capital requirements to ensure that capltal resources will continue to be adequate.

The Parent, Bank of Cyprus Public Company Umited, Is supervised by the European Central Bank (ECB) on a consolidated

basis.

31 Related party transactions

The Company is wholly owned by Bank of Cyprus Public Company Limited, the Parent In which the financial statements of the
Company are consolidated. The Parent is incorporated in Cyprus and its consalidated financial statements may be obtained

from www.bankofcyprus.com. The ultimate Parent company, Bank of Cyprus Holdings Public Limited Company Is Incorporated
in Ireland and listed on the London Stock Exchange.

The Company has one wholly-owned subsidlary company, BOCFS, a previously appointed representative of Legal & General
Partnership Services Limited until 30% September 2017. BOCFS sold life assurance and other protection products of Legal &

General.
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During 2017, the following transactions entered into with the Parent by the Company remained in force:

.+ A deposit agreement dated 4 July 2012 under which either party may deposit an amount with the other party up to a
maximum of £45m. The total deposits of each party are to equal the total deposits of the other party within a tolerance
of 2%. The deposits of the Parent with the Company are subject to a withdrawal notice of 100 days. At 31 December
2017 the Company's deposits with the Parent totalled £25,093,000 (31 December 2016: £24,820,300) and there was
accrued interest on them of £127,000 (31 December 2016: £124,000). The Parent’s deposits with the Company at the
same date totailed £25,111,000 (31 December 2016: £24,629,000) and there was accrued interest of £32,000 (31
December 2016: £56,000). Under the deposit agreement there Is & right of set-off for each party in case of default or
insolvency by the other party.

= Nostro accounts held by the Company with the Parent with a total credit balance of £5,000 at 31 December 2017 (£5,000
at 31 December 2016).

- Vostro accounts held by the Parent with the Company with a totai credit balance of £1,029,000 at-31 December 2017
(£2,883,000 at 31 December 2016).

On 22 January 2015 the company entered into a service level agreement with the Parent under which the Company manages
a portfolio of loans totalling £1.4m as at 31 December 2017 on the Parents behalf. During the year fees of £31,000 were
charged to the Parent and £167,000 of the company’s own costs were recharged to the Parent.

During 2017, the Company levied a management charge of £65,000 (2016: £107,000) on its subsidiary, BOCFS, for the
provision of staff and other support services. At 31 December 2017 there was an interest free liability of £400,000 with
BOCFS (2016: £400,000).

During 2017, the following transactions entered into with fellow subslidiaries of the Parent remained in force:

»  Credit balances on vostro accounts held by Bank of Cyprus Channel Islands Limited (in liquidation), a wholly-owned
subsidiary of the Parent, with a total balance of £34,000 at 31 December 2017 (2016: £412,000).

In the course of 2017 the Company has booked £31.5m receivable from the Parent company relating to extra provision
required in relation of the customer redress Issue. See note 22 for further details in respect of this provision.

Placements with and by related entities were as follows:

2017 2016
£000 £000
Placements with related entities
Balance under deposit agreement of 4 July 2012 Including accrued interest 25,221 24,944
Credit balances on nostro accounts ] ] 5 - 5
' - 25,226 24,949
Placements by related entities
Balance under deposit agreement of 4 July 2012 including accrued interest 25,143 24,686
Credit balances on vostro accounts held by Parent 1,029 2,883
Credit balance on vostro account held by Bank of Cyprus Channel Islands Limited (in
liquidation) 33 412
Balance owed to BOCFS 400 400
26,605 28,381

The Company made contributions to an employee savings plan during the year ended 31 December 2017 totalling £359,649
(2016: £290,403). The contributions are held as a deposit in the Company.

The total compensation of key management personnel paid by or on behalf of the Company was as set out below. Key
management personnel are defined as persons who are or have been members of the board or the Executive Committee of the

Company during 2017.

2017 2016
£000 £000
Directors’ emolumeni.:s 1,085 748
Compensation of key management personnel 1,150 605

The total remuneration of the highest paid director was £326,250 (2016: £283,333). The amount of pension contributions paid
by the Company to the pension scheme on behalf of the highest paid director was £64,459 (2016: £24,468).
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Directors, key management personnel and their connected persons as of 31 December 2017 have the following balances with
the Company in the normal course of business.

Number of key
management Amounts
personnel £000
Secured loans, unsecured loans and overdrafts

1 January 2017 1 1
Net movements in the year (1) (1)
31 December 2017 ) - -

Deposit accounts and current account credit balances
1 January 2017 : 3 597
Net movements in the year . (1) (240)
31 December 2017 2 357

32 Adoption of IFRS 9 ‘Financial Instruments’

32.1 Changes In accounting policles and disclosures
The Company will adopt IFRS 9 and IFRS 7R with effect from 1% January 2018. The company will apply these standards in the
financial statements for the year ended 31 December 2018. The impact of the adoption of these standards Is set out below:

i) IFRS 9 Financial instruments '

IFRS 9 replaces 1AS 39 for annual periods on or after 1 January 2018. The Company elected, as a policy choice permitted under
IFRS 9, to continue to apply hedge accounting in accordance with TIAS 39.

The Bank wiil not restate comparative information for 2017 in the 2018 finandal statements, for financial instruments in the
scope of IFRS 9. Therefore, the comparative information for 2017 will be reported under 1AS 39 and will not be comparable to
the information presented for 2018. Differences arlsing from the adoption of IFRS 9 will be recognised directly In retalned
earnings as of 1 January 2018.

ii) Changes to classification and measurement

From a classification and measurement perspective, IFRS 9 requires all financlal assets, except equity Instruments and
dervatives, to be assessed based on a combination of the entity’s business model for managing the assets and the
instruments’ contractual cash flow characteristics.

The IAS 39 measurement categories of financlal assets will be replaced by: debt instruments at amortised cost; debt
instruments at fair value through other comprehensive income (FVOCI) with gains or losses recyded to profit or loss on de-
recognition; equity instruments at FVOCI with no recycling of gains or losses or profit or loss on de-recognition; financial
assets as fair value through profit or loss (FVPL).

The acoounting for financial llabilities will largely be the same as the requirements of IAS 39, except for the treatment of
gains or losses arising from an entity’s own credit risk relating to liabilities designated at FVPL. Such movements will be
presented in OCI wlth no subsequent reclassification to the income statement, unless an accounting mismatch in profit or loss
would arise.

Having completed its initial assessment in 2016, the Company concluded that the majority of loans and advances to
customers and placements with banks that are dassified as loans and receivables and held at amortised cost under 1AS 39,
will be measured at amortised cost under IFRS 9 and financial assets and liabilitles held for trading and finandal assets and
liabllities designated at FVPL under 1AS 39 wlii continue to be measured at FVPL under IFRS 9.

Details of each financial asset type under IFRS 9 and the associated impact assessment are set out in note 32.2 below.

jii) Changes to the Impairment calculation

The adoption of IFRS 9 wlll fundamentally change the Company’s accounting for loan loss impairments by replacing IAS 39's
Incurred loss approach with a forward-looking expected credit ioss (ECL) approach. IFRS 9 requiresifithe Company to record an
allowance for ECLs for all ioans and other debt financlal assets not held at FVPL, together with loan commitments and financial
guarantee contracts. The allowance is based on the ECLs assoclated with the probability of default in the next twelve months
unless there has been a significant increase in credit risk since origination.  Details of the Company’s Impairment method are
disclosed in Note 32.2.2 below. The quantitative impact of applying IFRS 9 as at 1 January 2018 Is disclosed in Note 32.3 below.

iv) IFRS 7R 'Financial Instruments: Disclosures’

To reflect the differences between IFRS 9 and IAS 39, IFRS 7 Financial Instruments: Disclosures was updated and the Company
will adopt It, together with IFRS 9, for the year beginning 1 January 2018. Changes Include transition disdosures as shown in
Note 32.3, detailed qualitative and quantitative information about the ECL calculations such as the assumptions and inputs used
are set out In Note 32.2.2.

IFRS 7R also requires additional and more detailed disclosures for hedge accounting even for entities opting to continue to apply
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the hedge accounting requirements of IAS 39.

32.2 Summary of significant accounting policies

i) Financlal Assets
IFRS9 contains a new classification and measurement approach for financial assets that reflects the business mode! in which

assets are managed and their cash flow characteristics. Based on these factors the Company classifies its debt instruments into
one of the following three measurement categories:

Amortised Cost: Assets that are held for the collection of contractual cash flows, where those cash flows represent solely
payments of principal and interest CSPPI’) and that are not designated at FVPL, are measured at amortised cost. The carrying
amount of these assets is adjusted by an expected credit loss allowance recognised and measured as described in 32.1. Interest
income from these financial assets is included in ‘Interest and similar income’ using the effective interest rate method.

Fair value throuah other comprehensive income (FVOCI); Financial assets that are held for collection of contractual cash flows

and for selling the assets, where the assets' cash flows represent SPPI, and that are not designated at FVPL, are measured at
FVOCI. Movements In the carrying amount are taken through OCI, except for the recognition of the impairment gains or losses,
interest revenue and foreign exchanges gains and losses on the instruments amortised cost which are recognised in the profit
or loss. When the financial asset is derecognised, the cumulative gain or loss previously recognised in OCI Is reclassified from

equity to profit

Fair value through profit or loss (FVPL): Assets that do not meet the criteria for amortised cost of FVOCI are measured at fair
value through profit or loss. A gain or loss on a debt investment that is subsequently measured at fair value through profit or

loss and Is not part of the hedging relationship is recognised in profit or loss and presented in the profit or loss statement within
‘Net trading income’ in the period in which it arises, unless It arises from debt instruments that were designated at fair value or
which are not held for trading, in which case they are presented separately in *Net Investment Income’. Interest income from
these financial assets is included in ‘Interest Income’ using effective interest rate method.

ii) Business mode} assessment
The Company determines its business model at the level that best reflects how it manages groups of financlal assets to achieve

its business objective:

- How the performance of the business model and the financial assets held within that business model are evaluated

and reported to the Company’s key management personnel;
- The risks that affect the performance of the business model (and the financial assets held within that business mode!)

and, in particular, the way those risks are managed;

- How managers of the business are compensated;
- The expected frequency, value and timing of sales are also important aspects of the Company’s assessment.

The business mode! assessment is based on reasonably expected scenarios without taking 'worst case’ or 'stress case’ scenarios
into account. If cash flows after initial recognition are realised in @ way that is different from the Company’s original expectations,
the Company does not change the classification of the remaining financial assets held in that business model, but incorporates
such information when assessing newly originated or newly purchased financial assets going forward.

iii) The SPPI test
As a second step of its classification process the Company assesses the contractual terms of financial assets to identify

whether they meet the SPPI test. ‘Principal’ for the purpose of this test is defined as the fair value of the financial asset at
initial recognition and may change over the life of the financial asset (for exampie, If there are repayments of principal or
amortisation of the premium/discount). The most significant elements of interest within a lending arrangement are typically
the consideration for the time value of money and credit risk. To make the SPPI assessment, the Company applies judgement
and consliders relevant factors such as the currency in which the financial asset is denominated, and the period for which the
interest rate is set. In contrast, contractual terms that introduce a more than ‘de minimis’ exposure to risks or volatility in
the contractual cash flows that are unrelated to 2 baslic lending arrangement do not give rise to contractual cash flows that
are solely payments of principal and interest on the amount outstanding. In such cases, the financial asset is required to be

measured at FVPL,

32.2.1 De-recognition of financial assets and liabllities

IFRSY incorporates the requirements of IAS39 for de-recognition of financial assets and financial liabilities without substantive
amendments. However, it contains specific guidance for the accounting when the modification of a financial instrument not
measured at FVTPL does not resuit in de-recognition. Under IFRS9, the Company will recalculate the gross carrying amount of
the financial asset (or the amortised cost of the financial liability) by discounting the modified contractual cash flows at the
original effective interest rate and recognise any resulting adjustment as a madification galn or loss In profit or loss. Under
1AS39, the Company does not recognise any gain or loss in profit or loss on modification of financial liabilities and non-
distressed financial assets that do not lead to de-recognition. The company expects an immaterial Impact from adopting

these new requirements.

32.2.2 1mpairment of financial assets
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The impairment of financial assets under IFRS 9 is based on an expected credit loss (ECL) mode! which replaces the current
Incurred loss methodology under IAS 39 and is the area where IFRS 9 will have the most significant impact. IFRS 9 requires a
12 month (Stage 1) ECL calculation where financlal assets have not experienced a significant Increase In credit risk since
origination; and a lifetime ECL calculation where it has been demonstrated that there has been a significant increase In credit
risk (Stage 2 and 3). The lifetime ECL calculation is further refined into separate stages depending on whether the financial
asset is credit impaired or not. The area of IFRS 9's impairment criteria where the greatest judgment is required relates to
when financial assets display a signlificant deterioration in credit quality since initial recognition and subsequently move from a
12 month ECL calculation (Stage 1) to a non-credit impaired lifetime ECL calculation (Stage 2).

i) Overview of the ECL principles

The adoption of IFRS 9 has fundamentally changed the Company’s loan loss impairment method by replacing IAS 39’s incurred
loss approach with a forward-looking ECL approach. From 1 January 2018, the Company will record the allowance for expected
credit losses for all loans and other debt financlal assets not held at FVPL, including loan commitments in this section all referred
to as *financial instruments’. Equity instruments are not subject to impairment under IFRS 9.

The ECL allowance Is based on the credit losses expected to arise over the life of the asset (the lifetime expected credit loss or
LTECL), unless there has been no slgnificant increase in credit risk since orlgination, In which case, the allowance is based on
the 12 months’ expected credit loss (12m ECL) as outlined in note 32.4. The Company’s policles for determining if there has
been a significant increase in credit risk are set out in note 32.4.

The 12m ECL is the portion of LTECLs that represent the ECLs that result from defauit events on a finandal instrument that are
possible within the 12 months after the reporting date.

Based on the above process, the Company groups its loans Into Stage 1, Stage 2 and Stage 3 as described below:

Stage 1: When loans are first recognised, the Company recognises an allowance based on 12m ECLs. Stage 1 loans
also include facllities where the credit risk has improved and the loan has been reclassified from Stage 2.

- Stage 2: When a loan has shown a significant increase in credit risk since origination, the Company records an
allowance for the LTECLs. Stage 2 Ipoans also include facilities, where the credit risk has improved and the loan has
been reclassified from Stage 3.

-  Stage 3: Loans considered credit-impalred. The Company records an allowance for the LTECLs.

For financlal assets for which the Company has no reasonable expectations of recovering elther the entire outstanding amount,
or a proportion thereof, the gross carrying amount of the financial asset Is reduced. This is considered a (partial) de-recognition
of the financial asset.

11) The Calculation of ECLs

The Company- calculates ECLs based on three probabllity-welghted scenarios t0o measure the expected cash shortfalls,
discounted at an approximation to the EIR, A cash shortfall is the difference between the cash flows that are due to an entity
in accordance with the contract and the cash flows that the entity expects to receive. The mechanics of the ECL calculations are
outlined below and the key elements are, as follows:

- Probabllity of Default ('PD™): The Probability of Default Is an estimate of the itkelihood of default over a given time
horizon. A default may only happen at a certain time over the assessed period, If the facllity has not been previously
derecognised and Is stlll in the portfolio. The concept of PDs Is further explained in note 32.4

< Exposure at Default ("EAD™): The Exposure at Default is an estimate of the exposure at a future default date, taking
into account expected changes in the exposure after the reporting date, including repayments of principal and interest,
whether scheduled by contract or otherwise, expected drawdowns on committed facilities, and accrued interest from
missed payments. The EAD Is further explained In note 32.4
Loss Given Default ("LGD"): The Loss Glven Default is an estimate of the loss arising in the case where a default occurs
at a given time. It Is based on the difference between the contractual cash flows due and those that the lender would
expect to receive, including from the reallsation of any collateral. It is usually expressed as a percentage of the EAD.
The LGD is further explained in note 32.4

When estimating the ECLs, the Company considers three scenarios: good, average, bad (‘downside 17). Each of these is
associated with different PDs, EADs and LGDs, as set out in note 32.2.2. When relevant, the assessment of multiple scenarios

also incorporates how defaulted loans are expected to be recovered, including the probabillity that the loans will cure andiBthe

value of collateral or the amount that might be received for selling the asset. The maximum period for which the credit losses
are determined is the contractual life of a financial instrument.

Impairment losses and releases are accounted for and disclosed separately from modification losses or gains that are accounted
for as an adjustment of the financlal asset's gross carrying value

The mechanics of the ECL method are summarised below:

- Stage 1: The 12m ECL is calculated as the portion of LTECLs that represent the ECLs that result from defauit events
on a financlal instrument that are possible within the 12 months after the reporting date. The Company caiculates the
12m ECL allowance based on the expectation of a default occurring in the 12 months following the reporting date.
These expected 12-month default probabilities are applied to a forecast EAD and multiplied by the expected LGD and
discounted by an approximation to the original EIR. This calculation is made for each of the three scenarios, as
explained above.

- Stage 2: When a loan has shown a significant increase In credit risk since origination, the Company records an
allowance for the LTECLs. The mechanics are similar to those explained above, incduding the use of muitiple scenarios,
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but PDs and LGDs are estimated over the lifetime of the Instrument. The expected cash shortfalls are discounted by
an approximation to the original EIR.

- Stage 3: For loans considered credit-impaired, the Company recognises the lifetime expected credit losses for these
Joans. The method is similar to that for Stage 2 assets, with the PD set at 100%.
Loan commitments; When estimating LTECLs for loan commitments, the Company estimates the expected portion of
the loan commitment that will be drawn down over its expected life. The ECL Is then based on the present value of the
expected shortfalls in cash flows If the loan is drawn down, based on a probability-weighting of the three scenarios.
The expected cash shortfalls are discounted at the expected EIR on the loan.
Overdrafts; The Company does not limit its exposure to credit losses to the contractual notice period, but, instead
calculates ECL over 2 period that reflects the Bank’s expectations of the customer behaviour, its tikelihood of default
and the Company’s future risk mitigation procedures, which could include reducing or cancelling the facilities. Based
on past experience and the Company’s expectations, the period over which the Company calculates ECLs for these
products, Is five years for corporate and seven years for retail products. The interest rate used to discount the ECLs
for overdrafts Is based on the average effective interest rate that is expected to be charged over the life of the
instrument.

ili) Forward looking information .
In its ECL models, the Company relies on a broad range of forward looking information as economic Inputs, such as:

«*  GDP growth;

- Unemployment rates;

- Central Bank base rates;
+«  House price indices.

The inputs and models used for calculating ECLs may not always capture all characteristics of the market at the date of the
financial statements. To reflect this, qualitative adjustments or overlays are occaslonally made as temporary adjustments when
such differences are significantly material.

32.2.3 Collateral valuation [&}

To mitigate its credit risks on financial assets, the Company seeks to use collateral, where possible. ‘The collateral comes in
various forms, such as real estate, cash, securities, letters of credit/guarantees, receivables, inventories, other non-financial
assets and credit enhancements such as netting agreements. The Company’'s accounting policy for collateral assigned to it
through its lending arrangements under IFRS 9 is the same Is it was under IAS 39. Collatera!, unless repossessed, is not
recorded on the Company’s statement of financial position. However, the fair value of collateral affects the calculation of ECLs.
It is generally assessed, at a minimum, at Inception and re-assessed on a quarterly basis.

To the extent possible, the Company uses active market data for valuing financial assets held as collateral. Other financial
assets which do not have readily determinable market values are valued using models. Non-financia! colleteral, such as real

estate, is valued based on professional valuations.

32.2.4 Forborne and modified ioans
The Company sometimes makes concessions or modifications to the original terms of loans as a response to the borrower’s

financial difficulties, rather than taking possession or otherwise enforcing collection of collateral. The Company considers a loan
forborme when such concessions or modifications are provided as a result offf;ithe borrower’s present or expected financial
difficulties and the Company would not have agreed to them if the borrower had been financially healthy. Indicators of financial
difficulties include defaults on covenants, or significant concerns raised by the Credit Risk Department. Forbearance may involve
extending the payment arrangements and the agreement of new loan conditions. Once the terms have been renegotiated, any
impairment is measured using the original EIR as calculated before the modification of terms. It Is the Company’s policy to
monitor forborne loans to help ensure that future payments continue to be likely to cccur. De-recognition decisions and
classification between Stage 2 and Stage 3 are determined on a case-by-case basis. If these procedures identify a loss in
relation to a loan, it is disclosed and managed as an impalred Stage 3 forborne asset until it is collected or written off.

From 1 January 2018, when the loan has been renegotlated or maodified but not derecognised, the Company also reassesses
whether there has been a significant increase In credit risk, as set out in note 32.4. The Company also considers whether the
assets should be dassified as Stage 3. Once an asset has been classified as forborne, it will remain forborne for a minimum 24-
month probation period. In order for the loan to be reclassifled out of the forborne category, the customer has to meet all of

the following criteria;

- All of its facilities has to be considered performing;
-  The probation period of two years has passed from the gate tnhe torborne contract was considered performing;
- Regular payments of more than an Insignificant amount of principal or interest have been made during at least half of
the probation period;
- The customer does not have any contract that is more than 30 days past due
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32.3 Transition disclosures: impact assessment
The adoption of IFRS 9 will affect the classification and measurement of financlal assets held as at 1 January 2018 as follows:

‘- Loans and advances to banks and to customers that are classified as loans and receivables and measured at amortised
cost under IAS 39 will In general also be measured at amortised cost under IFRS 9;
- Trading assets and derivative assets held for risk management, which are classified as held for trading and measured
at FVTPL under IAS 39, will also be measured at FVTPL under IFRS 9,
- Equity investment Is classified as not held for trading and measured at FVTPL under 1AS 39, is held for long-term
strategic purposes and will be designated as FVOCI under IFRS 9

32.3.2 Reconclliation of carrying amounts under IAS 39 to the balances under IFRS 9 as at 1 January 2018
The following tables reconcile the asset and liability categories impacted by the transition from IAS 39 to IFRS 9

Gross cust r loans and advances:

As at Re-classification
31 December on adoption of As at
2017 IFRSS 1 January 2018
£000 £000 £000
Gross customers loans and advances 1,411,255 . -
Gross customers loans and advances- Stage 1 - - 1,327,057
Gross customers loans and advances- Stage 2 - = 67,764
Gross customers loans and advances- Stage 3 = - 16,434
1,411,255 - 1,411,255
Balances with Central S:
As at Re-classification
31 December on adoption of As at
2017 IFRS9 1 January 2018
£000 £000 £000
Balances with central banks 358,238 - -
Balances with central banks - Stage 1 - - 358,238
358,238 - 358,238
Balances with other banks:
As at Re-~classification
31 December on adoption of As at
2017 IFRS9 1 January 2018
£000 £000 £000
Placements with banks 57,851 -
Placements with banks - Stage 1 - - 57,851
57,851 - 57,851

There was no impact on the measurement of gross loans, balances with central bank and balances with other banks
respectively, upon adoption of IFRSS as these were not reclassified into a falr value measurement category.

The impact upon adoption of IFRS9 on the loan impairment provision is as follows:

Equity:
As at Re-classification Re-measurement
31 December on adoption of on adoption of As at
2017 IFRS9 . IFRS9 1 January 2018
£000 . £000 £000 £000
Retained losses (6,671) - 100 (6,571)

32.3.3 Reconclllation of loan loss provision under IAS 39 to the ECL allowance under IFRS9 at 1 January 2018
The following table reconclles the aggregate opening loan loss provision allowance under IAS39 and provisions for loan
commitments and financlal guarantee contracts In accordance with 1AS37 Provisions, Contingent Liabilities and Contingent
Assets to the ECL allowance under IFRS9,
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Loan loss

ECL’s under

provision
under IAS 39 Re- Re- IFRS 9
as at classification measurement as at
31 December on adoption of on adoption of 1 January
2017 IFRS9 IFRSS 2018
£000 £000 £000 £000
Provisions - Collective (2,451) - 2,451 -
Provislons - Specific (1,604) - 1,604
Individually assessed - Stage 1 - - (795) (795)
Individually assessed - Stage 2 - (324) (324)
Individually assessed - Stage 3 - (2,509) (2,509)
Coliectively assessed - Stage 1 - - (300) (300)
Collectlvely assessed - Stage 2 = - (27 (272)
(4,055) - 100 (3,955)

The impact of the reduction of provisions upon transition to IFRS 9 is taken directly to reserves on 1 January 2018.

32.4 Changes to Risk Management (policy applicable from 1 January 2018)
The adoption IFRS 9 and IFRS 7R from 1 January 2018 necessitates changes to the Company’s risk management policies,
specifically credit risk. The risk management policies which the Company wlll formally adopt are noted below and should be

read in conjunction with the significant account policies applicable from 1 January 2018 as set out in note 32.2.

Definition of default and cure

The Company considers a financial instrument defaulted and therefore Stage 3 (credit-impaired) for ECL calculations
in all cases when the borrower becomes 90 days past due on its contractual payments. The Company considers treasury
and interbank balances defaulted and takes immediate action when the required intraday payments{Gare not settled

by the close of business as outlined in the individual agreements.

As 3 part of a qualitative assessment of whether a customer is in default, the Company also considers a variety of
instances that may indicete unlikeliness to pay. When such events occur, the Company carefully considers whether the
event should result in treating the customer as defaulted and therefore assessed as Stage 3 for ECL calculations or

whether Stage 2 is appropriate. Such events include:

- Internal rating of the borrower Indicating default or near-default; {3
The borrower requesting emergency funding from the Company; &
The borrower having past due liabilities to public creditors or employees; i
- The borrower Is deceased; i
- A material decrease in the underlying collateral value where the recovery of the loan is expected from the
sale of the coliateral; &
- A material decrease in the borrower’s turnover or the loss of a major customer; [}
- A covenant breach not waived by the Company; &
The debtor (or any legal entity within the debtor’s group) filing for bankruptcy application/protection. &

It Is the Company'’s policy to consider a financial instrument as ‘cured’ and therefore re-classified out of Stage 3ifiwhen

none of the default criterla have been present for at least eighteen consecutive months. The decision whether to
classify an asset as Stage 2 or Stage 1 once cured depends on the updated credit grade, at the time of the cure, and
whether this indicates there has been a significant increase in credit risk compared to initial recognition.&The Bank’s
criterion for ‘cure’ for ECL purposes is less stringent than the 24 months requirement for forbearance which is explained
in note 32.2.2. 3 '

i) The Company'’s internal rating and PD estimation process [i3

The Company’s independent Credit Risk Department operates its internal rating systems. The Company runs separate

systems for its key portfolios in which its customers are rated using Internal grades. The systems incorporate both

qualitative and quantitative information. PDs are assigned to the internal credit grades based on historical experience,
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where such experience is sufficlent to estabiish a robust estimate of PD. Where there is insufficient historical experience
PDs are estimated on the basis of information from a credit rating agency. PDs are then adjusted for IFRS. 9 ECL
calculations to incorporate forward looking information and the IFRS 9 Stage classification of the exposure. This Is
repeated for each economic scenario as appropriate.

i) Treasury, trading and Interbank relationships

The Company’s counterparties comprise financial services institutions and central banks. For these relationships, the
Company’s credit risk department analyses publicly available information such as financial information and other
external data, e.g., the rating of Moody’s or Standard and Poor.

])] Corporate and small business lending

For corporate and small business lending, the borrowers are assessed by relationship managers under the oversight
of the Credit Risk unit of the Company. The credit risk assessment Is based on a credit grading system that takes into
account various historical, current and forward-looking information such as:

- Historical financial information together with forecasts and budgets prepared by the dient. This financial
information includes realised and expected results, solvency ratios, liquidity ratios and any other relevant
ratios to measure the cllent’s financlal performance. Some of these Indicators are captured In covenants with
the clients and are, therefore, measured with greater attention. &

- Any publidly available information on the clients from external parties.

- Any macro-economic or geopolitical information, e.g., GDP growth relevant for the specific industry and
geographical segments where the cllent operates. &

- Any other objectively supportable information on the quality and abilities of the client’s management relevant
for the company’s performance. &

The complexity and granularity of the grading techniques varies based on the exposure of the Company and the
complexity and size of the customer.

Iv) Consumer lending and retail mortgages

Consumer lending comprises unsecured personal loans and overdrafts. These products along with retall mortgages and
some of the less complex small business lending are rated by an automated scorecard tool primarily driven by days
past due. Other key inputs into the models are:

- Consumer lending products: use of limits and volatliity thereof, GDP growth, unemployment rates, changes
in personal Income/salary levels based on records of current accounts, personal indebtedness and expected
Interest re-pricing;

- Retail mortgages: GDP growth, unemployment rates, changes in personal income/salary levels based on
records of current accounts, personal indebtedness and expected interest re-pricing.

v) Exposure at default

The exposure at default (EAD) represents the gross carrying amount of the financial instruments subject to the
impairment calculation, addressing both the cllent’s ability to increase its exposure while approaching default and
potential early repayments too. 7

For loans, EAD is modelled on the basis of the contractual amortisation profile of the loan but assuming that for the
last 90 days before default no further repayments are made. No account is taken of early repayments made at the
option of the borrower. For overdrafts, the EAD Is taken as the full amount of the approved limit or, if higher, the
overdrawn balance at the balance sheet date. Undrawn facilities which have been offered in the last three months
before the balance sheet data are assumed to draw down In full, as are the undrawn portions of staged loans, such as
property development loans.

vi) Loss given default
LGD values are assessed at least every three months by account managers and reviewed and approved by the Bank’s
specialised credit risk department. The credit sk assessment Is based on a standardised LGD assessment framework

that results in a certain LGD rate. These LGD rates take into account the expected EAD In comparison to the amount
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expected to be recovered or realised from any collateral held. -
The LGD rate for customer advances is based on the following principal inputs:

- The probability that the account will cure after default, in which case the loss wil! be nil. The estimate
of the probability of cure is based on historical experience and is a function of LTV.. For cases that
are In Recoveries the probability of cure is taken to be nil.

- The LTV of the borrower at the time of detault

- The forced sale discount, which is determined on a probability distribution with a mean of 26% for
residential properties and 33% for commercial properties :

- The cost of realisation, which Is assumed to be 5%, based on the bank’s experience of recoveries
case in the past.

= The discount rate applied to the realisation proceeds, which Is the effective interest rate of the
exposure

- The time to sale, which is assumed to be 18 months from the date of default, based on the bank’s
experience and based on the bank’s assessment of industry practice

- Post write-off recoveries, which are assumed to be nil.

Further recent data and forward-looking economic scenarios are used in order to determine the IFRS 9 LGD rate for
each group of financlal Instruments. When assessing forward-looking Information, the expectation is based on multiple
scenarlos, Examples of key Inputs Involve changes in collateral values incuding property pricesiiifor mortgages,
payment status or other factors that are indicative of losses In the group. The Company estimates regulatory and IFRS
9 LGDs on a different basis. Under IFRS 9, LGD rates are estimated for the Stage 1, Stage 2 and Stage 3 IFRS 9
segment of each asset class. These are repeated for each economic scenario as appropriate.

vit) Significant increase in credit risk

The Company continuously monitors all assets subject to ECLs. In order to determine whether an instrument or a
portfolic of instruments is subject to 12mECL or LTECL, the Company assesses whether there has been a significant
increase in credit risk since initial recognition. The Company considers an exposure to have significantly increased in

credit risk when any of the following has occurred:

- The exposure is forborne;

- The exposure Is placed on the Watch List;

- The exposure Is graded D or E using the Company’s Internal grading methodology;

- The exposure has been downgraded from A to C using the bank's internal grading methodology

In certain cases, the Company may also consider that events explained note 32.4 are a significant increase in credit
risk as opposed to a default. Regardless of the change In credit grades, If contractual payments are more than 30 days
past due, the credit risk is deemed to have increased significantly since initial recognition.

For borrowers with exposure less than £100,000 there is no annual review, so the grade is not re-assessed unless
there are symptoms of credit weakness, such as arrears. For these accounts (which account for 2% of total customer
advances), a separate assessment of the evidence of a significant deterioration and an adjustment is made to the ECL

estimate as a management overlay, if appropriate.

33 Events after the reporting period
There are no events after the reporting period that require disclosure in these financial statements.
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