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Chairman’s

Report

Dennis Stevenson
Chairman

Growing the UK franchise
Targeted intermational growth
Cost leadership

Capntal discipline

Colleague development

www hbosplc com

The Chairman’s lot 1s a happy one when, as last
year, the Annual Report can laud a share price out
performance both against the FTSE 100 and the
FTSE Banks index Not soin 2007, where our share
pnce fell some 35%, a performance that was in the
middle of the pack, but of little consolation for a
bank that seeks to outperform This year’s report
will therefore examine with our usual frankness

the performance in 2007 and the strategy we are
pursuing for our shareholders in 2008.

Shareholder returns

Underlying earnings per share grew 6% in 2007 to

106 2p (2006 100 5p) This s after recording negative
far value adiustments on traded investment securities
of £227m and claims of £135m arising from the
summer 2007 floods Profit before tax fell by 4% to
£5,474m {2006 £5,706m), also reflecting the disposal
of Drive In 2006 and the reduction In policyholder tax
payable Profit after tax increased 4% to £4,108m (2006
£3,934m) The proposed final dividend per share of

32 3p takes the full year dividend to 48 9p, up 18%

on the previous year The Board’s decision at the half
year to Increase the payout ratio to some 46% from
419% has been reaffirned This is a clear demonstration
of the confidence we have in the continuiNg earnings
mormentum and strong cash generative capabilities

of HBOS During 2007 we completed the planned
buyback programme, purchasing some £500m of
shares i 1Issue for canceltation, with a posiive impact
on earnings per share for current shareholders

Market dislocation

If ever the boards of banks, regulators or rating agencies
needed a reminder of the iImportance of strong liquicity
and strong capital, the second half of 2007 served

as a wake up call Seemingly overmight, we moved

from a scenano where the economic cycle looked set

to play out In a relatively benign way, to one where a
credit crunch n the USA rapidly deteriorated mto what
1S, as | write this, a woridwide iquicty dislocation
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Large scale credit loss announcements gathered pace
with those most exposed to the US sub prime fall out
seeking to draw a line under their exposure Banks with
strong hguidity hoarded #, those that needed it ether
couldn’t get 1t or paid much more for it In the eye of the
storm, nemesis followed hubris, with tradittonal market
solutons seemingly iImpossible Banks now know, as

I truth they always did, that first and foremost, it 1s the
duty of the Board to ensure that the Group has financial
stability and the wherewithal to continue in business
profitably Gradually this current market liquichty dislocation
will pass The legacy however, will be firstly economic,

as the consequences of the medicine will Iikely make

the patient feel worse in the short term and secondly
strategic, as banks adjust to the new reality of iquidity and
capital having equivalent importance In this context, we
welcome the confirmation from the FSA of our status as
an Advanced bank under the new Basel! ll capital regime

Unusually perhaps, at so early a part of my report, 1 would
fike to thank colleagues from across the Group for ther
efforts in 2007 In the midst of the unprecedented market
dislocation, colleagues have adjusted plans, tightened
controls further, communicated well and worked In a
truly collegiate manner to see HBOS through the worst
of the market disruption in 2007 It 1s arguably only at
such times that you can truly assess the quality of the
investment made in colleagues, and the business, over
time The Board has been hugely impressed with the
way In which the entre HBOS team has responded

Strategy

Recent market liquichty considerations do not affect our
long term strategy Growing the UK businesses, targeted
international growth, cost leadership, capital discipline
and colleague development remain our five key measures
In the Chief Executive’s report that follows, Andy Hornby
reviews our performance in 2007 on these measures

HBOSplc Annual Report and Accounts 2007 05

For 2008 we will continue to pay careful attention

to the Importance of both strong capital and strong
Iiquidity and to size our balance sheet to the certainty
of both We are, | beliave, nghtly proud as a Board that
we have been altering the nsk profile of our iguidity
requirements over the last four years, long before the
current so called hquidity crunch and without any
external pressures from regulators or other shareholders
but purely as part of being good custodians of your
business You may be quite sure that we will continue
to bring to bear the same standards of ngour and
financial conservatism as the business moves forward

Shareholder feedback

This year's independent audit of UK and international
investor opiwion again makes interesting reading Investor
feedback 1s currently focused on two large shifts in

their vews of the sector a much higher emphasis on
capital, lquidity and funding and a lower expectation

for earnings growth, with concerns over risks to future
earnings forecasts Sentment is dominated by the sector
hquichity 1ssues in the second half of 2007 Many an
investor professes to be In a ‘wart and see’ mode untl
after the publication of the sector's 2007 results and the
clarity those should bring to the full earnings impact of a
truly “annus hornbiis” The messages for us are that we
should continue to keep focusing on what we do well,
remaining conservative In our planning and decisive In our
actons This does not exclude the continuing imperative
of constantly searching for where the growth will come
from to continue the earmings momentumn Finally, as
much a plea to the sector as to HBOS, Investors make
the point that in times of uncertanty, communication 1s
vital and transparency is essential On both we score well
relatvely but are nonetheless encouraged to do more

MmN &

manay ssauisng

QOUBWIRACL)

SJUALWIBIE]S [BIOUBUIS



06 HBOSplc Annual Report and Accounts 2007

www hbosplc com

Chairman’s Report

continued

Regulation

The regulatory agenda shows no sign of abaternent
although the existing enguines into banking fees and
payment and protection nsurance have a clearer deadline
for conclusion By far the most significant development
for 2008 will be the regulatory aftermath of the financial
markets dislocation The conventional wisdom that
‘something needs to be done’ will see a healthy debate
on custormer protection Regulators and the Central
Banks need 1o strike the nght balance between achieving
a better level of Investor protection on the one hand

and the further restrnction of iguidity with unintended
economic and anty competitive consequences on the
other There can, however, be no substitute for the
acceptance of responsibility by ndividual banks, since
rellance on regulation to protect Investors, retall, equity

or deht, 1s at best a back stop, not a first ine of defence

The Board and Management

In 2007, we made a number of changes to our Executive
structure with responsibiiies at the Retait bank split on

a product and distribution mode! Jo Dawson adds Retad
distnibution to her Insurance & nvestment portfoho and
Dan Watking, formerly Group Risk Director, joins the main
board as Chief Executive Retall Products As a direct
conseguence, Benny Higgins left the Board in August

as no suitable role existed for him in the new structure
Phil Hodkinson, Group Finance Director, announced his
retirement from the Board to take effect from the end of
2007 and we welcomed back to the Board, Mike Ells as
Group Finance Director Phit's contribution to the Board,
In his roles as Group Finance Director and previously Chief
Executive of the Insurance & Investment division, together
with his role as the Board champion on Corporate
Responstility has been cutstanding We wish him well

Philip Gore Randall joined the Board as Chief Operating
Officer Philip has had a long career with extensive
experience, In the UK and overseas, at a senjor level n
large financial organisations, joining HBOS from Aon UK
Limited, where he held the role of Chief Operating Officer
following a period as Charman and Chief Executive of
Aon Risk Services

Growing the UK franchise
Targeted international growth
Cost leadarship

Capital discipline

Colleague development

John E Magk joined the Board as a Non executive
Dhrector with international banking experience N a career
encompassing senior executive roles at Bank of America
and Shinsei Bank of Japan We welcome them both and
the considerable expenence they bring to the Board

Having completed two three year terms as a Non
executive Director, Charles Dunstone will retire at the
forthcoming AGM in April and will not offer himsetf for

re election Charles has been a magnificent colleague
and we thank him very much for tus contribution to HBOS

Corporate Responsibility

We take Corporate Responsibiity (‘CR') very seriously
By this we do not mean the somewhat superficial CR
whereby a guantum of money 1s parcelled up into penny
packets and given to good causes We take CR to
mean the Board of HBOS being very comfortable that

It 1s doing everything it can to ensure that every aspect
of its business - its products, Its treatment of staff,
customers and other stakeholders — conforms to the
highest standards of behaviour The Board reviews the
overall CR strategy annually Our CR agenda has been
ably championed at Board level by Phil Hodkinson With
Phif's retirement, the CR mantle and the Board challenge
for future progress now passes to Peter Cummings

2008

Rarely can a Chairman predict with such confidence the
shape of markets In the year ahead Our prognosts 1s for
continuing uncertainty n the money and capital markets,
and for slower volume growth in most of our trading
markets Tough though thus may be, we are confident
that we are well positiched to taks advantage of the
opportunities that this scenario will inevitably present
and that we will continue to create shareholder value

In these markets To do so requires no let up on the
discipline we apply to each part of our strategy Growth
will be tempered as necessary by strong capital and
hquedhity cisciplines 1t 1Is management’s job to ensure
that HBOS capttalises on the oppartunities that present
thernselves 1n every market scenano We are well placed
to capture our share of the markets in which we operate
Shareholders can be assured that the perspective that
shapes our ambition 1s the recognition that responsibility
for the Company’s performancs 1s curs and ours along

Dennis Stevenson
Chairrman
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Chief Executive’s

Report

Andy Hornby
Chief Executive

In 2007, the disciplined execution of our strategy
has resulted in good earnings growth for our
shareholders despite difficult market conditions.
With our multt brand distribution strength, strong
balance sheet and low cost operating platforms, we
are well placed to take opportunities presented by
these difficult markets and deliver good growth in
shareholder value over the next few years.

Our strategy has five key elements designed to
create enduring value for shareholders:

Growing the UK franchise

Targeted international growth

1

Cost leadership

1

Capital disciptine

Colleague development

Growing the UK franchise
Targeted internationat growth
Cost leadership

Capital discipline

Colteague development

www hbosplc com

For each of these elements we have a number

of key performance measurements which help
investors understand the scale and rationale for
our ambitions In this section of the Annual Report
we have set out the strategy deployed in our
chosen markets and the pre determined measures
of performance In the dvisional sections that
follow we report on the financial and operational
performance of ali our businesses in greater detall

Growing the UK franchise

Growing our UK businesses remains our number one
prionty In our Retall business we have around 23 million
customers to whom we provide a wide range of financial
services We operate with several brands in the savings,
mortgage and unsecured credit markets which allow us
to segment and manage more effectively the nsk reward
potental of ndividual customer groupings We am to
securs, over time, market shares across our products
within a 15% 20% range The actual market shares
achieved n any operating period are however governed
by the sustainability of returns This will see us take more
or less market share than our central assumptions, as
competitive conditions dictate the nght achon for the
creation of endunng value for shareholders

Key Performance Indicator
Estimated UK market shares
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(n our Corporate business we continue to concentrate
on markets where we have real expertise and can
generate superior returns Through a focus on the
indwvidual nsk reward charactenstics of atternative
asset classes, we aim to bring a clear value enhancing
specialisation to our customer relationships Assets
are oniginated on the basis that they will be held on the
balance sheet n their entirety, even if subsequently a
proportion of debt or equity posttions are sold down
to other market participants This discipline ensures
there 15 no disconnect between a decision to lend and
the potential avallability of higher returns through sell
down activity when market conditions are supportive

In our Insurance & Investment businesses we believe we
are urnguely well placed to benefit from the cpportunities
that being the largest UK liquid saver provides This,
together with ongoing supportive demographics,

gves us a real opportuntty to capture a strong share

of the sector growth in INvestment sales In general
insurance, we offer a range of insurance services from
household to motor cover We target growth by aligning
our Insurance offerings to existing Group customers
with other products and in the wider market 1o new
customers, both via multl brand propositions

Targeted international growth

Interrationally we continue to grow our businesses by
taking the formula that has served us so well in the UK to
other markets that we understand In Australia, where we
have been operating for over 10 years, we are expanding
on our strong West Coast presence and are now
establishing our Commercial and Retail banking capability
In Eastern Australa In Ireland, we are n our second

full year of expansion into the prowision of retail banking
facilities through the now almost complete establishment
of a branch network In Europe and North America we
have Increased our distnbution capability in our European
Financial Servces operations and are expanding our
corporate banking activities in the US and Canada

HBOSpic Annuai Report and Accounts 2007 09

Key Performance Indicator
International division’s share of underlying profit before tax
{excluding Group ltems}

Cost leadership

The HBOS cost leadership ambition relative to the major
peers 15 denved from an understanding that it 1s a source
of sustainable competitive advantage Cost leadership
can provide pricing power and the ability to offer
customers a lower price for the same returns it can also
offer the opportunity to capture market share from others
without any erosion of credit quality, thereby growing
sustanable revenues Cost leadership at HBOS does not
mean reduced nvestment In our businesses but it does
mean a cultural focus on taking out the least productive
costs and renvesting these savings in growing value for
shareholders

Key Performance Indicator
Cost income ratio

* 2006 has besn restated as announced on 12 June 2007 to reflect
the dvisional reorgarisation and the change n defirition of undertying
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Chief Executive’s Report

continued

Capttal discipline

We accept that capital is owned by our shareholders who

expect us to treat It as a scarce resource, deploying it

to achieve sustainable returns throughout the economic
cycle As the dislocation in financial markets in 2007

has shown, capital strength 1s also required to cushion
aganst the shocks that are a periodic feature of banking
Whether capital 1s utiised for growth, or returned to
shareholders when surplus, 1s gaverned by the stability
of target capital ratios and the sustainability of returns
that can be generated by further capital deployment

Duning 2007, the FSA approved our Advanced
Measurement Approach {AMA') operational sk and
Advanced Internal Ratings Based (AIRB’) cradit nsk
wanvers and, as from 1 January 2008, we are now
operating under the Basel Il capital ratio regime This
advanced capital regime has redefined both the size
and nature of the capital resources avallable to HBOS
as well as the level of nsk weighted assets It has not
however changed our approach o capital management

Key Performance Indicators
Tier 1 Ratio Basel |

Tier 1 Ratio Basel li

Growing the UK franchise
Targeted international growth
Cost leadership

Caprtal disciphne

Colleague development

Colleague development

As we face the unprecedented financial turmoil in
global markets, our focus on colleague development
has never been more important Our ability to execute
our strategy reles on engaging with, and motivating,

all of our colleagues to deliver consistently outstanding
performance Our colleague strategy is therefore

very clear We am to have the strongest leadership
teams In the sector and we are very clear about the
high expectations of both what our leaders deliver

and how they do this We prowvide all our colleagues
with ongoing opportunities to learn and to develop
their careers and we constantly evaluate our efforts to
create a positive working environment that reflects the
diversity of our colleagues We keep all aspects of our
reward systems under continuous review o ensure they
delver the nght reinforcement in respect of recruitment,
retention and motvation Through our Colleague
Opinion Survey we track our leadership and capability
indices as well as employer and product advocacy

Our Leadership Index 15 a composite index The key
performance indicator below shows the percentage

of colleagues who agreed with 12 statements about
good leadership In HBOS The index 1s derved from our
annual Colleague Opinion Survey, conducted by Mon

Key Performance Indicator
Leadership Index
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Our Performance

Profit growth

Underlying earnings per share increased by 6% to
106 2p (2006 100 5p) This 1s after recording negative
far value adjustments on traded investment securties
of £227m and clams of £135m ansing from the 2007
summer floods

Underlying profit before tax increased by 3% to £5,708m
{2006 £5,537m) Corporate, Insurance & Investment and
International all achieved double digit underlying profit
growth, more than offsetting the reduced profit in Retall
and Treasury Profit after tax increased by 4% to £4,109m
(2006 £3,934m) Profit before tax decreased by 4% to
£5,474m (2006 £5,706m), predominantly reflecting the
disposal of Drive in 2008 and the reduction In policyholder
tax payable

Dwvidends and capital

We have today proposed a final dvidend of 32 3p
resulting in a full year divicend up 18% to 48 9p
(2006 41 4p)

At the end of 2007, our Basel | Tier 1 ratio was 7 4%
(2006 8 1%), reflecting strong nsk weighted asset growth
n 2007 and our decision not 1o pursue non equity capital
issuance in the latter part of the year Tier 1 gearing was
stable at 24 7% {2006 25 0%)

Base! Il

Basel Il capital ratios at 1 January 2008 were 77% Tier 1
(Basel 1 74%) and 11 0% Total Capital (Basel | 111%) Our
assessment of our capital strength today under Basel |l
remains broadly unchanged from Base! | and thus we
have determined that, going forward, we should set a
Basel |l Tier 1 target range of 75% 8 5%

HBOSplc Annuat Report and Accounts 2007 11

Liquidity

Dunng the dislocation in financial markets in the latter
part of 2007, customer deposit growth and the supply
of wholesale funding to HBOS remained strong In
recent years, prior to the dislocation, we had prudently
and consistently lengthened the matunity profile of our
wholesale funding, whilst at the same time diversifying
the types and sources of funding This has been at
some cost to margins dunng this penod but has given
us the necessary flexibility to operate in these challenging
markets We will continue to ensure that we maintain an
appropriate liquidity profile consistent with our planned
business growth

Growth

Advances to customers increased by 14% to £430 0bn
{2006 £376 8bn), reflecting the strong growth in Corporate
(22%) and International {38%), with lower growth in

Retal (7%)

Growth in Corporate lending oniginations increased

in the second half reflecting the changing conditions
However, we continued to approach the market
selectively, and despite slower secondary markets

we continued to sell down to hold levels with which we are
comfortable During 2007, Corporate lending growth was
30% before sell downs and 22% after sell downs

International lending grew by 38% with growth being
delivered across all three businesses reflecting the
continued expansion of our overseas activihies

We enjoyed an extremely strong second half in

the mortgage market with our net share of lending
Increasing to 22% {up from 8% in the first half) As
already announced, we will no longer set half yearly
or annual net lending targets and will favour profitable
growth over market share
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Chief Executive’s Report

continued

Customer deposits increased by 156% to £243 2bn
(2006 £211 9bn) As the UK's number one provider
of hgquid savings, and with a mutt brand approach to
the savings market, our Retall division saw customer
deposits ncrease by 9% In Corporate, deposits
increased by 12%, and in International by 35%

UK Investment sales increased by 14% to £16,300m
Present Value of New Business Premiums {PVNBP)
{2006 £14,356m} driven by strong growth in
Bancassurance (up 17%) and Wealth Management

(up 26%) Sales i Intermediary fell 2% as we refocused
the business around ndmdual pensions and investment
business General Insurance sales decreased by 1% to
£1,761m Gross Written Prermums {GWP') (2006 £1,786m,
excluding Paymentshield) Sales of Repayment Insurance
fell by 9%, largely offset by increased sales In Household
{up 5%) and Mator (Up 12%)

Margins

The Group net interest margin fell by 9bps to 163%
(2006 1 72%) The main driver of this reduction was

in Retaul where margins fell 12bps reflecting the
competitve pressure on mortgages n the first half and
the Increased costs of wholesale funding in the second
half In Comporate, margins declined by 19bps as a result
of competitive pressures n the first half and changes
to the asset mix International margins declned by
4bps reflecting the greater proportion of retall business,
particularty in Australia

Efficiency

Underlying net operating mcome increased by 6%

to £12,803m (2006 £12,117m) Underlying net interest
mcome decreased by 1%, due to the trends in margins
Underlying non interest income increased by 18%,
primarly reflecting strong growth in Corporate

Underlying operating expenses Increased by 7%

to £5,274m (2006 £4,908m) This increase Includes
£75m of costs associated with our cost efficiency
programme Further investment was incurred In
expanding our International operations, In particular
the continuing rollout of retall branches i Irefand and
the commencement of a retal and business banking
branch cpening programme on Australia’s East Coast

Growing the UK franchise
Targeted international growth
Cost leadership

Capital disciphne

Colieague davelopment

The cost Income ratio was stable at 40 9% (2006 41 0%)
We rernain committed to cost leadership as a competitive
advantage, while continuing to invest for profitable future
growth in attractive markets

Credit quality

Credit experience remaned relatively benign throughout
2007 In cormmon with Industry expectations, going
forward we expect some modest detenoration in certain
sectors and markets, consistent with the general global
economic slowdown

imparred loans as a percentage of advances fell to

2 07% (2006 218%) Imparrment losses increased by
15% to £2,012m {2006 £1,742m) representing 0 50%
of average advances {2006 0 48%)

In Retatl, secured impairment lossas, continuing 1o
refiect the substantial equity n the mortgage book,
waere only £28m (2006 £108m) As guided, Retail
unsecured imparment losses in the second half were
lower than in the first half at £576m (H1 2007 £690m)

In Corporate, impaired loans are running at a higher level
than the historically low figures seen n 2006 reflecting
our reassessment of the outiook for a number of higher
nsk credits Corporate imparment losses were higher

at 0 61% of average advances (2006 0 50%)

In International, credit qualty remains strong as we
continue to dversify the lending book across different
geographies and markets

in Treasury, we have not incurred any credit impairments
and thus we expect that the £227m negative fair value
adjustmenits taken to the ncome statement and the
£509m post tax adjustments taken to the available for
sales reserve in the balance sheet will reverse over time

Taxation

Changes in corporation tax rates have resulted in a net
benefit of £171m to reported attributable profit ansing from
a reduction in deferred tax net kabiities of £178m offset

by a £7m (£10m pre tax) reduction in the value of leasing
assets This one off net benefit has been excluded from
our underlying results The effective tax rate for HBOS in
2007 (excluding policyholder tax and the above one off
benefit) was 28 0% (2006 28 3%)
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QOutlook

The current turmoil in global financial markets introduces
considerable uncertanty into the plans of all financial
institutions  We are ptanning on the assumphons that
market condittions wall remain uncertain throughout 2008

In Retail, in this environment we will continue to favour
profitable growth over market share Over the last five
months we have seen mortgage prices adjust in the
Ight of ncreased funding costs Our strong mult brand
savings franchise has been to the fore in 2007 and we
expect to see strong depesit growth in 2008, despite
an expected ncrease in competition for retail funds

In Corporate, we are now moving into a cycle where the
strong contribution from our investment portfolio will give
way to a more balanced contribution from orgination
revenues and investments

We continue to see good growth potential in the
Insurance & Investment contribution to Group profit as
the size of our investment In force business ncreases 1o
mitigate the strain from new business We also continue
to see good prospects for sales growth in both nsurance
and investment business lines

Whilst our International businesses profit performance wil
be more restraned in 2008 as we ncrease our nvestment
in thewr future, we reman confident that this Investment will
also underpin stronger profit growth in future years

HBOSplc Annual Report and Accounts 2007 13

For our Treasury & Asset Management dvision, the
key focus for our Treasury team 1s the management of
our funding and hquidity during the financial markets
dislocation We entered this peniod confident in our
funding profile and capital base This has served us
well and we intend to maintain robust iquichty and
capital positions going forward The negative fair value
adjustments taken i 2007 to the Income Statement
and Balance Shest, which were In respect of non credit
impaired investrment secunties, are expected 1o reverse
out over time as financial markets stabilise and the
relevant assets approach matunty

The UK economy 1s forecast to grow by around

2 0% 2 25% thus vear, just below the long run trend

rate Employment is very high and the Bank of England
may well announce further rate cuts dunng the year

We expect the UK economy to move over time from
being consumption fed to a better balance between
consumer demand and a higher level of savings by UK
householders We expect house price growth to be flat in
2008 Sound fundamentals underpin the housing market,
In particular, record levels of employment and a continuing
shortage of new properties

We expect financial markets to be difficult in 2008 but
our combination of balance sheet strength, diversified
business mix and stringent cost control, together with
relative margin stability, leaves us well positioned to take
opportunities presented in these markets and delver
good growth in shareholder value over the next few years

Andy Hornby
Chief Executive
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Five Year Summary
For the years ended 31 December

Income Statemnent

Net cperating ncome

Operating expenses &

Imparrment losses on loans and advances/provisions
for bad and doubtful debts

Group underlying profit before tax/Group profit
before tax and exceptional tems

Profit before taxation

Profit after taxation

Balance Sheet

Total assets

Debt In ssug @8

Equity share capital

Shareholders’ equity (excluding non equity interests)

Performance Ratios

Post tax return on mean equity @&
Underlying cost income ratio ¢0
Net interest margin @

Shareholder Information
Dividends

Basic earnings

Undertying earnings %@

The financial mformation for 2005 to 2007 1s prepared In
accordance with International Financial Reporting Standards
{IFRS"} as adopted by the European Union at the date the
financial statements were approved by the Board 1AS 32,
IAS 39 and IFRS 4 only became effective from 1 January 2005
In arder to provide more meaningful comparative information,
the 2004 financial information above has therefore been
prepared on a 'pro forma’ basis This includes the impact of
these standards with the exception of the income statement
impact of dervative hedge accounting Financial miormation
for 2003 1s prepared in accordance with UK GAAP

Notes relating to the 2004 to 2007 financial information
(1) References to underlying relate to the financial nformation
for 2004 to 2007 and incorporate the following adjustrments

~ Excluding regutatory provisions, the impact of the change
in corporation tax rates, the profit on sale of Drive, goodwill
impairment, policyhalder tax payable, the mpact of short term
fluctuations and changes to economic assumptions for Long
Tenm Assurance Business accounted for on an embedded
value basis,

— Netting against ncome of operating lease depreciation,
impawment on Investment securities, changes In Insurance

Growing the UK franchise
Targeted international growth
Cost leadership

Capntal disciphne

Colleague davelopment

2007 2006 2005 2004 2003
£m £m £m £m £m
21,201 22,714 23,617 16,563 8,946
14,070 15,571 17,244 11,304 3,968
2,012 1,742 1,599 1,255 1,025
5,708 5,537 4,842 4,279 3,885
5,474 5,706 4,808 4609 3,766
4,109 3,934 3,262 3,337 2,675
666,247 591,028 540,873 479,674 408,413
230,773 203,342 178,215 150,967 112,740
1,131 1,139 1157 981 963
21,849 20,685 18,265 16,522 15,225
% % % % %

197 208 196 196 177
409 410 422 447 41186
163 178 180 179 177
per ordnary share

pence pence pence pance pance
489 44 361 3295 309
106 2 10086 822 797 636
106.2 1005 864 780 685

and investment contract labiities, change in unallocated
surplus and net claims incurred on Insurance contracts, and

- Including share of profits of associates and jomtly controlled
entities wathin underlying non interest Income

(2} Debt in 1ssue comprses debt securties In issue and other
borrowed funds

{3) Post tax retum on mean equity 1 calculated by dmding
underlying profit atinbutable to ordinary shareholders by
the monthly average of ordinary sharsholders’ funds

{#) Net interest margin in 2007 reflects the sale of Drive in 20086
The equivalent margin for 2006 1s 172%

Notes relating to the 2003 financial information
(5) Excluding exceptional items

(6} Debt In 1ssUe comprses debt secunties N 1ssue and
subordinated habilties

(7) The underlying cast Income ratio ts calculated exchuding
exceptional items and goodwill amortisatian and after
netting operating lease depreciation, amounts wntten
off fixed asset Investments and general Insurance clams
aganst operating income



Retail

In this section
you will find.

18 Strategy

18 2007 Performance

23 Risks and Uncertainties
24 Prospects

Retail is the UK’s biggest
provider of liquid savings.
Our multi-brand approach
offers customers a range
of simple, value for
money products.
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Divisional
Summary

Our Products and Markets

Simple, value for money products

Using a muth brand strategy, Retall provides a range of personal and business
banking products and services to 23 milion customers through a broad
distribution base including branches, direct mail, telephone and internet services
A further review of the key markets n which we operate and our performance

s set out In the aperational performance section on pages 221023

Banking

Our bank accounts range from full facibes current accounts to basic social
banking faciities HBOS remamns at the forefront in the development of the
personal barking market and continues to challenge the trackhonal high street
barks' approach to personal banking, offering excellent value for money products

Savings

HBOS Js the market leader in respect of hquid savings with a 16% share of UK
Household Sector Liquid Assets Savings products are offered through the four
prands of Halfax, Bank of Scotland, Birmingham Midshires and Inteligent Finance
Products cater for all elements of the savings market including childrens’ accourts,
tax free savings, fixed rate and regular savings accounts The UK savings market
offers good long term growth opportunities As market leader and with muitiple
brands in this market, we are well placed to capture profitable growth in savings

Mortgages

We offer a broad range of products to suit the circumstances of the maorty
of potential borrowers, targeted through the five brands of Halifax, Bank

of Scatland, Bimingham Midshires, intefigent Finance and The Mortgage
Business Products focus predorminantly on pnme residential mortgages but
also cover a range of more specialist needs Inteligent Finance’s mortgages
cater for the offset mortgage market, where customers’ savings and banking
balarces are utlised to reduce the level of mortgage repayments

Personal Loans and Credit Cards

Personal Loans and Cradit Cards are both offered through the Halfax,
Bank of Scottand and Intefigent Finance brands  Credit Cards are also
provided through a number of affirity brands such as chanty cards where
a proportion of ncome earned 1s danated to the chanty

Business Banking

The business barking products offered through the Bank of Scotland Business
Banking brand compnses a full range of banking services to small businesses,
typically those with an annual turnover of up to g£im

Other Retail services

Retail also operates a number of jont ventures, such as Sainsbury’s Bank
and through our distnbution netwark Retail distributes the Group's long term
investment, pension and fe assurance products, making HBOS the number
one bancassurer in the UK Additionally, we provide a host of other anciliary
actvities including estate agency services through our Halifax Estate Agency
chain, valuation services via our Colley's Valuation & Surveying Services
business, and share dealing services through Halifax Share Dealing Lid

Growing the UK franchise
Targated international growth
Cost leadership

Capital discipline

Colleague development
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Our Strategy

W offer our customers easy to understand, competitively
pnced and straightforward products which, combned with
a rigorous approach 1o cost control and nsk managerment,
enables us to convert carefully selected growth in sales Into
long term growth in shareholder value

Growing profitable market share of retail products
We believe that our uniquely strang sales and distnbution
model will allow us to grow profitable market shares of
between 15% and 20% in the core markets In which we
operate Our approach 1s based on offerng custorners
better value products, providing them with excellent
service levels and ensuring we treat them fairty

Controlled credit nsk - balancing nsk and growth

We carefully judge the appropriate pace of growth in different
markets according to prevailing and expected conditions

We continually re evaluate our credit nsk underwnting critena
and have, where necessary, made refinements to our credit
sconng techniques and methods to ensure that the level of
nsk we are accepting 1s commensurately pnced

Provide consistently good customer service

We aim to imprave our customer ratings for satisfaction with
our service compared to cur banking peers We achieve
this by iImproving the day to day interactions between our
colleagues and customers, by streamiining our processes
and by introducing new services to meet customer needs

Cost leadership

Qur cost leadership postion is now well established

We aim to continue to control costs, allowing us 1o absorb
business volume growth, whilst at the same time Investing
in inbatives amed at generating future revenue growth
thus further reducing our costincome ratio which, In turn,
allows us to invest in good value products for customers

HBOSplc Annual Report and Accounts 2007

Key Performance Indicators

Qur key performance indicators are used to measure
progress against our strategy

17

MBIAIBAQ

MIINDY Ssauisng I

2OUBUIGAOD)

SJUBLLIAIRIG [BIOUBUI



18 HBOSplc Annual Report and Accounts 2007

Retall

Strategy

Retail's strategy 1s focused on creating shareholder value
by delivering supenor customer value across a broad
spectrum of products and distribution channels We offer
our customers easy to understand, compstitively priced
and straightforward products which, comtyned with a
rigorous approach to cost control and nsk management,
enable us to convert carefully selected growth in

sales inta long term growth in shareholder value

We beleve that our uniquely strong sales and distribution
model will allow us to grow profitable market shares of
between 15% and 20% In the core markets in which we
operate Our approach 1s based on offering customers
better value products, providing them with excellent
service levels and ensunng we treat them fairly

Utihsing our multl branded product range and broad
distribution model we will

Grow profitable market share through offering good value
products that attract new customers and encouraging
existing customers to increase their product holdings
with us

It 1s our aim to ensure that we remain at the forefront 1n banking
by continually challenging the traditonal high street banks and
growing our market share in this segment Business Banking
also offers substantial opportunities for profitable growth and
we aim to grow the market shares and profits in this business

As well as attracting new customers with innovative and value
adding products, we am o maintan long term relationships
with our customers and meet a greater share of therr financial
needs We will achieve this through providing excellent service,
offenng additional products that are more effectively targeted to
meet custorner needs and providing extra value that recognises
the customer relationship with us

Target growth that achieves the night balance between nsk
and reward

We carefully judge the apprepnate pace of growth in different
markets according to prevailing conditions and our expectatons
of how they will evolve We continually re evaluate cur credit

nsk underwnting cnteria and have, where necessary, made
refinements to our credit scoring techniques and methods to
ensure that the level of risk we are accepting on to our balance
sheet 15 commensurately pnced for and that we attain the
appropnate level of retum for the nsk being underwriten

Growing the UK franchise
Targeted international growth
Cost leadership

Capital discipline

Colleague development

www hbospic com

Provide consistently good customer service

Our abjective In this respect s to Improve our customer ratngs
for satisfaction with our service compared to our banking
peers We achieve this by improving the day to day interactions
between our colleagues and customers, by streamiining our
processes and by introducing new services to meet customer
needs We measure our relative performance through a
telephone survey of our customers and those of our banking
peers administered by an independent research agency

Keep tight controi of costs

Qur credentials in respect of cost contro! within Retad are now
well established Qur aim 1 to continue to control costs, allowing
us to absorb business volume growth, whilst at the same time
irwesting in iniiatives amed at generating future revenue growth
and further reducing our cost Income ratio

2007 Performance

Undertying profit before tax in Retall decreased by 13% to
£2,049m {2006 £2,364m), predominantly reflecting more
subdued growth at lower margins Underlying net operating
income fell by 2% whilst underlying operating expenses were
Just 1% higher As a result the cost Income ratio Increased to
39 7% (2006 38 4%)

Credit expenence unfolded largely as expected with the
imparment losses 1n the second half of the year (£616m)
lower than that in the first half (£678m), resulting n a full
year charge of £1,294m (2006 £1,097m), an increase

of 18% However, mpared loans fell to 2 53% (2006

2 72%) of closing advances, reflecting improvements

in both secured and unsecured portfolios

Mortgage sales improved in the second half following a
disappointing first half performance Savings and Bank
Account sales were strong throughout the year whilst
lower sales in unsecured lending reflected our continued
cautious approach and reduced appetite for such risk

Improving customer security

Cur new security centre was
launched on www halifax co uk
and www bankofscotland co uk to
help improve customer security It
provides adwvice on tools including
firewalls and anti virus software



Incomea Statement
Underlying net interast iIncome
Underlying non interest ncome
Mortgages and Savings
Banking
Business Banking
Personal Loans
Credt Cards
QOther
Fees and commission Income
Fees and comMMISSION expense
Other operating income

Share of (osses)/profits of asscciates
and jointly controfied entites

Impairment ¢n investment secunties
Underlying net operating income
Underlying operating expenses

Staff

Accommodation, repairs and
mamntenance

Technology
Marketing and commurcation

Depreciation Property and equipment
and intangible assats

Other

Sub total

Recharges
Technology
Accommodation
Qther shared services

Underlying operating profit
before provisions

Impairment losses on loans and advances
Underlying operating profit

Non gperating Income

Underlying profit before tax

Net interest margin

Imparment losses as a %
of average advances

Cost ncome ratio

Loans and advances to customers
Risk weighted assets
Customer deposits

Mobile banking boost

In August, a seventh mobile bank
joned HBOS's fleet of vehucles
serving remote Scottish locations

www hbosplc com

Year
anded
3112 2007
£m

4,009
1,304
489
an
4
123
245
50
1,418

(14)
3

@
(22)
5,403
2147
(1,086)

9
(52)
{174)

(70)
{84)
{1,475)

(257)
(274)
(141)

3,256
(1,294)
1,962
87
2,049

166%

053%
9 7%

£253 4bn
£117 8bn
£158 3bn

Year
ended
3112 2006
em

4,188
1,352
493
428
31
108
286
49
1,396
{66)
20

2

5,540
(2127
(1,058

(10)
&4
(179)

(89)
(101)
{1,468)

{263)
(262)
{133)

3413
(1,097)
2,316

48
2,364

178%

048%
38 4%

£2377bn
£112 4bn
£144 6bn
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Operating Income and Margins

Total net operating Income decreased by 2% to £5,403m
(2006 £5,540m) with net interast ncome 2% lower at £4,099m
(2006 £4,188m) and nan interest income 4% lower at £1,304m
(2006 £1,352rm)

Fees and commissions ncome grew by 2% to £1,418m
{2006 £1,396m) Growth in Banking fees was parhally

offset by a reduction in Credit Card fee income and lower
comimissions from the sale of Repayment Insurance in
relation to unsecured lendmg products Ex gratia refunds to
custormers In respect of bank charges have been reparted
outside of the underlying results as they relate predominantly
to fees charged i prior years The increase n fees and
commissions expense predominantly reflected growth in
mortgage fees paid in respect of customer retention

The table below summanses the movements in net interest
margins and spreads

Year Year
endad ended
3112 2007 3112 2008
Net Intarast Margins and Spreads £m £m
Net Interest Income
Interest recevable 17,511 14,331
Interest payable {13,547) (10,284)
Capital earnings 135 141
4,099 4,188
Avarage Batancas
Total Interest earming assets 246,838 235,371
Interest bearing habiites
- deposits 157,353 145,756
- other 89,485 89,615
Jotal interest bearing liabihbes 246,838 235,37
Average Rates % %
Gross yield on interest earning assets 710 608
Cost of interest bearing labiites {5 49) 439N
Net Interest Spread 161 172
Capital earmings 005 006
Net Interest Margin 166 178

Growing online

The Halifax and Bank of Scotland
online banking service now has
2 4m active users
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Retall
continued

The net nterest margin fell by 12bps compared to the previous
year with the key movements as follows

Movement In margin Basis paints

Net interest margin for the year ended

31 December 2006 178
Mortgages and Savings a7n
Banking 7
Credit Cards &}
Capital Earnings 1)

Net interest margin for the year

ended 31 December 2007 166

In aggregate, product spreads fell by 11bps in the year The
highly competitive conditions in the morigage market In the
first half, combined with the adverse impact of ncreased
wholesale funding costs and a more compettive savings
market In the second half of the year, led to a 17bps fall n the
combined Mortgages and Savings spread The contribution
from Banking improved by 7bps, reflecting a combination

of balance growth and improved product spreads

The cost of LIBOR based wholesale funding increased
significantly n 2007, particularly in the second half of the

year In 2007, the average one month LIBOR to Bank Base
Rate differential ncreased to 33bps from 17bps in 2006

This difference was more pronaunced in the second half of
2007 at 48ops compared to 20bps in the first half The overall
Increase in one month LIBOR funding cost In the second half
of 2007 compared to the first half of 2007 amounted to £72m

Operating Expenses

Underlying operating expenses were up Just 1% to £2,147m
(2006 £2,127m), reflecting the benefits of cost saving inbatives
instigated in prior years together with new efficiencies ansing
from our ongaing cost management programme  These
benefits allow us to absorb both volume related increases
and reinvest In the future development of the Retail business
The cost Income ratio ncreased to 39 7% {2006 38 4%)

Most parent friendly bank

For the fourth year running, in
2007 Halifax receved Tommy's
‘Most Parent Frnendly Bank”

Growing the UK franchise award

Targeted intarnational growth
Cost teadership

Capital discipline

Colleague development

www hbosplc com

Credit Quality and Provisions

Overall credit quality remains strong with 83 0% (2008 92 7%)
of customer loans secured on residential property Total
imparred loans fell to 2 59% (2006 2 72%) of closing advances

Impairment losses as a percentage of average advances
were 0 53% (2006 0 48%) Total mparment losses
increased by 18% to £1,294m (2006 £1,097m), comprising
£28m (2008 £108m) for secured lending and £1,266m
{2006 £989m) for unsecured lending Provisions as a
percentage of closing advances were unchanged at

0 89% (2006 0 899, and total prowisions coverage of
impaired loans increased slightly to 34% (2006 33%)

Loans past due up to three months but not impared
total £7 3bn (2006 £6 8bn}

Secured Impairments

Total mpaired secured loans increased to £4,234m (2006
£4,047m), but fell to 180% (2006 1 84%} as a percentage

of closing advances Mortgages in arrears but not n
possession also fell to 167% {2006 170%) of closing
advances Manstream arrears decreased but specialist
arrears increasad In ine with our expectations We take
comfort from the strength of collateral within our mortgage
portfolio with the average ndexed Loan to Value (LTV) of the
portfolio remaining at 44% (2006 44%) and 65% (2006 62%)
of mortgages having an LTV of less than 70% New lending
duning 2007 had an average LTV of 65% (2006 64%)

Secured provisions as a percentage of closing advances
decreased to 0 14% (2006 019%) Low rates of new
business delinguency have continued throughout 2007
Lower secured Impainment losses and the stabte LTV of the
imparred portfolio have supported a reduction i provisions
coverage of imparred joans to 8% (2006 10%), in Ine with
the half year The average LTV of the impatred mortgage
portfolic remained at 57% (2006 57%) The equivatent
figures for mpared mamnstrearm and specialist mortgages
were 52% (2006 52%) and 66% (2006 658%) respectively
The secured Impainment charge as a percentage of
average advances decreased to 0 01% (2006 0 05%)

Two prestigious awards

HBOS scooped ‘Best Banking
Provider' and ‘Best Student
Banking Provider' at the Your
Money magazing awards
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Cases 000s Total Mortgages % Value of Debt £m” Total Mortgages %
Arrears 3112 2007 3112 2008 3112 2007 3112 2006 3112 2007 3112 2006 3112 2007 3112 2006
Mainstream 263 283 116 117 2,274 2,362 133 146
Speciahst 93 78 197 176 1.627 1,366 259 240
Totat 356 361 130 126 3,901 3,728 167 170
* Value of debt represents total book value of mortgages in arrears
Unsecured Impairments Bank Accounts

Total mpaired unsecured loans reduced to £2,322m {2006
£2.411m), representing 13 04% (2006 13 17%) of closing
advances Provisions as a percentage of closing advances
increased to 10 78% (2006 9 28%), with provisions coverage

as a percentage of mpanred loans beaing further strengthened
10 83% (2006 71%6) Whilst mpairment losses for the year as a
whole Increased by 28% to £1,266m (2006 £989rm)}, the second
half charge of £576m was, as expected, lower than the first half
charge of £690m

Personal Loans

imparred personal loans decreased to 16 1% of closing
advances (2006 170%) Provisions as a percentage of closing
advances Increased to 12 9% (2006 11 5%)

Credit Cards

Imparred loans decreased to 15 0% of closing advances

(2006 15 4%} Provisions as a percentage of closing advances
Increased ta 13 1% (2006 11 4%} Continued stability In
overdrawn hmits and utihsation levels 1s encouraging whilst the
ncrease In arrears rolt rates reflects a tightening of controls over
repayment plans, ensuning that higher nsk accounts continue to
miove through collections more quickly

3112 2007 3112 2006

% %

Grecht utihsation 276 281
Overdrawn Iimits @ 71 63
Arrears roll rates® 638 581

" percartage of total avalable credit Ines that are drawn down excluding
unutilsed expired cards

® percentage of aCCOUNtS In excess of credit hmit

® percentage of credit card balances in arrears that have worsened in the penod

Best overall business bank

Bank of Scotland Business
Banking has, for the second year,
been named as ‘Bast Overall
Business Bank’ at the Business
Moneyfacts Awards 2007

impaired loans have decreased to 5 0% of closing advances
{2006 5 3%) Provisions as a percentage of closing advances
increased to 4 1% (2006 3 6%)

Business Banking

imparred loans have ncreased to 6 5% of closing advances
{2006 5 3%) and provisions as a percentage of closing
advances increased to 3 6% (2006 3 5%) Thisis n ine with
expectations given the current stage in the evolution of this
business

(The information set out below and overleaf forms an integral
part of the audited financial statements as described in the
Accounting Policies section of the Financral Staterments on
page 160)

As at Asat
Asset Quality Information 3t12 2007 3112 2008
(1) Exposure
£bn £bn
Loans & advances to customers 2534 2377
Impairment provisions on advances 23 21
Loans & advances 1o customers before
impaimment provisions 2557 2398
Classification of advances* % Y%
Residential mortgages 926 921
Other personal lending
Secured Personal Loans 0.4 06
Unsecuraed Personal Loans 37 37
Credit Cards 27 30
Banking 06 08
Total 1000 1000
Analysis of residential mortgages % %
Mainstream balances 732 740
Specialist balances™ 268 260
Total 1000 1000
Naw business profile of residenhal mortgages Y %
Mainstream balances 697 693
Specialist balances 30.3 07
Total 1000 1000

* Before imparmert provisions
**Compnsing predominantly buy o let and self cestficated mortgages
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Retall
continued

(1) Credst Quality and Collateral

Loans and advances to customers
are analysed as follows*

Nerther past due nor impared

Past due up to 3 months but
not impaired &

impaired
Total

Loan to value analysis of residential
mortgage book

Less than 60% (averaging 28% 2006 28%)
60% to 70%

70% to 80%

80% to 80%

Greater than 90%

Total

Average loan 1o value
Stock of residential mortgages
New residential lending
Impared mortgages

Note LTV analysis 1s based on indexed valuation
for stock and valuation at inception for new loans

Impaired loans*
Secured
Unsecured
Total

Impared loans*
Past due 0 to 3 months
Past due 3 to 6 months
Past due 6 to 12 months
Past due over 12 months
Recoveres
Possession
Total

Impalred loans as a % of closing advances

Secured
Unsecured
Total

Growling the UK franchise
Targeted international growth
Cost leadersinp

Capital discipline

Colleague developmaent

Asat
3112 2007

£bn
2418

73
66
255.7

%
467
182
183
13.3

35
1000

%

65
57

£m
4,234
2,322
6,556

£m
165
2,302
1,383

1,840
332
6,556

%
180
1304
259

As at
3112 2008

£on
2265

68
65
2398

457
185
188
153
37
1000

44
64
57

4,047
2411
6,458

£m
253
2,166
1,311
597
1,814
37
6,458

184
1317
272
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Impairment provisions on advances £m £m
Secured 330 408
Unsecured 1,919 1,700
Total 2,249 2,108

Impairment provisions asa %

of closing advances % %
Secured 014 ¢19
Unsecured 1078 929
Total 089 089

Impairment provisions as a %

of impared loans % %
Secured 8 10
Unsecured 83 Al
Total 34 33

* Before imparmant provisions

u included in loans and advances that are nether past due nor impaired are
£227m (2006 £231m) that would have been past due or impared had their
terms not been rensgohated

& Sacured £6 7bn (2006 £6 1bn) and unsecured £0 Bbn (2008 £0 7bn)

(End of information that forms an integral part of the auaited
financial statements }

Operational Performance

Lending Growth
Overall, loans and advances grew by 7% to £253 4bn (2006
£237 7br) with the key components of growth as follows

Mortgages

The mortgage market has remained strong throughout

most of 2007 and ended the year with gross lending totalling
£362bn (2006 £345bn) However, the market has recently
seen a general slowdown in new business volumes

In the first half our share of net lending was 8% In the second
half of the year, we benefited from improvements in ioth sales
and customer retention resulting in a net lending share of 22%
Our full year grass lending market share was 20% {2006 21%)
and this, together with a reduction in prncipal repaid market
share to 23% (2006 24%), resulted In a net lending market share
for the full year of 15% (2006 17%)

Our stock of mortgage assets ended the year at £235bn
{2006 £220bn) The qualty of the portfolo remaned strong
as evidenced by stabilty in the LTV of new business at 65%
{2006 84%) and the overall book at 44% (2008 44%)

Best overall lender

For the sixth year in a row at the
Your Mortgage awards, Hahfax
was awarded ‘Best Overall
Lender’, underlining the quality
of service and market leading
products on cffer
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Unsecured Personal Loans

The unsecured personal loans market remans competitive
Both the unsecured personal loans gross lending market

and stock balances were aimost unchanged in 2007 aganst
2008 Aganst this backdrop, we cantinue to focus on the
acquisition of better quality business and marketing to existing
customers We have continued to increase the use of advanced
pncing techriques to optimise customer profitability We have
maintaned our share of gross lending at an estimated 10%
{2006 10%) of the gross personal loans market Balances
remarn stable at £6 6bn (2006 £6 Bbn), with our market share
of stock at 10% (2006 9%)

Credit Cards

In 2007 we continued ta focus on the acquisition of higher
qualty Credit Card business and acquired 690,000 new credit
card accounts (824,000 including those acquired through our
JV partners), resulting in an estmated market share of 12% of
new accounts Total cardholder balances outstanding reduced
by 3% to £6 8bn (2006 £7 Obn) compared with a reduchon of
2% i the market, reflecting our lower appetite for new business
and the continuation of our palicy to proactvely ighten crecit
avallabity

Customer Deposits

The second half of the year saw very strong growth n
deposits reflecting the strength of our savings franchise
Deposits Increased by 9% to £158 3bn (2006 £144 Bbn)

Retail Savings

Savings deposits increased by 12% to £139bn (2006 £124bn),
compared to an estmated market growth of 8% Competition
for new deposits In the Savings market has ncreased markedly
Growth was achieved across all our brands, demonstrating the
strength and diversity offered by our retall savings franchise and
reinforcing our position as the UK's largest savings provider with
an estimated share of Household Sector Liquid Assets of 16%
{2006 16%) Strong inflows, In particular, were achieved through
the Bank of Scotland and Birmingham Midshires brands and the
branch based Halifax Guaranteed Saver product

No 1 for savings

HBOS 1s the UK’s number
one savings institution,

and i1s responsibla for 16p
of every £1 saved in the UK
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In addition to net inflows, we continue to grow our customer
base and remain committed to encouraging the next generation
of savers Two million new accounts were opened dunng the
year of which 126,000 were children’s accounts 600,000 of

all new accounts were opened by new fo franchise customers,
of which 90,000 representad children's accounts

Bank Accounts

The launch of the Utimate Reward Current Account, which
offers a package of benefits in return for a monthly fee, has
helped us to acquire one millon (2606 879,000) new accounts
this year of wihich 75% (2006 77%) are full faciities We have
an estimated market share of new current accounts of 22%
{2006 22%) The strength of our barking proposition has been
recognised by the Your Money awards for ‘Best Student Bank
Account’ and 'Best Bank Account Provider’ n 2007

Business Banking

Our highly competitive market offering 1s designed to attract
better quality business banking customers from the competiion
Dunng 2007 some 14,600 (2006 15,800) SME businesses
switched to us This quality business has contributed to a

16% ncrease in total ncome 2007 also saw the launch of our
innovaitive Total Business Accourt, the first business account to
offer the full functionality of a current account with the benefit of
a market leading deposit rate

Reflecting the continued success of our business banking
market offenng, in February 2007 Bank of Scotland Business
Banking was named 'Best Overall Business Bank’ for the
second consecutve year by Business Moneyfacts

Risks and Uncertainties

The key nsks and uncertantes faced by Retall include a stow
down in the UK economy, a deterioration in the UK housing
market, both in terms of falling house pnces and reduced
volumes, competitive pressures, avallability of funding and
regulatory and legislative change

A significant detenoration 1n the UK economy driven by
matenally higher unemployment and/or interest rates could
lead to a contraction In the mortgage market or faling house
pnces and bring further pressure to bear in the unsecured
tending market, both of which could result in a downturn in
business volumes leading to lower revenues and an increase
In imparment losses

Best buys

In August, Moneyfacts selected
Halifax Web Saver, Halifax Extra
Income Saver and Sansbury's
Internet Saver as consisient
best buys
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Retail
continued

UK house price inflation slowed markedly in the second half

of 2007 reflecting reduced affordability of borrowers and less
avallability of credit from martgage lenders While falls n house
prices do not, In themselves, lead to higher impaiment levels,
there 15 an ncreased nsk that borrowers are unable to refinance
to lower mortgage rates This, together with a reduction in

the vahue of mortgage collateral, could lead to an Increase

i imparment losses

In mihgation of these two facters, we have, over the last two to
three years, taken a cautious approach to unsecured lending
which has sesn balances in these markets decline relatve to
our competitors Further, in secured markets, the average loan
to value in our mortgage book gives significant cushion in the
event of faling house pnces

The UK retail banking market 1s relatively mature and competition
18 strong Qur ability to continue to grow and delver our
medium tarm strategrc target of a market share of 15% 20%

at acceptable retums to sharsholders will be affected by
competitor activity Our low cost operating model together with
our significant customer base and multiple brarxds gives us the
strategic advantage to operate effectively and deliver a robust
performance i the prevailing conditions

Regulatory mtervention 1s an ongoing feature of UK retail
banking and changes could affect the profitability of aur
business The main regulatory nsk to Retall anses from the
angong Investigation nto bank charges where HBOS 1s one of
eight banks Involved In a test case to resolve legal uncertainties
conceming the farmess and lawfulness of unarranged overdraft
charges The test case was heard in January and February
2008 and we await the outcome

Our ability to generate profitable growth depends on the prcing
and avallabilty of both retal and wholesale funding To mitigate,
we will utiise our enviable savings franchise to attract reta
deposits and be very selective about our growth in assets,
making Judgements on the trade off between volume, margin
and credrt nisk

Growing the UK franchise
Targeted international growth
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Prospects

In 2008, a slowing UK economy and the effects of the
dislocation In financial markets are expected to contribute to
a moderation in the markets for UK credit based products
and a substantial ncrease n competition for retall deposits
House price inflation is expacted to be flat m 2008 Housing
transactions are ikely to fall from the levels seen in 2007,
although the higher level of product cessations expected in
2008 will continue to underpin the re mortgage market The
underlying fundamentals of the housing market remain strong
and we do not expect a senous downtum n the housing and
mortgage markets In this environment, we will continue to
favour profitable mortgage lending over market share with a
selective approach to the trade off between volurne, margin
and credit nsk

We expect to continue to build upan the strong performances
of both the Savings and Banking businesses In Savings, our
mults brand, multl channel franchise and status as the number
one savings business in the UK give us an important advantage
in a tougher overall funding environment

New mortgage pricing 1$ more favourable, which helps 10 offset
more volatile funding costs and should lead to greater stability 1n
the Retal margin

Given the subdued condition of the consumer credit market,
higher levels of Indebtedness and affordablity stretch, we will
maintain our cautious approach to growth in Credit Cards and
Unsecured Personal Loans The slowng UK economy wil put
pressure on unsecured borrowers and consequently we expect
further reductions in the leve! of unsecured imparment logses to
be gradual

The ongoing investigations Into bank charges and payment
protection msurance may both lead to changes In pricing
structures in those markets, however following the conclusion
of these Investigations we will have more certainty on the
regulatory ervironment and will be able to plan accordingly

QOur more cauticus approach to credit risk and tight control of
costs in recent years means that we are well posiioned to trade
sffectively through more difficult condihons, and oL strong
customer franchise and mult brand sales and distnbution
capabiity prowide a long term source of competitive advantage

Five stars for intermediaries

Al five HBOS morigage
intermediary brands recaved

the acclaimed five star award for
servica from the Financial Adviser
magazine i November 2007
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Our strategy of asset class
management continues

to enhance our customer
relationships through
focused and dedicated
relationship management.
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Our Products and Markets

Corporate has a tong hustory of providing mnnovative and tailored products
and services Yo customers in markets where we have proven knowledge
and real expertise We cover the full range of corporate customers, defined
as those with turnover in excess of £1m

Real Estate

Provides funding solutons for clients operating manly in the property Investrment,
praperty development and house bullding sectors We have extensive expenence
of commercial and residential property finance and assist clients with establishing
portfolios, buyng business premises and refinancing existing properties

Commercial

Offers a range of lending, deposit and traditional money transmission products,
focusing on the needs of UK businesses with turnover greater than £1m, through a
regional presence and the development of a direct offenng, including asset finance
In Scotland, we continue to enjoy a market leading position, whilst England and
Wales represents a significant growth opportunity

Jomnt Ventures

Provides two man products an integrated funding package compnising a
wide range of finance (eg, debt, equrty, mezzanine, loan stock) to asset backed
comparnies in the UK and Europe, and debt funding to European property
comparies Typically, significant equity stakes of up to 50% are taken when

an integrated funding package 1s suppked This enables participation in the
operational decisions of the INvestee comparies and generates Investment
returns for Corporate

Integrated, Structured & Acquisition Finance

One of the UK's leading providers of debt for buy outs for well over a decade,

our flexible approach evaluates each transaction on its own ments, but with an
emphasis on partnenng with pnvate equity houses that have a strong Yrack record,
and often a Jong standing relationship with Gorporate Our lending to buy outs
across the UK and continental Europe 1s managed by a specialist team, providing
continuous feedback to the ongination teams on partfolio performance

Specialised Industry Finance (‘SIF’)

Consisting of fiva distinct specialist areas, 8IF's Housing and Infrastructure
businesses pravide debt funding solutions and nsk capial Investments in essential
economic and socsal nfrastructure projects via govermment PAl and PPP projects
in the UK, ireland, and Europe The Energy business consists of an Oif & Gas
team and a Renewables team which provides funding to the renewable power
generation sector primarily across Europe Telecoms & Media covers cable, fixed
and mobile telephony, wireless infrastructure, broadcasting, advertising and
publishing, and our Transport business provides funding solutions to the manne,
ral and aerospace markets

Asset Solutions

The focus of the business is to develop, deploy and manage a surte of specialist
products to defined market sectors, ncluding cansumer point of sale, contract
hire, public sector and specialist leasing
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Our Strategy

Our six asset classes provide us with cntical mass in a
diverse range of markets Our sector specialisation allows
us 1o better understand our customers’ needs, strengthen
our relatonships and Increase our competitive advantage

Selective asset growth

We continue 1o seek qualty opportunities at the nght pnce
and with the nght pariners, concentrating on returns rather
than volumes and remaining focused on maximising sell
down opportunities

Controlled credit nisk
Selective specialisation and strong client partnerships are afl
designed to manage the balance between nsk and return

Cost leadership

Cost disciphine for Carporate means dnving value for
money from all expenditure by understanding fulty why

we ncur costs and how they support our stated objectives

HBOSplc Annual Report and Accounts 2007 27
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Corporate

Strategy

Qur strategy 15 one of asset class management, using
specialisation within teams to develop a deep understanding
of the dynamics of a market, giving us a clear competitive
advantage and a distinctive position in the marketptace This
allows a more focused approach to our selected markets
Bringing together the onigination and asset management teams
In our chosen asset classes ensures that we align our activities
and allows us o balance value protection with value creation
Our clients benefit from the combination of expertise, versatility
and long term commitment, allowing us to provide superor
customer service This approach, with the awn of delivering
significant and sustainable shareholder retums, has seen
Corporate’s results grow from strength to strength

The key aspects of our strategy to delver our overall objective are

Selective asset growth, whilst preserving strong margins
and exercising vigitant credit sk management

Qur focus on asset class management delivers growth
opportureties to allow us to add to the sectors in which

we are already market leaders and support strong growth
in other selected markets We continue to seek quakity
opportunities at the nght pnce and with the nght partners,
concentrating on retums rather than volumes and remain
focused on maximusing sell down opportunities Our
shareholders bensfit from an operating model designed to
generate significant and sustanable shareholder retums

Drive value for money from all our expendrture

Cost discipline for Corporate means dnving value for
money from all expenditure by understanding fully

why we Incur costs and how they support our stated
ohjectives We will continue to challenge how we can
deliver a supenor service, from nnovation and delvery of
differentiating strategic projects, while minimising costs

2007 Performance

Underlying profit before tax n Corporate increased by
319% to £2,320m (2006 £1,776m) This was pnmanly dnven
by a strong performance from our non interest Income
revenue streams, with underlying non mterest income
having increased by 66% to £1,746m (2008 £1,053m)

Undertying operating expenses increased by 9% resutting
n an improved cost income ratic at 23 2% (2006 26 9%)

Credit quality remained sound in 2007 although defaults were
at a higher level than the histoncally low figures seen in 2008
Imparment losses increased by 40% to £602m (2006 £429m),
representing 0 61% of average advances {2006 0 50%)

Loans and advances to customers increased by 22% to

£109 3bn (2006 £88 6bn), largely dus to strong anginations and
lower levels of refinancing and sell down activity m the second
half of the year

Growmg the UK franchise
Targeted international growth
Cost leadership

Caphal discipline

Colleague development
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income Statement
Underlying net interest income
Undertying non nterest income
Commmitment fees
Guarantee fees
International fees
Transaction fees
Underwriting fees
Other
Fees and commission income
Fees and commission expense
Profit on sale of Investment securties
Operating lease rental ncome
QOther operating Income

Share of profits of associates and
jointly controlled entities

Operating lease depreciation
Imparment on investment securities
Underlying net operating income
Underlying operating expenses
Staff

Accommodation, reparrs and
mantenance

Technotogy
Marketing and cemmunication

Depreciation Property and equipment
and intangible assets

Other

Sub total

Recharges
Technology
Accommodation
Other shared services

Underlying operating profit before
provisions

Imparment icsses on loans and advances
Underlying profit before tax
Met interest margin

Impairment losses as a % of
average advances

Cost ingome ratio

Loans and advances to customers
Risk weighted assets
Customer deposits

Entreprensurship in action

In a bid to find some of the UK's
meost exciting entrepreneurs,
Corporate launched the £25m
Entrepreneur Challenge with
The Sunday Times

Year
ended
3112 2007
£m

2,061
1,746

16
59
129
140
432
32)
463
1,307
354

232
(973)
(a7
3,807
(885)
{507)

{6
{16)
(35)

(45)
(125)
(734)

(51)
(53)
(47)

2,922
(602}
2,320
206%

061%
23 2%

£109 3bn
£129 Obn
£44 1bn

Year
ended
3112 2006
£m

1964
1,053
45
27
49
63
93
104
381
@3
224
1,021
159

156
(796)
6%
3.017
812)
(467)

H
(16)
32

31
{87
647

(50)
{53)
62)

2,206
429
1776
225%

050%
26 9%

£896bn
£106 5bn
£325bn
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Operating Income and Margins

Underlying net operating income mcreased by 26% to £3,807m
{2006 £3,017m) Underlying net interest ncome increased by 5%
to £2,061m (2006 £1,964m) and underlying non interest ncome
increased by 56% to £1,746m (2006 £1,053m) The net interest
margin has narrowed in 2007 primarly due to competitive
pressures In the first half and changes to the asset mix

Movement in margin Basis points

Net interest margin for the year ended

31 December 2006 225
Lending margins (19)
Deposit margins 1
Capttal earnings m

Net interest margin for the year ended

31 December 2007 206

Net fees and commission income increased by 12% to £400m
(2006 £358m) as a consequence of strong new business flows

Revenues from the Corporate investment portfolio (i, profit

on the sale of nvestment securnties, other cperating Income,
share of profits of associates and jointly controlled entities,

less impairment on Investment secunties} increased to £1,012m
(2006 £470m) As at 31 December 2007, the book valus of the
investment portfolio had increased by 54% to £4 Obn (2006
£26bn) The stock of unrecogrised gains in the INvestment
portfolio at 31 December 2007 remained broadly unchanged
from the beginning of the year

Operating Expenses

Underlying operating expenses have increased by 9% to
£885m (2006 £812m) dnven by an increase in performance
based rernuneration and further Investment in our nsk
management capabiliies Gur continued focus on cost
discipline combined with strong ncome growth has resuited
In a further Improvernent in the cost ncome raho to 23 2%
(2006 26 9%}

Funding accolade

Voted for by UK property experts,
Corporate was crownad ‘Funding
Partner of the Year' at this year's
2007 Property Week Awards
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Credit Quality and Provisions

impaired loans with loss as a percentage of closing
advances increased to 139% (2006 1 30%), and impairment
losses Increased by 40% to £602m (2006 £429m), mamly in
Commercial, where we have reassessed the outlook for a
number of higher nsk credits This resulted in impairment
losses as a percentage of average advances of 0 61% (2006
050%) Impainment provisions were 0 73% (2006 0 82%) of
closing advances

{The mformation set out befow and overieaf forms an integral
part of the audited fnancral statements as descnbed n the
Accounting Policies section of the Financial Staternents on
page 160}

As at As at
Asset Quality Information 3112 2007 3112 2008
{1} Exposure
£bn £hn
Loans and advances to customers 109 3 896
Imparment provisions on advances 08 07
Loans and advances to customers
before mpairment provisions 1101 203
Classiflcation of advancas* % %
Agnculture, foresiry and fishing 1 1
Energy 2 2
Manufacturing industry 4 5
Construction and property
Property investment 19 17
Property development 6 5]
Housing associations 3 3
Housebuilders 3 2
Other property 6 6
Hotels, restaurants and wholesale
and retail trade 11 1
Transport, storage and commurication 6 7
Financal 5 5
QOther services 13 15
Indnicluals 2 3
Non UK residents 19 17
100 100
MBO exit

Integrated Finance Asset
Management exited its 2001
MBO deal with Furniture Village,
having generated a total of
£20m through interest, fee
income and equity gain
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Corporate
continued

(m) Credit Quality and Collateral

Corporate's loans are predominantly secured by fixed and floating
charges These charges allow Corporate a first ranking claim on the
porrower’s assets in the event a default situation occurs

As at Asat
3112 2007 3112 2006
Loans and advances to custormners® £bn £bn
Neither past due nor impaired 104 2 B35
Past due but not impaired 27 &1
Imparec 32 17
Total 11041 903
Loans nerther past due nor impaired® % %
Internal rating
Better than satisfactory nsk 34 26
Satisfactory nsk 52 52
Vigble but monitoring 12 19
High Risk 2 3
Total 100 100
Loans past due but not impared* £m £m
Past due 0 to 3 menths 2,690 3.417
Past due 3 to 6 months 7 536
Past due more than 6 months 23 1,158
Total 2,720 5,111
Impalred loans” £m £m
Past due 0 10 3 months 1,033 227
Past due 3 to 6 months 521 17
Past due 6 to 12 months 645 572
Past due over 12 months 966 7580
Total 3,165 1,720
Impaired loans* £m £m
Impaired loans no loss @ 1,648 557
imparred loans with loss 1,517 1,163
Total 3,165 1,720
Impaired loans with loss as a %
of closing advances 139% 130%
Impairment provisions £802m £735m
Impawrment provisions as a %
of closing advances 073% 082%
Impairment provisions as a %
of mpaired loans with loss 53% 63%

Growing the UK franchise
Targeted international growth
Caost leadership

Capital discipline

Golleague development
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i Included n loans and advances that are nerther past due nor imparred
ara £2m {2006 £89m) of troubled debt restructured loans that would
have been past due or impared had therr terms not been renegctiated

2 Panod relates to when account entered impaired status

® |oans categonsed as impaired no loss represent loans that have
been indmdually assessed as having imparrment charactenstics
but where wa expect, after taking nto consideration collateral and
other credit enhancements, full recovery of both nterest and capital
As we have progressed our Basel Il project we have refined the
categonsation of assets reflected in the year on year increase

= Before impairment provisions

(End of information that forms an integral part of the audited
financial statements )

Operational Performance

Duning 2007, our asset class management made! has continued
to bring focus and specialisation to our customer relationships
This approach has enabled us to selectively maintan lending
growth Pre sell down lencing increased by 30% and post sell
down lending has increased by 22% i the year The recent
market dislocation has not changed our long held strategy of
lending through the cycle As competition has lessened over
the last few months, we have seen more opportunity o use
our undarwnting and prcing skills to capture additonal market
share

Customer depasits ncreased by 12% to £44 1bn (2006
£30 5bri), reflecting a clear focus on raising quallty deposits
in competitive markets

Our nvestment portfolio continued to contribute substantial
revenues, 1n particular through strong realisations Although
current market condrtions have made exits less attractive there
is still significant long term unrealised value n the bock as a
whole

Real Estate

Real Estate accounts for 285 (2006 31%) of our advances to
customers and operates mainty In the property investrnent,
property development and house bulding sectors With the
weakenmg performance of UK property as an asset class,

we have been very selective when considenng new business,
focusing primarily an long standing proven refationships Our
commercial real estate exposures are underwntten pnmanly
against the quality of the tenant covenant, which include strong
underlying cash flows of the businesses to which we have lent,
and n addition are secured on the value of good collateral New
business 1s well spread across the UK, and risk adjusted returns
are Improving

Ground breaking acquisitions

Corporate, along with London

& Regional Properties, acquired
Dawid Lloyd Leisure Ltd for £925m
from Whitbread plc, in the largest
ever transaction in the European
health and fitness sector
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Commercial

Commercial 1s our traditional lending business which
accounted for 24% (2006 25%) of our advances to customers
It 1s principally focused on relationship banking for UK
busineases with annual tumnover greater than £1m Dunng
2007, we have developed our operating model and launched
a surte of competitive and attractive banking products

to serve as a key differentiator In the market place The
Entreprenew Challenge, a recent competitien to find some
of the most exciting and aspirational entrepreneurs across
the UK, 1s a good example of an ntative supporting this
reinvigorated approach It is successfully generating leads
and bulding relationstups with a large number of high qualty
prospects, as we seek to challenge the long held dominance
of the Big Four in Erggland and Wales Consequently, we

are gaining momentumn in terms of our market coverage

Joint Ventures

Jont Ventures accounted for 13% (2006 11%) of our advances
to customers Some 70% of this portfolio related to transactions
with UK based associate and jont venture companies and

30% to European comparies The underlying Industry sectors
are predominantly property based and include housebuiklers
and hotels For the first haif of 2007, property retums remaned
strong although in the second half they were more subdued

Integrated, Structured & Acquisition Finance (ISAF’)
ISAF provides debt for buy outs across the UK and continental
Europe and accounted for 12% (2006 10%) of our advances to
customers Some 70% of this lending supported transactions
in the private equity market In the first half year, when

there was a hagh level of actmvity and the market was very
competitive, we adopted a cautious approach and focused on
transactions led by the highest quality prvate equity houses
This positioned us well for the second half, leaving new lending
largely unfettered by ‘deal overhang' from the first half Over
the years, aur strategy in Integrated Finance has been to seek
robust businesses with significant downside defensibility and
well spread earnings, run by exceflent management teams
Our Integrated Finance business continued strongly in 2007
with 16 new investrnents and 10 realisations being made

Piece of the Pi

Corporate’'s Growth Equity team
took a stake of 20% in Pt Capital,
a unique investment club whose
members mclude socme of the
UK’s top business names

HBOSplc Annual Report and Accounts 2007 3

Specialised Industry Finance (‘SIF’) {formerly
Infrastructure, Housing and Ol & Gas)

This part of our business accounted for 16% (2006 16%) of
advances 1o customers and consists of five discrete asset
classes Housing Finance, Infrastructure Finance, Energy,
Telecoms & Media and Transport

Our businesses have performed wall throughout 2007, Ina
difficult market environment Critical to this has been our ability
to deliver a coherent service offening to customers, through
hespoke products and a dedicated team of professionals wath
the approprate track record and expenence of the industry

Asset Solutions {formerly Asset & Motor Finance)

The Asset Solutions business accounted for 6% (2006 7%)

of our advances to customers and focuses on & number of
defined market sectors, including consumer point of sale,
contract hire, public sector and specialist leasing Whitst margin
pressures continue, further investment In systems and process
engineenng present additional opportunities to enhance our
proposition We continue to strengthen our market leading
position 1 vehicle contract hire through focus on key major
contracts and white labeling opportunities

Risks and Uncertainties

The key nsks and uncertanties faced by Corporate

mclude a deteroration in the UK and Eurcpean econormies,
campetitive pressures, market condrtions not being conducive
to investment portfolio realisations, the recrutment and retention
of appropriately skilled calleagues and the availabilty and cost
of funding

A significant detenoration in the UK and Europeart
economies, leading to reduced profitability mn the corporate
sector and ncreased corporate nsolvencies, could resuft
In an increase In IMparment losses and lower appetite
for bomowing, resulting 1n lower lending volumes and
profitability Further, a fall n commercial property prices
could affect the profitabiity of our real estate lending To
mitigate this, we back property entrepreneurs who have
a track record of operating through the econormic cycle
Qur commercial real estate exposures are not secured
primarlly on the value of the collateral but on the strength
of the underlying cash flows of the businesses we back

Finance for renewables

Corporate's energy and
environmental finance team has
underwnttan more than €750m
for renewable energy projects
over the past four yaars
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Corporate
continued

Competitive pressure on margins Is a key feature in many
segments of the corporate market and i an adverse credit
or competitive cycle our ability to mamnitain approprate levels
of retumns to shareholders may be adversely affected To
mitigate this nsk we maintain an appropriate nsk appetits,
which ss focused on the protection of retums, based on a
strategy of selective lending Our market understanding,
asset quality, sound customer and partner base, praven
track record and sector intelligence (which has been further
enhanced through our asset class management strategy) are
afl designed to manage the balance between nsk and returm

Realisations from our Investment pertfolio could be
adversely affected by a general econorric downtum In
mitigation, we have a well diversified Corporate business
which we balieve will continue to generate sound returns

Many of the division's activities require specialist skills and
axpenence Our abiity to mantain and build on our differentiated
approach to corporate banking will rely on our ability to attract
and retain colleagues with the appropnate expenence

We pnce loans on the basis that we will hold them on
the balance sheet Nevertheless, we have, over the last
few years, Invested in our loan distnbution capabilities
and increased the levels of loans sold down Less kquid
syndication markets could see a reversal of ths trend

Growing the UK franchise
Targeted intemationat growth
Cost leadearship

Capital discipline

Colleague devalopment
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Prospects

The dislocation in financial markets I1s expected to continue

to shape our UK and European markets in 2008 and reduce
the supply of comporate credit As a result, asset margins have
increased recently but asset growth will be slower

In 2007 we toock advantage of excellent market conditions,
particularly In the first half, to realise substantal gains fram our
Investment portfolio Such opportunities are ikely to be much
more restricted In 2008 and, currently, we expect a lower level
of nvestment realisations

The corporate sector in the UK remarns relatively under geared
and companies are generally well placed to service mcreased
debt costs Our commercial property portfolo is expected

to continue to perform relatively well, partially reflecting our
preference for incremental growthin Europe In an ervironment
where commercial property prices are expected to reman
under pressure our primary focus on cash flow based property
transactions, with collateral valuations as support, wilt continue
to drive our nsk based decisions

The tough economic climate 1s bikely to see a nsing trend
In Impairments, but we expect this to lead to only a modest
increase n imparment losses in 2008

Qverall, we anticipate slower asset growth in 2008 and a higher
proportion of onginated assets will be held on the balance sheet
than in previous peniods, when the sl down market has been
more actve

Dexia deal

Infrastructure Finance
successfully completed a joint
financing deal with Dexia and the
European Investment Bank for
central Germany’s €300m A4
Modell motorway project



Insurance &
Investment

In this section
you will find:

36 Strategy

36 2007 Performance

42 Risks and Uncertainties
42 Prospects

Insurance & Investment
manufactures and distributes
a range of life, pensions

and investment products
and personal lines general
insurance products.
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Our Products and Markets

We operate a mulh channel, mult brand model Low cost access 1o
HBOS Retail customers I1s a core strength of our operating model

Investment Business

Our Investment Business focuses on the manufacture and distnbution of individual
Investment funds, bonds and pensions bustness We also offer mortgage related
protection but do not operate I the wider protection market This business mix
covers over 75% of the UK Iife, pensions and mnvestment market We chocse not
to actively market annuty business given the longevity nisk and capital ntensity

of these products The UK investment markets in which we operate offer good
long term growth prospects This reflects the supportive demographic trends

and increasing personal wealth We are well placed to leverage these supporting
fundamentals using our muiti chaninel, mutt brand approach

We have three major distribution channels Bancassurance, Intermediary and
Wealth Management We have by far the largest Bancassurance channel in the
UK, with Halifax branded business distributed pnncipally through branch based
Personal Financial Advisers ('PFAs’} and more complex business through Bank of
Scotland Investrment Service (BoSIS") Client Managers Clencal Medical branded
products are sold through the intermediary channel We also own 60% of

St James's Place (‘SJPY), which 1s a leading provider, adviser and distributor
marketing the Wealth Management sector

General Insurance

Our General Insurance business focuses on buidings and contents household
Insurance, repayment insurance and motor insurance These products

cover around 50% of the UK general insurance market by sales The other
sectors, primarily commercial ines, do not currently offer attractive nsk/

reward opportuniies The household insurance market 1s an attractive growth
opportunity for HBOS given our market leading posttion in the UK morigage
market Housshold insurance 1s soid pnncipally under the Halifax brand through
our Retal branch network [ncreasingly, however, sales are being made via

e commerce and telephone channsls and through the intermediary market

There are two major distribution routes for repayment insurance, the Retall
branch network and third party relationships The esure joint venture underwrites
and distributes all of the Group'’s mator Insurance business under the esure,
Shellas' Wheels, Halfax, Sainsbury’s Bank and First Alternative brands
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Our Strategy

Qur strategy Is to be the UK's leading insurance and
Investment group and reflects the core strengths of our
existing mult channel, multt brand operating model

Growing our market share of personal kines insurance
We aim to leverage the growth opportunities from seling
househotd msurance through the Retad branch network,
and will utiise the strength of our motor Insurance brands -
asure and Shellas’ Wheels — to defiver growth in this
business Our household market share 15 a key measure

of business performance

Delivering value generating growth in Life,
Pensions and Investments ('LP&I") market
We will continue to develop our three distribution
channels, Investing in technology to dnve further
productmvty mprovements

Driving customer satisfaction and retention

Service excelience will continue to be cntical to our business,
supporting the reputation of our brands and encouraging
existing customers to stay with us

Mamtarung rigorous cost control disciplines
We seek to maximise efficiency in all our processes
enabling investment in growth

HBOSplc Annual Report and Accounts 2007

Key Performance Indicators

Qur key performance indicators are used to measure
progress against our strategy
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Insurance
& Investment

Strategy

Qur strategy 15 to be the UK's leading insurance and
investment group We have ambitions to grow our market
share In all sectors n which we operate, but our emphasis 1S
on profitable growth Qur strategy reflects the core strengths
of our existing multl channel, mull brand operating model,
leveraging the strength of the Group's brands and our
access to the significant HBOS customer base, but also
further extending our presence In third party channels

Key objectives in support of this strategy include

Growing our market share of personal lines insurance
Leveraging our market leading position in mortgages, we

are targeting growth in household msurance through the
development of cur product propositions and brand offenngs
There are significant growth opportunities through the Group’s
Retall branch network but also through intermediaries We will
leverage the Group's strengths and expertise in bath channels,
whilst also targeting growth through telephene, internet sales,
third party arrangements and joint ventures We will utiise the
strength of the esure and Sheltas’ Wheels brands to grow our
motor insurance business We will mantan a leading position
in the repayment insurance market, continuing 1o enhance our
customer offenng to support growth in both first and third party
channels

Delvenng value generating growth in Life, Pensions and
Investments (‘LP&I’} market

We will continue to develop our market leading Bancassurance
business, offering our customers simpls, value for money
products, while Increasing adwiser numbers and investing

in technology to dnve further productivity improvements

In the Intermediary channel, where returns are less strong,
our focus is on optimising the value generated by selecting
the product areas and intermechary segments which offer
the most attractive returns  SJP will continue to target
growth through its unigue business model In the growing
Weaalth Management market, with a dual focus on improving
productivity and on recruiting top quakity partners

Driving customer satsfaction and retentton through the
delivery of service excellence

Service excellence will continue 1o be critical 1o our business
model We are investing in technology to maximise process
sfficiency, with an iIncreasing emphasis on straight through
electronic processing to reduce rework and errors We

will continue our focus on the recrutment, tranng and
retention of quality colleagues who will provide service
excellence and drive advocacy of our products

At the same time, we will continue to focus on controfing
claims costs through faster handiing and settiement of clams,
Improved fraud detection mechanisms and technalogies,

and effective procurement and supplier management

Growing the UK franchise
Targeted international growth
Cost leadership

Capital discipline

Colleague development
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Maintaining ngorous cost control disciplines

Cast efficient growth is at the heart of our strategy We will

seek to maximise efficiency in our new business processing,
existing business administration, claims handiing and customer
service, whilst nvesting in growing the business with supporting
technology and process improvements

Increasing capital efficiency

We have an increasingly capital efficient product mix in
both General Insurance and Investment, having chosen
not to actively market and underwnte products which
are more capital ntensive such as with profits bonds,
annuities and long tal general nsurance polictes

2007 Performance

Underlying profit before tax in Insurance & investment increased
by 1% to £644m (2006 £581m) General Insurance profit fell by
24% to £232m (2006 £304m) reflecting severe flooding in June
and July which cost £135m Investment profit increased by 49%
to £412m (2006 £277m)

On the Full Embedded Value ('EV") basis, underlying profit
before tax in Insurance & Investment was £884m (2006
£843m), £240m (2006 £262m1) higher than reported under
IFRS Full EV balance sheet embedded value, net of tax for
the UK Investment Business was £6,794m (2006 £6,384m)
and was £2,724m (2006 £2,525m) tugher than reported under
IFRS In 2007, the Division contnbuted £312m to the capital
pasition of the Group through dvidend payments

Investment sales increased by 14% to £16,300m {2006
£14,356m) as measured by the PYNBP Net fund inflows
Increased by 17% to £2 8bn (2006 £2 4bn) General Insurance
sales (excluding Paymentshisld) fell 1% to £1,761m GWF
(2006 £1,786m)

Our continued focus on cost efficiency resulted in underiying
operating expenses mncreasing by only 4% whilst undertymg
nen interest ncome increased by 6%, despite thus ncome
figure being subdued by the exceptional flood costs

Slick ISA service

A naw telephone service was set
up for customers who don't need
nvestment advice and want to
set up a new equity [SA, or top up
their existing 1SA
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Year Year
ended ended
3112 2007 3112 2006
Income Statement em £m
Net tnterest ncome (98) ©3)
Underying non intarest ncome 1,591 1,494
Fees and commission income 9 N
Fees and commission expense (806) {784}
Changa n value of in force long term
assurance business (80) 179
Net income from long term business 1,446 247
investment earnings on surplus
assets attributable to shargholders
using long term assumptions 115 13
Net eamed premiums on General
Insurance ('GI') coniracts 1,247 1,316
Net Gl ¢lasns incurred and net
change in Gl contract abilties {509) {398)
Investment and other operating
income n G 89 688
Share of losses of associates
and jontly controfled entities @) 37)
Underlying net operating income 1,493 1,401
Underlying operating expenses {849) (820)
Staff (396) (359)
Accommedation, reparrs and
maintenance {20) (20)
Technology {42) 34)
Marketing and communication 47 (39)
Depreciaticn Property and
equipment and intangible assets (57} 51
Other {174} {219)
Sub fotal {736) (722)
Recharges
Technology (48) {as)
Accommodaton (35} {35)
QOther shared services {30} 8
Underlying profit hefore tax 644 581
Underlying profit before tax
(IFRS basis) 644 581
Additional contribution from
new busingss 457 474
Lower contribution from
existing business {217) 222)
Additional investment earnings
on net assets 10
Increase m underlying profit
before tax 240 262
Underlying profit before tax
{Full EV basis) 884 843

Beat and Freeze

To increase market share, General
Insurance launched the ‘Beat

and Freeze' campaign - beating
renewal quotes and freezing them
for three years
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General Insurance Business

Financial Performance

General Insurance profit decreased by 24% to £232m (2006
£304m) reflecting the £135m cost of the floods in June and July
2007, which outweighed the positive impact from good volurme
growth in household Insurance

Underlying non interest income, net of clarms costs, decreased
13% to £358m (2006 £413m) Excluding the flood claims costs,
net operating Income grew by 17% Underiying operating
expenses increased by 10% to £149m (2006 £136m) largely
reflecting additional investment in marketing and sales resource
as we seek to capitaise on growth opportunities in household
Insurance

Year Year
endad gnded
3112 2007 3112 2006
Income Statement £m £m
Net interest income 23 27
Underlying non interest ncome 358 413
Fees and commission mcome L] 16
Fees and commission expense {518) (546}
Net earmned premiums on General
Insurance contracts 1,247 1315
Change in value of in force long term
assurance business 10 5)
Investment and other operating income 89 68
Net claims incurred {441} (352)
Change # ingurance conract habiitres (68) (46}
Share of losses of associates and
jointly controlled entities 2) 37)
Underlying net operating income 381 440
Underlying operating expenses {149} (136)
Underlying profit before tax 232 304

Operational Performance

General Insurance sales, as measured by GWP, fell by 1% to
£1,761m (2006 £1,786m excluding sales through Paymentsheld
which was sold in November 2006) Both Motor {up 12%) and
Household (up 5%) delivered strong performances offset by
lower sales m Repayment Insurance {down 8%)

Motoring ahead

Shellas' Wheels 1s one of the
fastest growing motor brands
ever Oemonstrating brand
strength, the Sheilas’ Whesls
advert recorded the best recall for
a UK TV advert durnng any single
week 1n 2007
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Insurance & Investment

continued

General Insurance Sales Gross Written Premlums

Year Year

anded anded

3112 2007 3112 2006

£m £m

Household 549 525
Repayment

st party 501 528

3rd party 345 405

Motor 335 298

Other 3 30

Total excluding Paymentshield 1,761 1,786

Paymentshield 108

Total 1,761 1,884

The Combined Operating Ratio {(which measures clams costs
and operating expanses as a percentage of premium InGome)
of our General Insurance business was 90% (2006 82%), a
strong performance notwathstanding the flood claims costs
On an underlying basis, excluding the cost of the floods, our
Combined Operating Rato was 82%

Household Insurance

Growing our share of the household insurance market 1s an
important strategic prionty allowing us to leverage our market
leacing mortgage position We have therefore increased our
nvestment in sales and marketing actmty to raise product
and brand awareness, supported by some highly successful
promotions, most notably 'Beat and Freeze’, where we
guarantee to beat a competitor’s renewal quote and then
froeze ther premium for three years, subject to no claims

We hava seen real benefits from this, contnbuting to 900,000
of new policy sales in 2007, a year on year Increass of 26%,
bringing our total policies in force to 2 Bm (2006 2 6m excluding
Paymentsheld)

As a result of many years of benign claims expenence,
competition continued to Intensify dunng 2007, putting
downward pressure on premium rates especially in direct
channels for most of the year although following the summer
floods, rates have started to harden across the market
However, growth in overall average prermiums has been
restricted due 1o increased busness wntten through direct
channels Despite pncing pressures, GWP grew by 5% 1o
£549m (2006 £525m excluding Paymentshield) reflacting
the strength of our branch franchise where new policy sales
grew 30%, and a 14% increase in new business through
direct channeis

Growing the UK franchise
Targeted intarnational growth
Cost leadership

Caprtal discipline

Colleague development

Claims expenence has been significantly affected by the severe

weather events As a result, the Household Insurance loss ratio |
increased to 76% (2006 45%) Our response to these weather !
events demonstrated the strength of our Industry leading claims |
management service, which continues to be a source of

competitive advantage both in terms of customer satisfaction

and also lower overall claims costs through faster settiement

Repayment Insurance

Sales of Repayment Insurance fell by 9% to £846m GWP

(2006 £933m), with sales to Group customers reducing I
by 5% ta £501m (2006 £528m)

In February 2007, the OFT announced their decision to refer
Payment Protection Insurance {'PPI') to the Competition
Cammission {CC"} The CC has commenced its investigation,
which 1s due to be concluded in early 2009, and in December
they released therr Emerging Thinking papers, summarsing their |
initral views on the PP market and outhning the areas where
further Investigation 1s required, to which HBOS has responded
Subsequently, n January 2008, the CC 1ssued a warking paper
on the profitabiity of PPl We are engaging proactively with

the CC to demonstrate the value of PPI products and hsghlight
the importance of being able to offer customers appropnate
insurance products at a time when they are taking on increased
financial commitments The uncertainty surrounding the CC
investigation has impacted on sales volumes, as have lower
lending volumes through both Direct and Third Party channels,
reflacting the stage of the economic cycle

Motor Insurance

Sales of Motor Insurance, predominantly under our joint venture
esure brand, increased by 12% to £335m GWP (2006 £298m)
Sales have nsen across our motor brands, with the greater
prominence of web based business baing an important factor
esure’s state of the art technology and internet infrastructure,
together with the strength of its brands, makes us ideally placed
to benefit from increasing levels of internet business The
Sheilas’ Wheels brand continues to perform strongly, ending s
second year with over 200,000 policies i force and premiums
up 70%, making it one of the fastest growing car insurance
brands ever Higher sales of esure, Sainsbury’s and Halifax
products also contrbuted to overall growth in Motor Insurance

Strong price competition has continued although we are
starting to see some signs of price Increases In the UK
market With the strength of our brands, we believe these
prce increases will provide an appartunity for significant
growth in market share Furthermore, through increasing
volumes and reductions in the fixed cost base, esure

1s delivering sustainable economies of scale, bulding

a sound basis for efficient and profitable growth

Caim in the storm

Durng January's storms, HEOS
General Insurance tock 10,500
calls in ong day - 2 5 times the
narm, with a response time of

2 minutes 25 seconds At the
same time, some competitors
had to tell customers to call back
in three days
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Investment Business
Financial Performance
Underlying profit before tax in the Investment Business

increased by 49% to £412m {2006 £277m} due to an Increasing

contrbution from our growing in force book and a good new
business contrbution On a Full EV basis, profit increased by
21% to £652m (2006 £539m) Growth s stronger on an IFRS

basis, relative to EV, as profits have histoncally been subdued by

the new business strain on vestment contract sales whereas
we are now seeing the emergence of In force profits on those
contracts A strong performance on insurance contracts

contnbuted strongly to growth on both the EV and IFRS bases

Undertying net operating ncome increased by 16% to £1,112m

(2006 £961m) whilst underlying operating expenses increased

by only 2% to £700m (2006 £684m) generating strong positive

operating 'jaws’

New business margns, which are disclosed in detad in the
Supplementary EV Information section on page 83, increased
to 28% (2006 27%) of Annual Premium Equivalent (APE)
(calculated as annual premiums plus 10% of single premiums}
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Year Year
ended ended
3112 2007 3112 2008
Income Statement £m £m
Underiying profit before tax
(IFRS basis) 412 277
Addtional contribution from new business 457 474
Lower contrioution from existing business {217) (222)
Additional Investment earnings on net
assets 10
Increase In undertying profit before tax 240 262
Underiying profit before tax
(Full EV basis) 652 539

Under [FRS, insurance contracts {ie, nvestment busmess
which carnes significant insurance nsk as well as ‘wath profit’
contracts) are accounted for on an embedded value (EV)
basis, whereas Investment contracts (i, nvestment business
which does not carry significant insurance nsk) are accounted
for under 1AS 39 Consequently, on an IFRS basis the Income
Statement incorporates two very different profit recognition
patterns depending on the nature of the contract The table
below sets out the contnbution from each type of contract

Year Year

ended anded

3112 2007 3112 2008

Incomne Statament £m £m

Net interest income {121} {120)

Debt financing costs {128) (128}
Other net Interest Income 7 8
Underlying non interest income 1,233 1,081
Fees and commission INCome 50 75

Fees and commission expense (288) (238)

Change i value of in force long term
assurance business (90} 184

Year Year

ended ended

3112 2007 31122008

£m £m

Contnibution from insurance contracts 579 480

Contribution from investment contracts 67 48

Development expenditure &7 87)
Overheads associated with

development actvity (39) {56)

Debt financing cost (128) (128)

Underlying profit before tax 412 277

Net income from long term business 1,446 947

Investment eamings on surplus assets

attnbutable to shareholders using

long term assumptions 15 13
Underlying net operating income 1,112 aB1
Underlying operating expenses {700) (684)

Core operatng expenses (594} {(561)

Development expenditure 67 67)

Qverheads assocrated with

development activity (39) (56)
Underlying profit before tax 412 277

Investmant profit

Underlying profit before tax in our
Investment Business increased by
49% to £412m (20086 £277m)

Insurance Contracts (accounted for on an EV basis)
The: contribution from INsurance contracts Ncreased by

21% to £579m (2006 £480m} The contnbution from new
busmness increased by 25% to £269m (2006 £216m) n
particular reflecting strong growth in bond sales through our
Bancassurance channel The expected contribution from
existing business increased by 20% 1o £162m {2006 £135m}
as a result of the growth of the in force book following strong
sales growth in recent years Actual vs expected expenence
was £33m (2006 £16m), despite adverse persistency
expenence and a strengthening of lapse assumptions which
together gave nse to a charge of £176m This was more
than offset by other favourable expenence and assumption
changes, Including the positive impact of changes to non
unit reserving due to the FSA Policy Statement PS06/14,
favourable mortaliity experience and assumption changes
on protection business and improved expense assumptions,
reflecting Increased efficiency as the business grows

Top for customer service

Halifax Insurance Ireland Ltd won

the customer service contact
centre of the year award at the
2007 Customer Service Awards
for Ireland

MBINIBAQ

malngy sseulsng 8

8JUBLIBAOL)

SJUBWISIELS [BIOURUI



40 HBOSp!c Annual Report and Accounts 2007

Contribution from existing business

Expected contribution
Actual vs expected expearience

Contribution from new business

Investment earmings on surplus assets

attrbutable to shareholders using
long term assumptions

Contribution from insurance

contracts

Year
ended

31 12 2007
£m

162

a3
195
269

115

578

Year
ended
3112 2006
£m

135

16
151
216

13

480

Investment Contracts {accounted for on an 1AS 39 basis)
Under I1AS 39, profit recogniton on iInvestment contracts 1s
deferred to later years with a loss typically recorded in the

vear of sale New business strain in 2007 was 3% lower than
2006 at £221m (2006 £229m), due to mix changes with lower
sales of products which gave rise to a higher strain, particularty
Intermediary pensions Growth in the contnbution from existing
business, which increased 4% to £288m {2006 £277m), as our
in force book increased in size, resulted N INvestment contracts
making an overall net postive contribution of £67m (2006 £48m)

to underlying profit

Invastment Sales
Investment Bonds
{individual Pensions
Group Pensions
Annuities
Protection

Mutual Funds
Total

Bancassurance
Intermediary

Weaith Management
Total

Ingurance Contracts
Investrment Contracts
Total

Year
ended
3112 2007
Single

£m

8,256
2,668
93
334

4
1,865
13,220

6,787
3,077
3,356
13,220

4,059
9,161
13,220

Year
ended
3112 2007
Annual
£m

10
220
95

266
639

366
180

93
639

84
575
639

Year
ended
3112 2007
PVNBP*
fm

8,309
3,649
5895
334
185
3,228
16,300

8,681
3,942
3,677
16,300

4,328
1,972
16,300

www hbosplc com

Year

ended

3112 2007

£m

Contribution from existing business 288

Contribution from new business {221)
Contnbution from investment

contracts 67

Full EV Basis Supplementary Information
To assist in the understanding of the underlying
performance and value generation of the Investment

Year
ended
31122006
£m

277
{229)

43

Business, supplementary information is set out on pages
80 to 84, providing Income Staternent and Balance Sheet
information for our UK Investrment Business on a consistent

EV accounting basis for both Insurance and investment
contracts We refer to this basis as the ‘Full EV' basis

Operational Performance

Most Life Assurers have moved their primary reporting
basis for sales away from the histonc Annual Premium
Equivalent {APE’) measure and are using the Present
Value of New Business Prermurms {PVNBP') measure
which better ilustrates the volume of new business

To ad comparability with our competitors, we are disclosing

our new business on both a PVNBP and APE basis, as

set out

below Investment sales measured by PVNBP increased by
14% to £16,300m (2006 £14,356m) reflecting strong growth in

Bancassurance (Up 17%) and Wealth Management (up
partiafly offset by a 2% fall in Intermediary

Year Year Year Year
ended ended andec ended
3112 2006 3112 20068 3112 2006 3112 2007
Single Anrual PVNBP Total APE™
£m €m £m £m
6,645 12 8,758 836
2,293 243 3,325 487
84 15 661 104
292 292 33
51 190 48

1,790 286 3130 453
11,104 707 14,356 1,961
5,482 389 7419 1,045
3,035 228 4,019 488
2,587 80 2918 428
11,104 707 14,356 1,961
3,776 85 4,168 470
7,328 622 10,188 1,491
11,104 707 14,356 1,961

* PVNBP s the present value of new business premiums It equals new single premiums plus the expected
present value of new annual prermiums
*  APE js caiculated as annual premiums plus 10% of singla premiums

Growing the UK franchise

Targeted International growth

Cost leadership
Capital discipline
Colleague development

26%),

Year
anded
3112 2006
Total APE
£m

677
472
123
29

51
485
1817

937
531
349
1,817

462
1,355
1,817

Wealth manager of the year

St James's Place beat more

than 125 nominated firms

to win

The Daily Telegraph sponsored
"‘Wealth Manager of the Year

Award’
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Movement In assets under management
The following table analyses the movement in assets under
management

Yeoar Year

ended ended

3112 2007 3112 2006

£bn £on

Opening assets under management” 781 699
Premums (new and existing business} 146 128
Maturities & clams 2mn (24)
Lapses {ig, surmenders and repurchases) (91) (78)
Net inflow of busingss 28 24
Investment retum (net of charges) 30 58
Increase m assets under management 58 82
Closing assets under management 839 781
t apse rate (lapses as % of average assets) 1% 11%

* Opening assats under management have been adiusted to include the
assets managed by our Portfollo Management Services business, which
was transferred into our Investment business from Retait n 2007 A further
adustment has been made to Includa a small amount of other UK retas
Investment business managed by the Group outside of our investment
busness, thus ensunng that all UK retat investrment business 1s included in the
table above 2006 comparatives have also been adjusted

Assets under management increased by £5 8bn (%) to

£83 Gbn with net fund flows up by 17% to £2 8bn Premiums
increased by 16% to £14 Bbn (2006 £12 6bn) Lapse rates
remaned unchanged at 11% although the absolute level of
lapses mcreased, prmarly as a result of igher lapses on

with profit bonds In addition, market uncertanty in the secend
half also resulted In a nse N unit inked bond and mutual fund
lapses Cur newly formed dedicated retention team has made
good progress in 2007 In pursuing a programime of intiatives
intended to reduce lapse rates and optimise returns from our
in force book The implementation of these retention initiatives
s having a positive impact on lapse rates and we expect that
persistency will benefit further over ime

Bancassurance

Sales through the Bancassurance channel increased by 17% to
£8,681m PYNBP (2006 £7,419m) This 1s a strong performance
despite tougher market conditions In the second half of the
year as investor confidence suffered as a result of uncertainty
and volatiity n financial markets New business margins have
remaned strong at 32% of APE (2006 33%) reflecting the
efficiency of our distnbution maodel

SMS innovation

In Cctober 2007, St Andrew's
Group piloted the use of text
messaging to communicate with
customers throughout a claim

HBOSpIc Annual Report and Accounts 2007 b

We have now delivered compound annual sales growth of
27% per annum since 2000, renforcing our posttion as the
clear number one bancassurer in the UK with simple, value
for money ‘no toad’ products provided alongside full financial
advice, offenng our customers a compelling propasition
Sales ncreased in all parts of Bancassurance — branch
based Personal Financial Advisers ('PFAs'), Bank of Scotland
Irvestment Service (‘BoSIS’) and our direct business

We are seeing Increasing competition for quality advisers in the
market Nevertheless, the strength of our customer proposition
and the support provided to advisers has allowed us to increase
hoth adviser numbers and maintain market leading levels of
productivity Branch based PFAs increased by 2% to 1,007
over the course of the year with average productiity of £5 1m
PVINBP per active adviser (2006 £4 8m) whilst BoSIS Client
Managers grew to 282 {up 15%}) whilst delvenng average
productnty of £7 4m PVNBP (2006 £6 7m)

Intermediary

We are refocusing our strategy In the Intermediary channel
around ndmdual pensions and nvestment business, our core
areas of strength As a result, we ceased wniing new Group
Pensions business In Apnl 2007 As expected, these changes
have impacted sales in the short term with overall sales 2%
lower at £3,942m PYNBP (2006 £4,019m) New business
margins have also fallen with the reduction in sales dunng this
transitional phase for the business resulting In tigher unit costs
As we Implement our revised strategy we remain positive as to
the prospects for profitable growth in this channel

Wealth Management

Sales at St James's Place ('SJP') have continued to grow
strongly, Increasing by 26% to £3,677m PVNBP (2006 £2,91 8my)
This represents a third consecutive year of strong growth,
emphasising the strength of the business model In reaksing

the significant market opportunihes presented by increasing
wealth alongside advisory opportunihes following Pensions

‘A day’ Strong sales growth has also driven efficiency gains
resulting in further Ncreases N Nnew busiNess margins

We have seen very encouraging growth in the size of the SJP
partnership, which has been important in mantairing sales
momentum i 2007 and provides a strong base for continued
success Partner numbers increased by 8% to 1,251 (2006
1,157) Fund management performance also continued ta be
good, with assets under management up 18% to £18 2bn
{2008 £15 4bn) This also reflects strong business retention
Consistantly strang all round performance by SJP has been
a factor in it being awarded the prestigious prize of Daily
Telegraph Wealth Manager of the Year

New website for offshore

Clencal Medical's new offshore
website launched in March —

a significant step forward in its
e commerce offerng
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Insurance & Investment

continued

Risk and Uncertainties

The key nisks and uncertanties faced by Insurance & lnvestment
Include competitive pressures, the recruitment and retention of
quality advisers, retention of our customers, insurance clams
related nsks, regulatory change and the performance of the
investment markets

Greater competition in the markets in which we operate 1s being
dnven by market consolidation, technological development

and consumer demand Our scale, powerful distribution and
efficiency all provide us with critical competitive advantages

and ensure we are well placed to succeed in this environment
Competitor activities also increase the nsk of Increased turnover
of qualfied advisers To mitigate we have recently restructured
remuneration schemes as well as strengthening our recruitment
focus and increasingly training and developing Retail branch
colleagues to become PFAs

Adverse persistency and customer retention 1S a major nsk

to future sarnings N both our Investment Business and our
General Insurance Business To mitigate, we have created
specialist retention teams to focus on this issue These teams
have commenced a programme of inhatives, supported by
process and system enhancements, which am to reduce lapse
rates in both businesses

Changes in regulation and legisiation are an ongoing feature of
the nsurance and Investment ndustries We have responded
positively to changes in recent years (eg, Pensions ‘A day’)
and will continue to take opportunities to tum regulatory
change to our competitive advantage, where possible

The most mmediate and significant regulatory 1ssue facing
our busness at present 1s the Competition Commission
investigation of the repayment insurance market which may,
ulimately, mpact profitability across the industry We are
continually reviewing and enhancing our processes and

our proposition to ensure that our Repayment Insurance
products remain a valued product for our customers

Within our Investment Business, we are actively engaged in
consultations around the FSA's ongoing Retail Distribution
Review and the implementation of the Government's
proposals for Personal Accounts 1n both instances, based
on publications to date, we believe the strength of our

multi channel mode), particularty in Bancassurance and
our lower dependency on the Intermediary channel means
we are better placed than many to benefit from potential
changes Changes In tax legislation can also create both
nsks and oppartunities for our Investment business and the
Chancellor's Pre Budget Report {{PBR’} included proposals
which could matenally impact on the Lfe assurance industry

Growing the UK franchise
Targeted international growth
Cost leadership

Capnital discipline

Colleague developrment

The performance of the investment markets (equibes, property
and giits) has a direct impact on our financial position and
performance and can affect mvestor confidence We seek

to mitigate this risk through diversification of our portfolio

In General Insurance, adverse weather conditions, particularty
flooding and storms, could lead to a significant rse in household
Insurance claims costs and hence reduced profitability Sinalarty
a significant adverse change in economic conditions could lead
to (ncreased claims for our Repayment Insurance business

A comprehensive rainsurance programme 1s i place to imit

our potential exposure to major weather events whilst robust
underwniting and nsk based pncing remains a key part of our
business model

Prospects

In 2008, we expect to bulld on the operational performance n
2007 which saw strong growth in investment profits, offsetting
lower profits n General Insurance, impacted by an exceptional
level of weather related claims Going forward, our obyectve
remans unchanged, to become the UK's Jeading personal lines
Insurance and nvestment group We intend to grow profitable
market share utiising the core strengths of our existing mulh
channel, muih brand operating model, leveraging the strength
of the Group's brands and customer base

In General Insurance, we expect the medium term prospects
for our combined personal Ines businesses to reman
strong, subject to a degree of regulatory uncertainty untl the
Campetition Commission ingquiry Into PP reports We will
continue to target further growth In Household Insurance: in
Motor Insurance, we will continue to utiise the strength of the
esure brand portfolio, alongside our Internet infrastructure for
profitable growth

in Investrnent, stock market volatiity 15 likely to impact on new
business volumes and persistency across the investment
industry The Chancellor's PBR included proposals which
could increase the attractiveness of mutual fund products
relative to bonds potentially impacting the mix of life bond

and mutual fund sales We believe that our number one
position in mutual fund sales gives us a competitve advantage
should these proposals form part of the 2008 Budget

Whilst these market factors are hkely to impact our Investment
new business volumes In the short term, we believe that the
strength of our propositions, our brands and our distnbution
reach, together with cur ngorous focus on cost control, leaves
us well placed to succeed even in tougher market condlitions
Short term volatiity does not change our view of the significant
opportuniies for our Investrment business as demographic
trends and increasing wealth point to significant long term
growth potential

Private banking service launched

St James's Place Wealth
Management added private
banking to its range of services
through the launch of St James's
Place Private Bank in April 2607



International

In this section
you will find:

46 Strategy
48 Australia
52 lIreland
55 Europe & North America

International’s multi-brand
strategy focuses on clearly
defined locations — Australia,
Ireland and Europe & North
America — where we have
established expertise and
operations.
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Divisional
Summary

Growing the UK franchise
Targeted international growth
Cost leadership

Capital disclpline

Colleagus development
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Our Products and Markets

Our expertise 1s focused on clearly defined geographical locations — Australia,
Ireland and Europe & North Amenca We are attracted to these markets because
they offer HBOS the opportunity to deploy the strategy used in the UK These are
markets in which HBOS has operated for many years and therefore has extensive
expenence HBOS's market position s one of a ‘challenger’ to a small number of
Incumbent banks, allowing us to deploy similar skils as used in the UK 1o caplure
profitable market share

Australia

HBOS Australia 1s a diversified, multt brand financral services business with
operations In Cormmercial Banking, Corporate Banking, Asset Finance and
Insurance & Investment m addition to a full service Retail Bank

Our Retall and Commercial Banking businesses operate under the Bank\West
brand with a strong presence n Western Australia, and a growing presence In
the eastern statas, our insurance & Investment business 1s branded under the
St Andrew's, RACV and Whittaker Macnaught brands These businesses
continue to grow strongly, well ahead of market growth, as a consequence of
successful customer acquistion strategies Qur Corporate Banking and Asset
Finance businesses operate under the BOS International brand and Capital
Finance brand respectively Both are market leading national operations based
In Sydney These two operations contrue 1o generate strong sustainable profits
underpinning the investment required to grow our combined Australian Group

Ireland

In aur Business Banking and Intermediary markets we operate a well established
franchise under the Bank of Scotland (ireland) brand where our growth i1s achieved
through working with our customers to defiver innovative banking solutions that
suit ther needs Our Integrated and Acquisibon Finance proposition which we have
been testing has met with considerable success in its first year and adds a valued
dimension to our offering

In the retail market we operate under the Halfax brand where we offer simple,
value for money products amed at overcoming customer inertia, and creating
clear differentiation from competitor offerings

Europe & North Amenica (‘ENA’)

Europe & Narth America (ENAY 1s a broadly based, geegraphically diverse
financial services division compnsing of the Group’s North American corporate
and Continental European retall and investment businesses

Our US business incorporates a banking branch in New York, supported by

a netwark of nine loan production offices, focusing on sectors where we have
specialist, In depth expertise such as ol and gas, gaming and real estate Our
Canadian operation was established in July 2007 n Toronto and 1s develaping
opportunihes in real estats, natural resources, infrastructure and corporate finance

We have a welt established branch based retal business in Spain, as well as our
online and intermediary mortgage business N The Netherlands Our European
nvestment business, HBOS European Financial Services {EFS’) comprises
Clencal Medical Europe (‘CME? and Heidelberger Leben {HLE'} and provides us
with a strong mulh brand comipetitor in the core German investment rmarket
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Our Strategy

We aim to grow otir international profile by taking the
sucessiul UK strategy and deploying it in mternational
imarkets n which we have expenence of operating

Austraha - building the franchise nationwide

In 2007 we commenced a three to four year programme
of branch apenings aimed at creating a nationwice

retal and business banking branch network We am to
grow by offenng smple products, pnced aggressively,
through this expanded network Our niche businesses,
Corporate Banking and Asset Finance, will continue

to grow strongly In therr selected markets

Ireland - creating a full service bank

Qur aim 15 to be the fourth largest full service bank

in Ireland by 2009 We intend to complate our
opening of aur naticnwide network of branches,
distinguished by the unique Halifax approach to retail
banking, in early 2008 This will provide the platform
for us to aggressively expand our franchise

ENA - expansion in our specialist sectors

QOur am 1s to broaden the ENA business footprint by both
Investing in new distibution channels and geographies
and developing opportunities in new markets

Cost leadership

Investment In our International operations,
particularly distnbution, will be undertaken
with the aim of maximising efficiency
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Key Performance Indicators

Our key perfonmance ndicators are used 1o measure
progress agamnst our stratecy
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International

Strategy

Qur strategy n Australia 1s based on the desire

to be a major financial services group In Australia

by offering a differentiated selling proposition

based on simple products, aggressive pricing,
distinctive marketing and speed of service

We are determined to provide an alternative to established
financial service providers This1s Increasingly being
recognised by Austraian consumers We will continue 1o
Increase national brand awareness of cur Retall, Commercial
and Insurance & Investment businesses, and deliver solid
scalable value generating growth Our Corporate and
Asset Finance businesses will continue to grow strongly m
therr selected markets and support our am of becoming
a significant national financial services provider

Our strategy n lreland is to achieve sustainable
profitable growth through the creation of a full

service bank which will provide the platform

for our Retail and Business propositions

Our primary strategic objective 1s to deliver sustamable
profitable organic growth through the creation of a full
service offerng In the Insh marketptace This strategy wil
position us as the 4th largest full service bank in Ireland by
the end of 2009 We intend to deliver a nationwide network
of Halifax branches distinguished by a unique appreach to
retall banking This will provide a new retailing approach n the
Insh market In tandem the defivery of the full service offering
will, we believe, secure the platform and the opportunity

10 aggressively expand our business banking franchise

Delivering value generating growth in Europe

and North America through expansion of

our products and sector specialisms

ENA's primary strategic objective 1s to deliver sustainable
profitable organic growth through co ordinated and
targeted investment and expanded activity across our
key specialist sectors and geographies Our am s to
broaden the ENA business footprint by both investing in
new distribution channels and geographies and developing
opportunities In new markets This investment, combined
with the recrutment of sector and praduct specialists and
development of enhanced nsk management technigques,
will create a platform for organic growth across ENA

To matntain cost discipline while recognising

the need to invest for growth

While planning to invest appropnately to dnve growth across
the overseas businesses, HBOS recogrises the importance
of cost discipline and continues 1o target operational
efficiencies through improved systems and process
management across our business as usual activities

Growing the UK franchise
Targeted international growth
Cost leadership

Caprtal discipline

Colleague davelopment
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2007 Performance

Underlying profit befare tax in International increased by 23% to
£757m (2006 £617m), with all three businesses contnbuting to
this growth In Australia, we have achieved profit growth dunng
a penod of significant iInvestment in people, technology and
branches, as we continue our national expansion programime
Ireland continues to deliver strong profit growth despite the
Investment in our distnbution capability Europe & North Amenca
benefited from strong growth across all of the businesses

Lending iIncreased by 38% to £67 1bn (2006 £48 7bn} and
deposits increased by 35% to £23 6bn (2006 £17 5bn)

Year Year
ended anded
3112 2007 3112 2006
Incoma Statement £m £m
Net interest income 1,088 882
Underlying non interest income 499 404
Fees and commission Incomea 208 155
Fees and coOmMmMISSION eXpense {223) (189}
Change in value of n force leng term
assurance business 112 104
Net income from long term business 317 271
Investment earnings on surplus assets
attnbutable to shareholders using
long ferm assumptions 6 3
Operating lease rental ncome 15 21
Other operating Income 62 53
Share of profits of associates
and jointly controlled entities 17 5
Operating lease depreciation (12) {17}
Impairment on investment securiies (W] {2)
Underlying net operating incoms 1,587 1,266
Underlying operating expenses {714) {573)
Staff {399) (301)
Accommodation, repairs and
maintenance (49} (40
Technology (49) {32)
Marketing and communication {53) @3
Depreciation Property and equipment
and intanglbie assets (42) 32
Other (116) (123}
Sub total (708) 671
Recharges
Techinology 5) {1
Accommodation (W] {1)
Underlying operating profit
before provisions 873 713
Impairment losses on loans and advances (116) 986)
Underlying profit before tax 757 8§17
International profit

Underlying prefit before tax
increased by 23% to £757m
{2006 £617m)
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Net interest margin 193% 197%
impairment losses as a %

of average advances 020% 022%
Cost income ratio 45 0% 44 6%
Loans and advances to customers £671bn £487bn
Risk weighted assets £56 9bn £41 3bn
Customer depostts £23.6bn £175bn

(The information set out below forms an integral part of the
audited financial statements as described in the Accounting
Poiicies section of the Financial Statements on page 160}

Asat Asat
3112 2007 3112 2006
Asset Quahty Infermation £bn £hn
() Exposure
Loans and advances to customers 671 487
Impairment provisions on advances 0.3 g2
Loans and advances to customers
before impairment provisions 674 489
Classification of advances® % %
Agnculture, forestry and fishing 2 2
Energy 2 2
Manufactunng industry 3 3
Construction and property 27 26
Hotets, restaurants and wholesale
and retall trade 9 10
Transport, storage and commurucation 2 2
Financial 3 3
Other services 8 7
Indivictuais
Home meortgages 40 40
Other personal lending 4 5
100 100
(u} Credit Quality
Loans and advances to customers” €bn £bn
Nerther past due nor mpared 659 476
Past due but not impared 07 Q7
Impared os 08
674 489
Loans netther past due nor impaired* % %
Internal rating
Better than satisfactory risk 30 29
Satisfactory nsk 60 62
Viable but monitoring 9 8
High Risk 1 1
100 400

trish Spanish property service

A dedicated Dubln based team
15 now on hand to guide potential
Insh property buyers through

the entire Spanish morgage
application process
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Loans past due but not impairad* £m £m
Past due Oto 3 months 714 642
Past due 3 to 6 months 2 10
Past due more than & months 8

724 852

Impaired loans* £m em
Past due C to 3 months 354 299
Past dua 3 to 6 months 170 88
Past due 6 to 12 months 122 74
Past due over 12 months 113 63
Possession cases 67 57

826 581

Impaired loans as a %

of closing advances 123% 119%
Impaiwrment provisions £322m £246m
Impairment provisions as a %
of closing advances 0 48% 051%
Impairment provisions as a %
of impaired loans 39% 42%

* Before impairment provisions

(End of nformation that forms an integral part of the audited
financral statements)

The results of our Intemational businesses are converted to
stering monthly at the average exchange rate for the month®
The average exchange rates for the respective reporting
penods were

Year Year

ended anded

3112 2007 3112 2006

£1 Australan dollar 239 245
£1 Euro 146 147
£1 USdollar 200 184

The closing exchange rates used in the conversion of the
Intermational balance sheets were

Asat As at
3112 2007 2112 2008
£1 Austraban dollar 228 249
£1 Euro 136 149
€1 US dollar 200 197

" Hedging policy — our policy 1s to hedge both our exposures to foreign exchange

profits generated in the International businesses and our structural currency
exposures ansing from our Investment in overseas subsidianes In respect of
the profits earned In foreign currencies, our policy 1 10 hedge the next year's
forecast earnings using forward contracts The structural currency exposures
ara largely hedged with foreign currency borrowsng

Caring mortgages

An innovative mortgage

concept supported by Bank of
Scotland The Netheriands ailows
customers to donate to bulding
projects in developing countnes
when they buy therr new home

MBINBAD
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International
continued

Australha

Underlying profit before tax m Australia increased by 1% to
£308m (2006 £278m) despite further acceleration of Investment
n people, technology and branches to support our national
expansion Lending increased by 36% to £33 2bn (2006

€24 5bn} {local currency growth of 24%) with deposis up by
41% to £16 2bn {2006 £11 5bn} (local currency growth of 30%)

Year Year
anded ended
3112 2007 3112 2006
Income Statement £m m
Net interast income 620 501
Underlying non nterest income 178 142
Fees and COMMISSION INCOMe 158 120
Feas and COMMISSION €Xpense {19) (13)
Net income from long term business 17 13
QOther operating income: 16 18
Operating lease rertal ncome 7 9
Operating lease depreciahion (8) ]
Share of profits of associates and [ointly
controlled entries 4 2
Underiying net operating income 798 643
Underlying operating expenses (409) (306)
Staff (242) {171
Accommodation, repars and
mantenance {28) {21)
Technology (39) (24)
Marketing and communication (27} 21)
Depreciation Property and
eguipment and intangible assets {21) (16)
Other {52) 53)
Underlying operating profit
before provisions 389 337
Imparment losses on loans and advances (81) {59)
Underlying profit before tax 308 278
Net interast margin 215% 233%
Imparrment losses as a %
of average advances 0 28% 027%
Cost income ratio 513% 476%
Loans and advances to customers £33 2bn £24 5bn
Risk weigihted assets £28 1bn £210bn
Customer deposits £16 2bn £115bn
Growing the UK franchise
Targeted international growth
Cost leadership

Capital discipline
Colleague development
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Operating Income and Margins
Underiying net operating iIncome increased by 24% to £798m
(2006 £643m) as a result of growth in all busnesses

Net interest Income increased by 24% to £620m {2006 £501m)
Increased asset and deposit growth was partally offset by

a decline n margin to 2 15% (2006 2 33%) Lending margn
reductions were largely as a result of changes i product mix

Movement in margin Basis points

Net interest margin for the year ended

31 Decernber 2006 233
Lending marging (17
Deposit margins (1

Net interest margin for the year ended

31 December 2007 215

Underying non interest ncome rose by 25% to £178m
(2006 £142m) reflecting growth in the Retall, Commercial
and Corporate businesses, and increased contnbution
from Insurance & Investrment resulting from its purchase
of Whittaker Macnaught early n the year This is reflected
in the 32% Increase in fee and commission income to
£158m (2006 £120m) and 31% increase in net ncome
from long term business to £17m (2006 £13m)

Operating Expenses

Underlyng operating expenses increased by 34% to

£400m (2006 £306m) largely as a result of the significant
investment In physical distnbution {partcularty the initial phase
of the national retall branch expansion and the continuing
rollout of Business Banking centres), brand recogrition,
customer facing staff, new products and back office
infrastructure that will underpin our growth in the future

In ine with this iInvestment for growth the cost ncome ratio
increased to 51 3% (2006 47 6%) Further increased investment
will be made during 2008 as wa move Into the next phase

of our nationat expansion programme with the opening of
more Retail stores and Business Banking centres in the
eastern states along with a reposiioning of Retall stores in
Western Australla Additional mvestment 1s also planned

for our strategic business brands and support functions

Growing wealth business

St Andrew's Australia, the
wealth and insurance arm

of HBQS Australia, acquired
Whittaker Macnaught,

one of Australia’s largest
independently owned financial
planning practices, increasmg
funds under management to
nearly AUD$2bn and adding
20 advigers to the business



Credit Qualrty and Provisions
Impaired loans as a percentage
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of closing advances were

steady at 1 00% (2006 1 00%), reflecting a continued small

number of impaired Corporate t

ransactions Imparment

provisions as a percentage of mparred loans were 44%

(2006 46%)} Imparment losses

as a percentage of average

advances were broadly stable at 0 28% (2006 O 27%)

(The information set out below forms an integral part of the
audited financial staterments as described n the Accounting

Policies section of the Financial

Asset Quality Information

() Exposure

Loans and advances to customers
Impairment provisions on advances

Statements on page 160)

Loans and advances to customers

before impaiment provisions

Classification of advances*”
Agriculture, forestry and fishing
Energy
Manufacturing industry
Construction and property

Hotels, restaurants and wholesale

and retail trade

Transport, storage and communcation

Financial
QOther services efc
Indvicuals
Home morigages
Other personal lending
Nors Austrakan residents

{n) Credit Quality
Loans and advances to customers*
Neither past due nor mparred

Past due up to 3 months but
not impared

Impaired

Asat As at
3112 2007 3112 2006
£bn £bn
332 245
01 a1
333 246
% %

3 3

2 3

3 3

26 24

8 g

3 2

2 3

8 7

39 38

4 8

2 2
100 100
£bn £on
326 239
04 ¢4
03 03
333 246

BankWest blooms

In the largest banking network
expansion ever undertaken in
Austratia, BankWest will open
more than 160 new branches on
the East Coast over the next three
to four years
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Loans neither past due nor impairad*
Internal rating
Better than satisfactory nsk
Satistactory risk
Viable but monitoring
High nsk

Loans past due but not impaired*
Past due 0 to 3 months

impaired loans*
Past due 0 to 3 months
Past due 3 to 6 months
Past due 6 to 12 months
Past due over 12 months
Possession cases

Impaired loans as a % of
closing advances

Impairment provisions

Imparment provisions as a %
of closing advances

Impairment provisions as a %
of impaired loans

* Before impairment provisions

% %

48 43

4 46

10 10

1 1

100 100
£m £m
399 432
399 432
£m £m
135 89

76 46

22 40

42 13

58 57
333 245
100% 100%
£147m £113m
0 44% 046%
44% 46%

(End of information that forms an integral part of the audited

financial staterments )

Operational Performance

Sgnificant Investment in the national expansion of our Austrahan

operations continued, with a major part of this relating to the
Retail expansion programme launched in October

Lending Growth

Lending grew by 36% to £33 2bn (2006 £24 Sbn) with
continued growth in the residential and commercial books

Deposit Growth

Custorner deposits grew by 41% to £16 2bn {2006 £11 5bn)
as a result of the continued success of Retal and Commercial

Banking deposit intiatives

Challenge to Australia’s big hanks

In 2007, BankWest launched

its ‘Regular Saver' product,
Australia's highest interest rate
savings product At 8%, it directly
challenges the natien's four big
banks

MBIAIBAQ
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International
continued

Retaill Business

Our Retall business, operating under the BankWest brand,
continued its push to buld national market share with

the opening of eight new east coast Retall stores and the
continuation of its ‘a better deal’ strategy and "hero’ product
offerings Lending increased 28% to £11 Obn (2006 £8 6bn)
and deposits Increased 27% to £6 2bn (2006 £4 9bn)

The addition of the new fully functional ‘hero’ transaction current
account offering 5% interest with no fees, and the 'Regular
Savings product’, with a market leading 8% interest rate on
balances, broadened our portfolio This also includes the market
leading TeleNet' and 'Kid's Bonus Saver’ products Our card
book continued its growth in 2007, expanding with the *‘More'
MasterCard underpinned by a new loyalty programme, and
complementing the ‘Lite’ MasterCard and “Zero’ MasterCard

Retall's market leading products were recognised in Money
Magazine's Best of the Best for 2007 awards, with seven
products judged as the Best of the Best and a further six

In the top three of their respective categories At the annual
Financial Review Blue Ribbon Awards BankWest won

four blue nbbons, iIncluding Home Loan of the Year

Commercial Business

Our Business Bank, operating under the BankWest brand,
continued to outgrow the market in 2007 and remains
Austraiia’s fastest growing Business Bank Lending increased by
54% to £10 8bn {2006 £7 0bn) and deposits increased by 52%
to £10 Obn (2006 £6 6bn) Deposit growth again outperformed
the market, driven pnmanly by the contribution of Specialist
Deposit Services and our award winning '‘Business Bonus’ and
'‘Business TeleNet Saver’ products We have expanded and
improved our International Trade Finance Solutions tusiness
with a state of the art online international trade finance system
via the web Our 'Business Edge’ loan was voted the best
variable rate commercial loan in the market by a panel of
professional finance brokers based on our competitve Interest
rates, fast approval tmes, reasonable fees and post settlement
service The award was announced in the Australian Broker
magazine in Aprl Dunng the year BankWest Business has
continued to spread its offerng to more Australian businesses
through its opering of business centres across metropolitan
and regional Australia [n 2007 we opened 13 new centres

and employed over 500 new colleagues

Growing the UK franchise
Targeted international growth
Cost leadership

Capital discipline

Colleague developmeant
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Corporate Business

Our Corporate business, operating under the BOS Intemational
brand, had another strong year, Increasing assets by 27% to
£6 5bn (2006 £5 1bn) In addition to our position as a leading
leverage and project financier in Australia and New Zealand,
our Property teams offer a competitive integrated financing
product We have opened an office in Hong Kong which has
further expanded our refationship with certain Austrahan chents

Asset Finance Business

Our Asset Finance business had a strong year of new business
growth with end of year lending Increased to £4 9bn (2006

£3 8bn) The Property division continues to be an important part
of the business based on long term relationships with reputable
developers and construction companies Market conditions
have seen a shift away from small and muddle tier developments
to larger debt transactions with a lower nsk profile and margin

The Business Finance division has had great success with
the implementation of its Fastrack business, estabiished
to facilitate broker introduced business The web based
facility accommodates transactions up to AUD$100,000
and uses autormnated decision support systems to
dramatically reduce credit decision response times

The Personal Finance division continued to perform strongly
In attracting and retaning strategically important motor
dealerships Within the Personal Finance dmvision, Leisure
Finance has developed a riche value proposition in the maotor
cycle / boating / mobile home market space and Capital
Fleetlease 1s now targeting SME's and salary packaging
comparies to be a preferred supplier in the provision of
novated leases

Insurance & Investment Business

Sales of life insurance products as measured by GWP increased
by 21%, driven in particuiar by the term life product, which
continues to diversify the insurance mcome stream away from
rehance on credit protechon products  The financial planning
business continues to grow strongly with revenues more than
doubling in 2007 In 2007, St Andrew’s also launched its ‘Lite
Super’ product, a simple, low cost superannuation product

Business Banklng growth

BankWest reached new business
customers on a national scale
duning the year with the opening
of 13 new metropclitan and
regionai business centres
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Risks and Uncertanties

The key nsks and uncertainties faced n Australia Include the
economic conditions in Australia, competitor and customer
reaction, our ability to attract and retan the talent necessary
to continue our growth strategy, and expasure 10 currency
fluctuations

A significant change In the Australian economy could result in
a reduction in the demand for credit or altematively inflationary
pressures could see the Reserve Bank of Australia increasing
Interest rates, thereby constraning loan growth, reducing
bomowers’ ability to service loans and increasing the level

of impairment losses In mitigation however, the east coast
expansion strategy 15 based on captuning market share from
our competitors from an existng low base, thereby requinng a
significant and broad based economic downtum to matenally
impact on growth While crecht qualty could be affected by
macro economic factors, we have continued to nvest in

nsk management tools which provide a solid framework for
managing the balance between nisk and return

Campetitor reaction to our east coast Retall expansion in tenms
of both product offerings and branch locations could affect
our abiity to capture market share However, we have focused
on identifying demegraphics and customer footfall to identify
the most appropnate branch locations for both retal and
commercial outlets, to target the best possible locations This
will be complemented by our existing proven direct channels
Our ability to capture market share will also be affected by
customers’ willingness to move their banking relatonship

By opening our branches in convenient locations in the main
population centres, we are able to roll out a more targeted
branch network

Our expansion plans are reliant on our ability to attract and
retain suttable, qualfied colleagues To mitigate we are making
significant investment in people through rigorous recrutment
and on going menitonng processes, supparted by targeted
development opportunities, that will see HBOS Australia
recogrised as an employer of choice This will be supported
by our intention to further develop HBOS Australia as an
employer brand

Eamnings and net assets are denorminated in Australian dollars
and there 1s a nsk of devaluation upoen conversion o sterling
To mitigate, forward contracts are used to hedge one year's
expected earnings

Australian profits

Underlying prefit before tax in
Australia increased by 11% to
£308m (2006 £278m)
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Prospects

In 2007, the Austrahkan economy continued to grow strongly
supported by robust fundamentals In 2008 we are now seeing
labour and matenals capacity constrants pushing core inflatien
above the Reserve Bank's 2 3% medium term target range

In addition, the Reserve Bank expects both headhine and
undertying mflation to nse to 3 25% by the middle of 2008

Dunng 2007, the financial markets dislocation had a
less pronounced impact in Australia, but in 2008 some
evidence of this has begun to emerge We do, however,
expect real economic grawth to be around 3 5% In
2008 and n the absence of commodity pnces falling
sharply, economuc growth s Iikely ta remain conducive
to the maintenance of sold employment growth

Durng 2008 BankWest will continue with its national
expansion programme More than 40 new look Retal stores
and Business Banking centres are planned for New South
Wales, Queensland, Victona and Western Australla Most of
these will be Retall stores as Commercial’s national expansion
IS nearng completion

inibial Indications from the new Retall stores are encouraging
We will continue in 2008 to focus on delivering market leading
products and services in the Australian market The expansion
of our national physical presence, and the continued investment
in the infrastructure and colleagues, while weighing heavily on
short term financiat performance, will in the longer term position
us to become a significant national financial services provider

Award winning BankWest

At the annual Financial Review
Blue Ribbon Awards BankWest
won four blue nbbens, including
Home Lender ¢t the Year

MIIAIBAD
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International
continued

Ireland

Underlying profit before tax in Ireland mcreased by 23% to
£184m (2006 £149m) This strong performance, achieved at

a time of significant investment in our distnbution capability,
underscores the value of our proposhon and its attractiveness
to custormers

Strong growth was recorded in all our businesses, with
advances up 38% to £21 9bn (2006 £15 8bn) (local currency
growth of 26%) and customer deposits up 22% to £71bn
{2006 £5 8bn) (local currency growth of 11%)

Year Year
ended ended
3112 2007 3112 2008
{ncome Statement £m £m
Net interest income 330 268
Undertying non interest income 31 42
Fees and commission INcome 16 14
Operatng leass rental ncome 8 12
Other operating Income 15 23
Share of profits of associates
and jointly controlled entiies 5
Cperating lease depreciation [14] {(10)
Imparment ¢n investment securties (1} @
Underlying net operating ncome 361 310
Underlying operating expenses (155) (133)
Staff (83) (73)
Accommodation, repars and
mantenance {14} @
Technology [&)] 3)
Marketing and communication {17) {15)
Depreciation Property and
equipment and intangible assets (10} 6)
QOther {27) 27}
Underlying operating profit
before provisions 208 177
Impairment losses on loans and advances (22) {28)
Underlying profit before tax 184 149
Net interest margin 181% 173%
lmparment losses as a %
of average advances 012% 020%
Cost ncome ratio 42 8% 42 9%
Loans and advances to customers £219bn £15 9bn
Risk weighted assets £19 7bn £14 4bn
Customer deposits £71bn £5 8bn
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Operating Income and Margins

Net operating Income grew by 16% to £361m (2006 £310m)
Net interest ncome ncreased by 23% to £330m (2006 £268m)
From 2007, Ireland’s treasury operations are reported within
the Group's Treasury division Excluding this business, which
contnbuted £6m in 2006 to net interast Income, the like for ke
growth in net interest Income was 26% Ths reflects the growth
In the loan book and a small contraction in margin of 3bps

Movement in margin Basis points

Net interest margin for the year ended

31 December 2006 173

Transfer of 808 Treasury 11
184

Retall & intermediary 3

Net interest margin for the year ended

31 December 2007 181

Operating Expenses

Undertying operating expenses increased by 17% to £155m
{2006 £133m) We continue to build infrastructure with a further
16 Retal branches opened N 2007, and the expansion of our
business banking franchise where we cpened six banking hubs
The cost Income ratio remains stable at 42 8% (2006 42 9%)
which was a strong performance against the backdrop of our
Retall Investment

Credit Quahty and Provisions

Credit performance was robust in the period with impairment
losses as a percentage of average advances dropping o

0 12% (2006 0 20%) The charge for the year was reduced
as a result of a number of recovenes In respect of long

term workouts Impaired loans as a percentage of closing
advances showed a small increase to 1 93% (2006 1 87%)

Clancy Quay Development

Announced in Octaber 2007,
Bank of Scofland (Ireland's)

ot venture will acquire and
develop three key sites m Cublin
with property developer Dawid
Kennedy's company, 'mpala Ltd,
and Formation Group plc
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{The information set out below forms an integral part of the
audited financial statements as described i the Accounting
Policies section of the Financial Staterments on page 160}

As at Asat
Asset Quality information 3412 2007 2112 2008
£bn £bn
{1} Exposure
Loans and advances to customers 219 159
Imparrment provisions on advances 01 01
Loans and advances to customers
hefore iImparment provisions 220 160
Classification of ad o % Y%
Agricutture, forestry and fishing 1 1
Energy 1
Manufactunng industry 3 4
Construction and property 28 27
Hotels, restaurants and wholesale
and retail trade 12 13
Transport, storage and communication 2 2
Financial 2 2
Other services 6 6
Individuats
Home morgages 28 28
Cther personal iending -] 8
Non ireland residents 11 1
100 100
{n) Credit Quality
Loans and advances to customers® £bn £bn
Netther past due nor mpaired 216 157
Past due but not impaired
impaired 04 03
220 160
Loans netther past due nor impaired" % %
Internal rating
Satisfactory sk 99 a9
Viable but monitoring 1 1
100 100
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Impaired loans* £m £m
Past due O to 3 months 219 171
Past due 3 to 6 months 65 42
Past due 6 to 12 months 68 34
Past due over 12 months 70 50

422 297

Impaired loans as a % of closing

advances 193% 187%

Impairment provisions £141m £113m

{mpairment provisions as a %

of closing advances 064% 071%

Impairment provisions as a %

of impaired loans 33% 38%

* Before imparment prowsions

(End of information that forms an integral part of the audited
financial statements )

Operahonal Performance

Lending Growth

Qverall, lending grew by 38% to £21 8bn (2006 £15 Sbn) (the
local currency advances were €29 8bn, representing 26%
growth) Strong growth was expenenced across all busmesses,
with Yocal currency growth in Business Banking up 24% and
Retal up 31% This ncluded the achievement of an 11%
share of net mortgage lending, a strong performance n &
market that Is expenencing moderate correction and overall
Increased competition We take comfort from the strength
of the collateral of this new lending durng 2007, which had
an average LTV of 57% {2006 53%) The ndexed LTV of our
mortgage book at 31 December 2007 was 49% (2006 479%)

Deposit Growth

Deposits Increased by 22% to £7 1bn (2006 £5 8bry {the
local currency deposits were €9 7bn, representing 12%
growth) In the year we have added in excess of 20,000
new deposit customers, growing aur deposit take from
the Insh market by 21% The delivery of this growth, within
the difficult market conditions in the second half of 2007,
underscores the quality of our product offenng tegether
with the strength and reliability of our brands in Ireland

Business Banking

The Business Banking performance was strong across all
dvisions in terms of both volumes and profit Advances grew
by 36% to £15 4bn (2006 £11 3bn) (the local currency advances
ware €20 9bn representing 24% growth) which allowed us to
further increase our market share New lending grew oy 16% to
£5 Bbn whilst the pipeline continues to be very encouraging at
£2 4bn going into 2008

Howard hits Iretand

Irefand's first ever Hatfax
advertising campaign aired m
February 2007
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International
continued

This sustamed growth is underpinned by a targeted investment
strategy Our regronal distnbution capability has been a
cornerstone for our success and the estabhishment of six new
regional offices in 2007 has enabled us to extend our customer
reach Qur Integrated and Acqussition Finance offenng has
been well received by customers, with a number of notable
successes during 2007

Retail

Our Retall businesses (Retail branch network, Intermediary
Homeloans and Asset Finance) have performed well with
lending up 41% to £6 Sbn (2008 £4 Bbry} {the local currency
advances were €8 9bn representing 31% growth) In our first

full year of operations we acquired 44,000 new customers with
only half of cur branches open Our second year has seen us
build on this performance as we attracted a further 72,000

new customers, a year on year increase In customer numbers
of over 60% In May 2007 we launched our core acquisition
product, the Halitax Current Account, which has been recerved
extremely well in the market 1t has further highiighted the appeal
of the Halifax product suite to the Insh retail market, with one in
four switchers in the market in 2007 moving to Halfax In 2007
we captured 27% of the new credit card flow, and an 11% shars
of net mortgage lending

Risks and Uncertainties

The key nsks and uncertanties faced by Ireland include a
slowdown in the Insh economy, customer inertia, competitor
reaction to our retail proposition, the ability to attract and retain
talented colleagues, and expasure to currency fluctuations

A correction to house prices, If signdicant, could resultin a
contrachon in the housing market, most likely resulting in
detenoraticn in consumer confidence To miigate aganst
the impacts of economic contraction, we are dversifying
our businesses, broadening our product suite and have
transformed to a full service bank

Our growth plans within Retalt are predicated on Insh customers
switching from their existing bank If customers are less willing
to move therr banking retationship we will not deliver the level

of growth that we expect In mitigation however, our Innovative
retall banking proposition offers a different approach to banking
inlreland This Includes value for money product offenings,
longer opening hours than our competitors and branches
sttuated in convenient locations Reaction has been excellent
and the market appetite for our products and approach 1s
evident The success of our strategy will also be affected by

the competitor reaction of both incumbent banks and new
entrants to the Insh market We believe however, that increased
compettion in the market 1s to be welcomed, encouraging
switching to the better value products and services that we offer

Growling the UK franchise
Targeted internatonal growth
Cost leadership

Capital discipline

Collsague development
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Qur ability to grow our franchise will depend on cur success
In attracting and retaining talent, a significant challenge in

a full employment market Our approach to reward and
recognition 1s designed to ensure that both the Bank and
our staff are recognised as “briiantly different” Dunng

2007 we recrurted over 540 new colleagues Eamings and
net assets are denominated N euros and there 1s a nisk of
devaluation upon conversion to stering To muigate, forward
contracts are used 1o hedge one year's expected earnings

Prospects

The underlying economic condittons in Ireland have
moderated GDP growth in 2008 1s expected to track in
line with Europe at 2 3%, with unemployment remaining
low at 5 6% There has been some softerung In the housing
market, with a reduction in the number of residential
completions to 55,000 and an expected modest decline
n house prices In 2008 While consumer confidence
has weakened, long term prospects reman favourable
with the economy expected to prove sufficiently resikent
to nde out the current global economic slowdown

In our Business Banking division, while overall market growth 1s
showing signs of moderating, our portfalio 1s well diversified by
sector and has been built through strong, recumng custorner
relatonships Our expanding distnbution, our knowledge of our
customer base and the efficiency of our credit process remamn
at the heart of our proposition We enter 2008 with a healthy
pipeling which, together with the initial success of our Integrated
and Acguisiton Finance offering, replicating the UK business
model, provides a solid platform for appropnately paced growth
n 2008 and beyond

In our Retall dmsion, the sales pipeline 1s strong and trending
upwards as we increase our natonwide footprint In 2008 we
will continue to expand our branch infrastructure and to leverage
our recently completed core product suite Affordability, on the
back of exght consecutive ECB rate increases, 1s to the forefront
of customers’ minds and we are ideally suited to satsfy this
demand Our increased distrbution, together with our innovative
and value for money product range, will continue to capture
profitable market share and diversify our earmings

Full service banking in Ireland

Bank of Scotland (Ireland)
launched its first ever current
account in May 2007
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Europe & North America (‘ENA’)

Underlying profit befare tax in ENA increased by 35% to
£265m (2006 £190m), reflecting the continuing expansion of
our corporate banking activities in North Amenca, iIncreased
distnbution in our European Financial Services business
(‘EFS"), actuanial benefits and realisations Our European retail
busmesses continued to grow through ongoing expansion

in the Banco Halifax Hispania (BHH') branch retal network

in Spain and expanded distnibution channels N our market
leading online martgage product i BoS Netherlands {BoSNL)

Year Year
ended endec
3112 2007 3112 2006
Income Statement £m £m
Net interest income 138 113
Underlying non interest mcome 290 220
Fees and commission income 32 21
Fees and commission expense {204) (176)
Change n value of n force long term
assurance business 12 104
Net income from long term business 300 258
Investment earnings on surplus assets
atinbutable to shareholders using
long term assumptions 6 3
Cther operating income 31 12
Share of profits/losses) of associates
and jointly controlied entities 13 @
Underlying net operating income 428 333
Underlying operating expenses {150) {(134)
Staff (74} 57
Accommodation, repairs
and maintenance {7) 10y
Technology {6} (5)
Markating and communication {9) {7
Depreciation Property and
equipment and intangible assets 11) (10}
Other {37} {43)
Sub total (144) (132)
Recharges
Technology {5) (1)
Accommodation (1 ()
Underiying operating profit
before provisions 278 199
Imparrment losses on loans and advances (13) ie})
Underlying profit before tax 265 190
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Net interest margin 147% 146%
Imparment losses as a %

of average advances 013% 012%
Cost income ratio 350% 40 2%
Loans and advances to customers £12 0bn £83bn
Risk weighted assets £9 1bn £5 9bn
Customer deposits £0 3bn £02bn

Operating Income and Margins

Net interest income increased by 22% to £138m (2006 £113m)
reflecting strong growth in customer advances in both our
corporate and retall banking businesses The net interest margin
remains broadly n line with 2006 levels at 147% (2006 1 46%)

Underlying non interest income increased by 32% to £280m
(2006 £220m), primarly due to a strong performance in EFS

Operating Expenses

Underlying operating expenses increased by 12% to £150m
{2006 £134m) The increase reflects continuing investment

to expand our sales and distnbution channels, and to mest
ongoing and substantive legislative changes in key markets
such as Germany The establishment of new offices 1n Miami
and Dallas now gives us a presence IN ning key economic
centres acrass the USA The second half of 2007 also saw us
create a corporate presence in Canada, with the establishment
of an office n the man financial centre of Toronto Under the
retall branch expansion programme in BHH, we opened a
further six branches in 2007 taking the overall number to 25,
while establishing a sales presence in Dublin to maximise
growth oppartunities ansing from the buoyant Insh expatniate
market for Spanish banking faclites Despite significant
Investment across our businesses, the cost income ratio fell
to 35 0% (2006 40 2%), reflecting strong income growth and
the benefits of our continuous drive for efficiency and effective
cost rmanagement

Credit Quaiity and Provisions

Imparred loans as a percentage of closing advances increased
to 0 59% (2006 0 479%) Overall crecht quaity remaned

strong across a diverse and geographically spread portfolio
Impairment losses as a percentage of average advances
increased only marginally to 0 13% (2006 0 12%) and from

a low base, while impairment provisions as a percentage

of impaired loans were slightly lower at 48% (2006 51%)

Canadian launch

HBOS Canada — focusing

on specialist sectors such as

natural resources and real estate
launched in July 2007
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(The information set out below forms an integral part of the
audited financial staternents as described i the Accounting
Poicies section of the Financial Statements on page 160)

Asat As at
Asgset Quality Information 3112 2007 3112 2006
£bn £bn

(i) Exposure

Loans and advances to customers 120 83
Imparment provisions on advances

Loans and advances to customers

before impatrment provisions 120 83
Classification of advances* % %
Energy 7 6
Manufacturing industry 2 1
Construction and property 7 7

Hotels, restaurants and wholesale and

retall trade 2 2
Transport, storage and communication 1 bl
Financial 7 4
Other services etc 10 10
Indvtguals
Home mortgages 64 69
100 100
{u) Credit Quality
Loans and advances to customers® £bn £bn
Neither past due nor imparred 16 80
Past due but not impaired 03 02
Impared 01 01
120 83
L.oans neither past due nor impared* % %
Internal rating
Better than safisfactory nsk 37 43
Satisfactory nsk 40 37
Viable but monitonng 21 15
High nsk 2 5
100 100

Growing the UK franchise
Targeted International grawth
Cost lsadership

Capral discipfine

Colleague development
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Loans past due but not Impaired® £m £m
Past due 0 to 3 months 315 210
Past due 3 to 6 months 2 10
Past dus more than & months 8
325 220
Impaired loans* £m £m
Past due 0 to 3 months 39
Past due 3 to 8 months 29
Past due 6 to 12 months 32
Past due over 12 months 1
Possassion cases
4! 39
Impaired loans as a %
of ¢closing advances 0 59% 047%
Impairment provisions £34m £20m
Impairment provisions as a %
of ¢closing advances 028% 0 24%
Impairment provisions as a %
of impaired loans 48% 51%

Sefore impairment provisions

(End of information that forms an integrel part of the audited
financial statements )

Operational Performance

Lending Growth

Loans and advances, which are predominantly European
residential mortgages, grew by 45% in 2007, with an increase
In the portfolio to £12 Obn (2006 £8 3bn), dnven by strong
growth of 79% In corporate and 31% in retal The partculary
strong growth In our corporate business enhances the spread
of the portfolio both geographically and by business, with 36%
of lending In corporate and 64% in retal The geographical
spread of our partfolo will be enhanced further as we develop
and grow our newly established corporate business in Canada
In retal, our lending portfolio 15 almost wholly In the form of
residential mortgages while corporate continues 1o benefit from
a diverse portfolio spread across a range of specialist sectors
(eg, oll & gas, gaming, real estate} In each of our markets

wa monitor conditions closely enabling us to selectively and
proactively adjust our nsk appetite as necessary

Asat Asat

31 12 2007 3142 2008

Loans and Advances to customers €bn £bn
Corporate 43 24
Retail 77 59
120 83

Going Dutch

Bank of Scotland The
Netherlands' substantzl
expansion of its mortgage
product distnbution network
provided a range of opportunities
In the lucratve IFA market in 2007
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USA
Qur corporate USA business, now based in nine major
economic certres across the USA, has delivered strong

lending growth and profits despite the impact of a weakening

LS dollar Lending grew by 78% to £4 3bn (2006 £2 4bn)
The USA business has continued to focus on its chosen
specialist sectors, while expanding the regional banking
partnership mitiative which identifies US regional banks with
whom we can partner in commercial lending apportunities

Canada

The establishment of our first office in Canada wll inbiadly
focus on specialist corporate sectors such as corporate
finance, real estate, nfrastructure and natural resources
with the aim of creating a diverse portfolio and a platform
for sustainable profitable growth Smce establishing

our presence the business has focused on building an
expansive hetwork of introducers and relationships acress
the local financial community while completing a small
number of loans In partnership with local banks

Retail Europe

BoSNL, our market leading online residential mortgage
sales business, saw lending grow by 34% to £6 3bn (2006
£4 7bny) with the expansion of our Intermediary distnbution
channels contnbuting significantly to this growth In Spain,
in a more difficult and slowing residential property market,
targeted BHH lending grew by 17% to £1 4bn {2006 £1 2bn)

Year

Year Year

anded ended ended

3112 2007 3112 2007 3112 2007

Single Annual PVNBP*

Investment Sales £m £m £m
Life 164 88 845
With profits 28 12 17
Unit Linked 136 69 673
Protection 7 55
Indnvidual Pensions 4 16 138
Total 168 104 983
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European Financial Services
Underlying profit Increased by 35% to £138m (2006 £102m),

dnven by the contrioution from existing business, ncluding better

than expected persistency The vast majonty of nvestment
business in EFS 1s accounted for an an EV basis under iIFRS
The table below analyses the EV profit contnbution of EFS

57

Year Yaar
ended ended
3112 2007 3112 2008
£m £m

Contribution from existing business
Expacted contnbution 53 44
Actual vs expected expenence 42 18
a5 63
Contnbution from new business 37 36

Investment earnings on net assets

using long term assumptions 6 3
Underlying profit before tax 138 102

Our European iInvestment business had another strong year

with total new business sales increasing by 14% to £983m (2006

£861m) on a PVNBP basis To ensure compliance with the

German VVG legislation from 1 January 2008, EFS has made

a significant nvestment N products and systems Our new

competitive range of products 1s now available to our partners
and we believe that our business I1s now well positioned to take
advantage of further growth opporturities in 2008 and beyond

Funds under management iIncreased by 16% (7% m local
currency terms) to £5 7bn (2006 £4 Sbr} New business
profitability, as measured an an EV basis, was 41% of APE
{2006 33%)

Yoar ‘Year Yoar Year

Year

endec ended ended ended ended
3112 2006 3112 2008 3112 2006 3112 2007 3112 2008
Single Annual PVNBP Total APE** Total APE

£m £m £m £m £m

186 63 682 104 81

7 12 165 15 19

15 38 415 82 49

13 102 7 13

3 22 179 16 22

189 85 861 120 103

* PVNBP is the present value of new business premiums It equals naw single premiums plus the expacted present value of new annual premiums

“ APE 15 calculated as annuat pramiums plus 10% of single premiums

Overseas award for BHH

Banco Halifax Hispanta secured
the Best Mortgage Lender
{Overseas Property) title in the
prestigious 2007 Financial Adviser
awards
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International
continued

Risks and Uncertainties

The key nsks and uncertainties faced by Europe & Narth
America include a detenoration in the vanous econcimies in
which we operate (primanly Continental Europe and North
America), access to funding, competitve pressure particularly
on margins, regulatory change, the attrachon and retention
of colleagues and expaosure to curency fluctuations

With continuing volatiity in the financial markets and the
uncertain economic environment across our core geographic
markets, mamtaning the balance between nsks and retumns
at each stage of the econormic cycle and through changes in
regulation and legsslation are key to our continued success

As economic conditions weaken and penods of economic
volatiity are expenenced, our credit growth and retums may
fall short of expectations I mitigation, our business 1s well
diversified across a broad spectrum of retal, corporate and
imvestment products and across a number of established
geographies The associated nsks are continually reviewed
through rabust divsional and group gavermnance procedures
where nsk appetite, credit, market, lquidity and insurance,
operational and investment nsks are actively managed

Competitive pressiires in our core lending markets could lead
to a matenal reducton in margins and retums n response,

we employ a clearly defined strategy of focusing on sectors
where we have established real knowledge and understanding
rather than chasing market share We mitgate this nsk by
concentrating on and exploiting our understanding of market
conditions, maintaining deep custemer and introducer
relationships and employing inteligent balance sheet
management technigues and robust credit processes

Changes n regulation and legislation are key features in
each of our businesses with a current focus on the Capital
Requirements Directive In Europe and the recently enacted
market disclosure reform (VVG) n our German Investment
business We respond positively to these challenges

and seek cpportunities to turn regulatory change to
competitive advantage We recognise the challenges these
changes bring to our people, systems and infrastructure

In mibgation we deploy professional project management
techmigues and continue to INvest to ensure ENA's
capabilies remain robust in the face of these changes

Through our group wide leadership commutment
programme we deploy active human resource planning,
succession management and talent development processes
This, together with an extensive learning and development
programme, Increases our ability to attract and retan

quality pecple
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Eamings and net assets are denominated in vanous foresgn
currencies and there 1s a sk of devatuation upon conversion
to stering To mitigate, forward contracts are used to hedge
one year's expected earmnings

Prospects

We continue to pursue a strategy of targeted organic growth
across our European and North American businesses by
seeking to expand into new markets, while increasing the
depth of our presence and relationships n our existing markets
by developing our product range, increasing our range of
specialist sectors and broadening our distribution reach

In EFS, we have invested heawily in our new product range and
are now well placed to offer our partners competitive products
that are comphant with the new German regulations In our
European retail businesses, BoSNL and BHH, the slowing
economic outlook 1s expected to lead to a moderation

in dernand for credt However, our branch network In

Spain will provide us with ncreased capacity to develop

this business prudently

in North America, our expanding network of loan offices

will position us for further growth opportuniies  Cur regional
banking partnership mtiative will continue to complement
our established corporate lending business

We operate in established, affluent and accessible markets
which, In spite of current market volatility, are forecast to
maintan robust long term growth and which sutt HBOS
products and nsk appetite The continued attractiveness of the
econcmic, political and fiscal conditions in our markets will play
a major role In the pace of our expansion, as will our ability to
attract high quality talented colleagues With our current low
market penetrations the scale of the opportunity 1s substantial

Moving to Spain?

A pilot scheme launched

in Octeber 2007, teaming

up Halifax Estate Agents
with Banco Hispamia Halfax
- offering Spanish properties
for sale in partnership

with international housing
developers Taylor Woodrow
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Treasury manages the
Group’s funding and liquidity
and delivers products and
services to the Group and
its customers; our Asset
Management businesses
offer investment solutions

to Group and external
customers.
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Qur Products and Markets |

Treasury \
The Treasury dvision's principal business activities are focused on performing
thres core functions

- managing the funding and hquidity position of the Group,
- providing financial services to the Group and its customers, and
- delivering profits

The order of these functions 1s impertant as it reflects the relative prionty
of each function and ensures that we are able to priontise accordingly
Funding and lquidity, therefore, 1s the most important function

Treasury has operations in London, New York, Sydney, Dublin and Glasgow
Treasury afigns itself to the growth plans in other divisions and therefore
seeks to grow income from treasury activities in each of these locations

Asset Management
Asset Management compnses Insight investment {Insight’y and
Invista Real Estate ('Invista’)

Insight 1s one of the UK's largest fund managers, operating a mulh channel
business and managing money for retaill nvestors, pension funds, insurance
groups and other mstitutions, as well as providing the investment expertise for
our Insurance & Investment division Insight’s strategic product ines are Fixed
Income, Liabilty Driven Investing ('LDP), Absolute Return and Equittes and we
have ambitions to grow our market share in these key areas, pradormnantly in
the UK Insttutional market but also we plan a gradual expansion into Eurcpe
as well as continuing to leverage off the strength of the Group's brands

Invista Real Estate Investment Management 1s the largest UK listed real
estate fund management group Invista manages both commercial and
residental property across the UK and continental Europe, and has a
totat of £8 7bn In assets under management as at 31 December 2007
It manages the real estate assets n funds on behalf of a number of
chents, ncluding Halifax, Clencal Medical and St James’s Place
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QOur Strategy

Our strategy in Treasury supports the growth of the
Group’s business and includes*

Funding and liquidrty

Managing the Group's funding and liquidity position to ensure
that the Group has sufficient fmancial resources to mest its
obligations as they fall due and te do so without excessive
cost to the Group Treasury's core objectives in this area
include producing the Group's funding plan which seeks to
optimise the funding mix and the relatve cost of funds

Providing financial services to the Group and its customers
Treasury provides financial services to the Group and its
customers Treasury's pnncipal rale 1s not direct chent
acquisition but to maximise cross seling opportunities

to clerts acquired by other dwisions We continue to

invest in technology, particulary in relation to internet

banking solutions and increased automation between

the dvsions and Treasury Treasury’s overseas locations
support the international growth plans in other divisions

Trading

All of the Group’s market risk trading actiity 1s conducted

by Treasury, within the nisk appetite set by Group Treasury’s
aim I1s to conbinue to grow incomie on the back of business
flows whilst mantaining a imited proprigtary trading function,
managed within modest nsk limits and a cautious approach to
mvestments

Our strategy in Asset Management includes

Providing supenor investment solutions

Investment performance is at the heart of Asset Management
We will strive to continue te provide supertor Investment
solutions to our customers by focusing on those products
where we have a proven record of exceptional performance
We will continue to consolidate our posttion in the market
place by further improvement and innovation and grow our
key product ines

Creating a quality nvestment brand

With exceptional customer service and offenng supernor
investment solutions, we want to be one of the leading
investment brands in the asset management market We are
considered a key player in the market and in order to maintain
our compettive advantage, we will continue to improve and
inngvate whilst also investing in front office infrastructure and
the recruitment, retention and trasning of tugh quality staff

Profitably grow revenues to create shareholder value
We will continue to grow and develop our sales and trading
capabity and improve investment performance continuing
to nvest when appropnate whilst maintaning a strong

cost disoipline

HBOSplc Annual Report and Accounts 2007

Key Performance Indicators

Our kay performance ndicators are used to measure
progress against our strateqy
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Asset Management

2007 Performance

Underlying profit before tax in Treasury & Asset Management
decreased by 21% to £275m (2006 £350m} which includes

a negative farr value adjustment relating to certain debt
secunties of £227m (2006 positive farr value adjustment of £2m)
Treasury's performance reflects the turmaonl in global financial
markets and the related difficult market condiions in the second
half of 2007 Excluding these effects, there was strong growth n
bath undertying ncome and operating profit Notwithstanding
the difficult conditions faced by the market, we have a strong
credit portfolio and no credit provisions were required in the
penod Asset Management's profit growth was strong reflecting
the growth in assets under management to £117 8bn {2006
£107 8bn) and increased performance fees in Invista

Risk Weighted Assets (RWAS’) on a Basel | basis have
increased by 73% to £26 Obn (2006 £15 Con) manly due to the
drawdown of Grampian hquidity facilities, increased banking
book assets and the impact of widening credit spreads

Year Year
ended anced
3112 2007 3112 2006
tncome Statement £m £m
Net interest ncome 164 205
Underlying non interast income 449 415
Net trading income
(excluding far value adjustments)* 357 247
Fair value adjustrnents® (227) 2
Net trading ncome 130 249
Fees and commission income 267 188
Fees and commission expense {49) 43}
Other operating income 105 22
Share of {losses)/profits of associates
and jointty controlled entities {4 1
Underlying net operating ncome 613 620
Underlying operating expenses (342) 292)
Staff {205) (174)
Accommodation, repairs and
maintenance {3) {1
Technology {10} (10)
Marketing and communication (6} (6)
Depreciation Property and equipment
and intangible assets (L1 4
Other (72) (78)
Sub total (300) (270)
Recharges
Technology {7) {6)
Accommodation (14) (14)
QOther shared services {21} @
Underlying operating profit 2 328
Non operating income 4 22
Underlying profit before tax 275 350

Growing the UK franchise
Targeted international growth
Cost leadership

Capnal discipline

Colleague devalopment

Net interest margin {bps)™ 9 7
Cost income ratio 55 8% 471%
Insight's funds under management £109.1bn £98 6bn
Invista's funds under management £8 7bn £9 2bn
Risk weighted assets £26 Obn £150bn

* Relabing to certan debt secunties

**Net interest margin has been calculated as nat nterest Income dvided by
average intarest eaming assets excluding secunties classified as trading
assets but including lending to other members of the Group

Operating Income and Margins

Underlying net operating income decreased by 1% to £613m
{2006 £620m) Net nterest ncome decreased by 20% to £164m
{2006 £205m), pnimarily due to the use of non interest beanng
Investments in Treasury where the income 1s reported through
non interest ncome, whilst the cost of funding the investment

Is reported through net interest ncome, £58m (2006 £nil)

Underlying non interest ncome ncreased by 8% to £449m
(2006 £415m) This growth includes ncreased Treasury Sales
revenues, increased Treasury Interest Rate trading business and
the receipt of performance fees in Invista The 2007 outcome
also included the results of our Payment and International
Services business, transferred from Corporate division, from

1 January 2007 of £31m and income from our non interest
beanng Investments of £78m (2006 £ni) This was, however,
offset by the negative farr value adjustment relating to certain
debt secunties of £227m

Operating Expenses

Undertying operating expenses increased by 17% to £342m
(2006 £292m) The increase reflects the ongoing development
of the businesses, the inclusion of the operating expenses
relating to the Payment and International Services business,
which accounted for £20m of the increase, and the nciusion of
Bank of Scotland (Ireland) Treasury, which accounted for £4m

Non operating Income

Following a strategic rewiew of the non core Channel Islands
business, Insight announced in May 2007 the sale of s
Guermnsey based retal business, with £0 5bn of assets under
rmanagement, to Syndicate Asset Management Completion
tock place at the end of June, with a gain on sale of £4m
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Treasury Debt Secunties

Treasury holds a portfolio of hygh quality debt secunties which
are analysed below There are no credit mparrments on the
portfolio, but In line with the fall In values generally the full year
profit cutcome 18 mpacted by a £227m negative far value
adjustment refating pamarly to our holdings of Asset Backed
Secunties and Floating Rate Notes in our trading books

The adjustrnent s expected to reverse out over time, as no
mpairments have besn incured In respact of these nvestments

Asset class

Asset Backed Securities
Direct
Grampian condut

Caovered Bonds

Bank/Financial Institution Floating Rate Notes (‘FRNS’)

Bank Certificates of Deposit
Less than 12 months maturty

Landale condurt
Qther

Total

" Principally Governments and Supra natonals
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We have also made a negative far value adjustment of
£509m post tax to the Group's Avallable For Sale reserves
in respect of our holding of debt securties in the banking
book This adjustment has no impact on reported profits
or regulatory capital strength It 1s also expected to reverse
out over time, and again, with no mpairments incurred

Treasury's total debt secunities portfolio as at 31 December
2007 1s summarised in the following table

63
Banking Banking m
Book Book Trading 5
Grampian Other Book Total =1
£bn £bn £bn £bn a
7
96 137 233 2
1886 186 3
186 96 137 419 2
32 3.2
98 60 158
33 136 169
08 086
18 10 28 o
o
&
186 283 343 812 3
o]
3
o
@
)
3
o
3
Q
=2
Treasury Sales gz
@
Continuing strong growth 3
in our UK Corporate Sales o
business with revenues up o

53% reflecting the strength
of our Corporate franchise
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Treasury & Asset Management

continued

Exposure to Asset Backed Secunties

Asset Backed Secunties ('ABS') include our Grampian conduit which 1s, and always has been, consolidated into our balance sheet
ABS are further analysed by asset class and credit rating as shown below

Asset Class

Mortgage Backed Securities
US RMBS @
Non US RMBS
CMBS @

Collateralised Debt Obligations
cBo@
cLo®

Personal Sactor
Auto Loans
Credit Cards
Personal Loans

FFELP Student Loans @
Other ABS and fair value adjustments
Total Uncovered ABS

Negative Basis &
Total

 The external cradit rating 15 the lower of Moody's and Standard & Poor's using the translabon Aaa 1 Aa1 2, AaZ 3 efe
@ RMBS means Residental Morigage Backed Securtes, CMBS means Commercial Mortgage Backed Secunties, CBO means Collateralised
Bond Obligations, CLO means Collateralised Loan Obigations FFELP means Federal Family Education Loan Programme

Banking
Book
Grampian
£bn

50
14
31
96

33
27
60
05
15

08
28

03

186

186

Banking
Book
Othor
£bn

13
18

31
01
o1
02
03
03
56
Q%
91

Q5
96

Trading
Book
£bn

32
48
02
82

04
04

10
i0
02
22

01

109
28
137

Total
£bn

95
80
33
208

34
32
66

15
28
10
53

57

02

386

33
19

Woeighted
Average
External

Credit
Rating ™

100
104
108
103

103
102
103

100
100
100
100

100
100
102

100
102

™ Nagative basis means bonds held with separate matching credit default swap { CDS) protection Tna welighted average external cradit rating 1s based on the bond,

ignenng the benefit of the CDS

Certan asset classes are of particular interest to the financial community at this time, and further detail on these s shown below

Exposure to US RMBS

The table below details our dirsct exposure to US RMBS by asset class with credit rating information

Assot Class
Prime
Alt A

Sub pnme
Total

M Includes £644m of second hien loans to pnime borrowers
ali of which are monoline wrapped

Growmng the UK franchise
Targeted intarnabonail growth
Cost leadership

Capital disciphne

Collaague development

Banking
Book
Grampian
£m

1,280
3,675

78
5,031

Banking
Book
Other
£m

247
1,041
9
1,287

Trading
Book
£m

777
2,381
20
3,178

Total
£m

2,304
7,097

105
9,506

Waighted
Average
External

Cradit
Rating

100
100
100
100
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At A borrowsrs are of reasonable credit quality (for example, the weighted average FICO score of our porticho 15 708)
put the securtties are not classed as prme because they fail one of the pnme tests (eg level of full docurmentation, LTV ratio,
owner accupancy rate or single family residency rate} We consider our portfolio to be of extremely high quality, noting that the
welghted average LTV 1s 77% and the current weighted average credit enhancernent level 1 30%, and it 15 also entirely tnple
A rated by extemal credt rating agencies
We have Iittle direct exposure to the sub pnme US residential real estate sector, as shown above Even after taking into account
ABS CDOs with exposure to that market the Group's total exposure to US sub pnme nvestments s less than 01% of the
Group balance sheet, at £434m, as shown in the table below In our trading bock, the £20m of US sub pnme are all pre 2006
RMBS and farr value adjustments of less than £0 5m were made to reported full year profit In our banking book, the £414m
of Investments that contain US sub pnme exposure required a negative post tax far value adjustment to equity of £29m
There have been no credit imparrments to any of the above US sub prime exposures in either the trading or
banking books The table below sets out our US sub pnme exposures with credit rating information
Weighted
Banking Banking Average
Book Book Trading External
Gramplan Other Book Total Credit
Asset Class £m £m £m £m Rating
ABS CDO with Sub prnme Collateral @ 300 29 328 119
Sub pnme RMBS @ 76 9 20 105 100
Total US Sub prime 376 38 20 434 114
" Includes £106m of bonds that are monoline wrapped
%1997 2005 vintages
Exposure to Collateralised Debt Obligations
HBOS CDC exposure s quantified in the table below, with credit rating information This Is a hughly rated portfolio, the majorty of
which 1s based on corporate credits ABS CDOs include bonds based on residential mortgage backed bonds, as noted above
Weighted
Banking Banking Average
Book Book Trading External
Gramplan Other Book Total Credit
Agset Class £m £m £m £m Rating
ABSCDO™ 332 29 361 123
High Yteld Corporate CBO 12 112 122
Investment Grade Corporate CBO 2,135 2,135 100
Commaercial Real Estate CBO 715 63 778 1400
CLO 2,705 51 442 3,198 102
Total 5,999 143 442 6,584 103

" ABS CDO includes £329m of US Sub pnme related as shown
in the previous fable

Award winning Insight

Insight Investment won LD1
Manager of the Year & UK
Fixed Income Manager of
the Year at the Financial
Times Business Pension and
Investment provider awards
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Treasury & Asset Management

continued

Exposures to Monolines

HBOS has a conservative investment approach to all its
Investments wrapped or protected by monoline nsurance
comparwes At the time of investment all undertying securties
that are insured by a monoline INsurance company are reviewed
and must achugve an investment grade ratng on a stand

alone basis, before any protection 1s taken into account

Our exposure to monolines anses from two sources, bonds
that are wrapped, with a nominal exposure of £2 3bn (£1 9bn

in Grampian), and ‘negative basis' trades, with a nomnal
exposure of £2 8bn, where we purchase a bond and then

buy CDS protection from a monoline separately In respect of
the former, we calculate an exposure to the monoline based

on our internal rating of the underlying exposure and the

uphft In rating provided by the monoline wrap For CDS, all
underiying bonds are tnple A rated externally, and the exposure
calculation to the moncline 1s a combination of mark to market
exposure based on the bond pnce and a Potential Future
Exposure caleulation Using the HBOS methodology descnbed
above we have £551m of credit exposure to monolines

At 31 Decernber 2007 all of our manolne exposures were
triple A rated by both Moocdy's and Standard & Poor's
('S&P" As of 26 February 2008, 85% of our exposures
were to a monoline rated tniple A by both Moody's and
S&P with the balance to monolines rated A3/A or A3/A

Fair Values of Debt Secunties

The far value of debt secunties in active markets 1s based on
market prices or broker/dsaler valuations Where quoted prices
on Instruments are not readily and regularly avaslable from a
recognised broker, dealer or pricing service or avallable pnces
do not represent regular transactions in the market, the far
value Is estimated using quoted market prices for securties
with similar credit, matunty and yield charactenstics or similar
valuation models

ABS not traded in an active market are valued using valuaton
modets that include non market observable nputs These
models use observed issuance prices, benchmarking
methodotogy and modelled market correlations For each asset
class withun the ABS portfolio, the implied spread amived at

by using this methodology 1s applied to the securities within
that asset class Addihional assessments are then made on
possible detenoration in credit nsk for each ndvidual security

At 31 December 2007, the value of ABS measured using
models with non market observable inputs compnsed £5 4bn
(2006 £nil) within financial assets held for trading and £12 4bn
{2006 £nil) within assets classified as avallable for sale

Growing the UK franchise
Targeted international growth
Cost leadership

Capital disciphne

Colleagus development

Dunng the year, a £78m pre tax negative far value adjustment
was recognised in the income statement on ABS that were
valued using models with non market observable inputs (2006
£ni) In addition to this a post tax negative far value adjustment
of £158m {2006 £nily on ABS classified as avallable for sale was
recognised in equity reserves

For ABS asset valuations using non market observable
Inputs, the effect of a one basis point move in credit spreads
would result In a pre tax movement of £1 9m for ABS assets
classified as held for trading and a past tax movement of

£3 5m (recognised In equity reserves) on assets classified
as avalable for sale

The use of non market chservable nputs in the valuation
models will dminish as and when actvity returns to these
markets

Operational Performance

Treasury

Funding and Liquidity

Dunng 2007, Treasury continued to support the Group's capital
and funding plans In respect of capital, Treasury arranged a
US$750m Tier 1 perpetual preference share 1ssue and five lower
Tier 2 subordinated debt 1Issues

In respect of funding, £15 7bn was raised from existing
programmes in the secuntisation and covered bonds market
during the year This compnsed £6 6bn from covered bonds
and £9 1bn from securtisations  Treasury also completed an
unfunded synthetic secuntisation in the first half of 2007

Conduits

HBOS sponsors two conduits, Grampian and Landale, which
are special purpose vehicles that invest in tughly rated assets
and fund via the Asset Backed Cammercial Paper {ABCP'}
market At 31 Decernber 2007, investments held by Gramman
totalled £18 6bn Grampian 1s, and always has been, fully
consalidated intc our balance sheet £0 6bn of assets held by
Landale are also consoldated Grampan 1s & long established,
high grade credit investrnent vehicle that invests in diversified
Asset Backed Secunties of which over 99 9% are rated AAA by
S&P and Aaa by Moody's Grampian has a iquidity ine In place
with HBOS which covers all of the assets and programme wide
credit enhancement Is also provided by HBOS Landale holds
both assets onginated from our own balance shest and third
party transactions Landale has Iiquidity ines from HBOS and
from third party banks, and therefore the former, but not the
latter, are consolidated into our balance sheet
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In the latter half of 2007, due to the disruption in the ABCP
market, there have been occasions when Grampian and
Landale (in respect of assets backed by HBOS liquidity knes)
have declined to 1ssue ABCP given the unattractiveness of the
spreads and maturities avalable At these tmes we therefore
funded the conduits, on a temporary basis, through the
avallable iquichty ines rather than through the ABCP market
At 31 December 2007, HBOS had provided funding to the
Grampian and Landale conduits of £8 1bn

Sales and Trading

Net sales and trading income increased by 45% to £357m
(2006 £247m) reflecting a strong performance from our sales
and trading operations

Dunng the year, the UK Sales business area produced
consistent revenue growth, especially Corporate Sales, where
net revenues have increased by 53% to £121m (2006 £79m),
reflecting the strength of our Corporate franchise Also, the
results of our Payment and International Services business

are included within the sales revenues from 1 January 2007,
accounting for £31m of the reported increase In Sales revenues

The Trading business ncludes strong performances by our
Interest Rate trading desks

Asset Management

Insight

In 2007, Insight saw net inflows of £9 8bn (2006 £13 4bn), a
strong performance despite the delay in the funding of new
business i the second half of 2007 caused by the global
fimancial markets dislocation This has resulted in a very
strong year end pipeline of won, but unfunded, business,
which Insight expects to fund i the first half of 2008

Insight's expansion into Europe has begun to translate
to sales with several new mandates funding in the year
Overall, assets under management increased by 11% to
£109 1bn (2006 £98 5bn) after the transfer out of £4 2bn,
as part of the agreed sale of Equitable Life funds

The restructure in 2006 of Insight's UK Equity platform has
led 1o much better performance in 2007, with active UK
Equity funds ahead of benchmark Global Equity continues

to cutperform over all penods whilst European Equities
performed below benchmark durng the year Following
several years of consistent aut performance, UK Fixed
Income underperformed dunng the year but our cash funds
remain ahead over all penods Despite turbulent markets,

our flagshup Diversified Target Return fund outperformed its
cash benchmark in 2007 Absolute Insight was slightly behind
benchmark for the year, however it sits well amongst its peers
given the capital losses and subsequent mass outflows
expenanced by many of its competitors dunng 2007
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insgght achieved recognition as one of the market leaders in
the Institutional pensicn market by winning several prestigious
industry awards These included

- LDI Manager of the Year & UK Fixed income Manager of
the Year, Financial Times Business Pension and Investment
provider awards,

— LDl Manager of the Year, Global Pension Awards, and

- Eurozone Fixed Income Manager of the Year {(Govt bonds)
& Eurozone Fixed Income Manager of the Year {Govt bonds
& non Govt bonds), Professional Penstons’ Specialist and
Alternative Investment Manager Awards

Insight was recognised for the contribution it has made In
developing corporate governance and investor responsibility,
by winning the Socially Responsible Investment Programme
of the Year award from Funds Europe magazine

Invista

Despite the slowdown in the UK commercial property market
in 2007, Invista, our 55% owned fund management business,
was still able to grow its business by successfully completing
three significant balance sheet INvestments [n the first half

of the year, Invista acquired two portfohos with long standing
JV partners The first was a €348m French portfolic and the
second a £127 5m UK residental portfallo Furthermore, Invista
successfully launched a pan European Opportunity Fund, to
which it commutted to invest £25m, alongside ather investors
in the fund

Inwista continues to focus on growing Its recumng management
fee Income and has done in 2007 with the new funds launched,
at tugher margins than the average fee rate across its existing
range of products Investment performance of the underlying
funds 1s one of the mportant prionties for Invista and continues
to be strong 80% of assets under management have out
performed their benchmark, over a one year perod to

31 December 2007
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Treasury & Asset Management

continued

Risks and Uncertainties

The key rnsks and uncertamties managed by Treasury nclude
the nsk that the Group does not have sufficient lquidity to meet
ks obligations as they fall due, has insufficient funding and/or
capital to finance business growth, and has nsufficient capital
resources to maet the regutatory minsmurm or to support its
crecit ratings The managernent of the funding and lquidity 1s
delegated to Treasury and our approach to mitigate thws nisk is
explained on pages 95 to 98

Other nsks and uncertainties faced by Treasury include less
liquid and/or more volatle financial markets leading to losses
from trading actwities or permanent Impairments to our
Investment securties Less liquid financial markets could also
affect the reliability of model! valuations of certain asset backed
secunties We review our valuation models regularty and adjust
the assumptions to take account of evolving market conditions
These factors could lead to mcreased funding costs and
increased volatiity of earnings and equity

in our Asset Management businesses, the key risks and
uncertanties include the performance of snvestment markets,
investment performance detenorating below benchmark and
the retention of key colleagues

The volatiity in the financial markets In which our Asset
Management businesses operate, along with the general
sales ervironment, could impact on growth prospects and
profitability To mitigate aganst a sector specific downturn
matenally affecting the business, we are actively diversifying
our product range and expanding our market reach further in
Eurcpe In Insight, the focus on Liability Drven Irwesting (‘LDI')
and Absolute Return strategies, helps further mitigate against
difficult market conditions

The loss of key colleagues could result in a detenoration n
investment performance or lower volumes of new business

To mitgate this nsk, we base our nvestment strategy on
principles ard processes rather than hinng ‘star’ fund managers
Furthermore, we have retention strategies in place for key
employees through our Long Term Incentive Ptan

Growling the UK franchise
Targeted international growth
Cost teadarship

Caprtal discipline

Colleague development

Prospects

Treasury

The pnmary focus of our Treasury operations 1 to manage
the Group's funding and hqusdity The disiacation In financial
markets which commenced in the second half of 2007 18
expected to continue to be a featurs of financial markets,
particularty the term markets, n 2008 in recent years, pnor

to the dislocation in financial markets, we have lengthened
the matunty profile of our wholesale funding and dversified
the types and sources of such funding This has enabled us
to operate effectively in difficuit financial markets and will give
us the flexibiity to source funds in 2008, at appropriate pnces,
consistent with our business requirements  As term markets
recover, we will continue to ensure that the profile of the funding
portfolio 15 appropnate for our longer term business plans

Treasury profits were affected by negative fair value
adjustments to debt securities in 2007 We expect these
adjustments to both the ncome statement and balance
sheet to reverse out over time as markets recover and/or
the debt securiies reach matunty

We will continue to be selective in Issuing commercial paper
at appropriate spreads from our ABCP conduits Grampian
and Landale or fund the conduits via the repo markets or
our own quidity Iines as appropnate

Treasury also provides services to the Group and to the
Group's customers We continue to invest in our capabilities to
deliver a top qualty service and performance Access to Group
customers, product innovation and our strong standing in the
market underpins our canfidence in our business model Our
cautious approach to products and services remains unaltered

Asset Management

Within Asset Management, Insight's award winning LDt
and Fixed Income teams are 1deally placed to win more
new business in 2008 as pension schemes continue to
look for solutions to de risk therr portfolios We now have
the absolute return and equities skills to provide sources
of relative out performance for pension schemes and wil
seek opportunities to deepen our relationships with existing
clients, with these solutions Insight will also sesk to further
diversify revenue streams by exploiting strong investrment
performance in other asset classes and expanding further
into new European markets Our retail strategy has been
sigruficantly refreshed 1n 2007 and we are confident

that In 2008 we will have significant flows from retail
investors, either directly or via thurd party distnbutors

nvista remans focused on deploying the balance sheet
capitat raised at IPO in September 2006 and will continue
to investigate new real estate markets which it beleves
present the potential for supenor Investment returns
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Group Finance
Director’s Report

Introduction

Group underlying profit before tax increased by 3% to £5,708m
(2006 £5,537m) Underlying net operating income fose by

6% dnven by good growth in underlying non interest income
Undertying operating expenses rose by 7% and imparrment
losses by 15%

Profit before tax decreased by 4% to £5,474m (2006 £5,706m),
predominantly reflecting the disposal of Dnve in 2006 and the
reduction in policyholder tax payable

Basic eamings per share increased by 6% to 106 2p (2006
100 6p) Undentying earnings per share also rose 8% to 106 2p
(2006 100 5p) and the proposed final dvidend Increased by
16% to 32 3p (2006 27 9p) The full year dividend 1s 48 9p
(2006 41 4p), an Increase of 18% on 2006 The final dvidend
wili be paid on 12 May 2008 to ordinary shareholders on

the register at the close of business on 14 March 2008

The table below reconciles underlying profit before tax and
profit before tax

Year Year

ended endad
3112 2007 3112 2008
£m £m
Underlying profit before tax 5,708 5,537
Adusted for
Regulatory provisions charge (122) 95)
impact of the 2008 change In
corporation tax rate cn the value
of leasing assets (10)
Profit on sale of Drive 180
Goodwill imparment (5) (55)
Policyholder tax payable 18 220
Short term fluctuations {115) {81)
Profit before tax 5,474 5706

Regulatory scrutiny and media interest into current account
charges has generated an industry wide Increase In customer
requests for refunds of current account service fees In 2007,
ex graha refunds, together with the associated adrmintstration
costs, amounted to £122m, prior to suspension of such
payments fallowing the test case launched by the OFT in July
These refunds are reported outside of our underlying results
as they relate predominantty to fees charged in pror years

Dunng 2008 vanous corporation tax rates will change The
UK rate reduces from 30% to 28% in Apnl 2008 and the
German rate reduced from 25% to 15% from January 2008
This has resulted In a net benefit of £171m to profit attributable
to ordinary shareholders ansing from a reduction i deferred
tax net labilites of £178m, partially ofiset by a £7m (£10m

pre tax) reduction in the value of leasing assets This net
benefit has been excluded from our undertying results

Growing the UK franchise
Targeted international growth
Cost leadership

Capstal disclpline

Colleague development
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The table below reconciles underlying profit attnbutable
to ordinary shareholders to profit attnbutable to ordinary
shareholders

Year Year
ended endad
3112 2007 3112 2006
£m £m
Underlying profit attributable to
ordinary shareholders 3,965 3,816
Adusted for
Regulatory provisions charge {85) 67)
Impact of the 2008 change In
corporation tax rate on
the valus of leasing assets (7}
deferred tax net habilites 178
Profit on sale of Drwve 180
Googwill impairment (5) (55)
Short term fluctuations (81) 57)
Profit of disposal group classtfied
as held for sale attnbutable to
ordinary shareholders 3
Profit attributable to ordinary
shareholders 3,965 3,820

Post Tax Return on Mean Equity
Group post tax retum on mean equity (‘ROFE’) decreased to
19 7% (2006 20 8%}

Yaar Year
andad anded
3112 2007 2112 2008
£m £m

Underlying profit attnbutable to
ordinary shareholders 3,965 3816
Mean Equity 20,11 18,375
% %
Group post tax return on mean equity 197 208

Note ROE 15 calcutated by dwviding undertying profit attnbutable to ordinary
shareholders by the monthly average of ordinary shareholders’ funds
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Dvisional financial performance can be summansed as follows

Retaill
Year endad 31 December 2007 £m
Undertying net interest incorme 4,099
Underlying non interest income 1,304
Underlying net operating mcome 5,403
Underlying operating expenses (2,147)

Imparment ‘osses on lcans and advances (1,294)
Underlying operating profit 1,862
Non operating Income 87

Underlying profit before tax 2,049
Year ended 31 Dacember 2008

Underlying profit befare tax 2,364
Increase/({decrease} in

underlying profit before tax (13)%

Net Interest Income

Corporate
£m

2,061
1,746
3,807
{883)
(602)
2,320

2,320

1,776

3N%

Insurance &
Investment
£m

(@8)
1,591
1,493

(848)

644

644

581

11%

Underlying net interest income fell by 1% n 2007 to £7.314m
(2006 £7,400m) This reflects the impact of the disposal of Drive
and acquisiion of Lex In 2006 along with the use of non interest

bearng Treasury nvestments in 2007

The Group net interest margin has fallen Sbps to 163% (2006
172% excluding Drive} This reflects reductions in Retail and
Corporate of 12bps and 19bps respectively and a change of
business mix between the divisions Retall’'s decline was dnven
by competitive pressure on mortgages in the first half and

the increased cost of funding N the second haif Corporate’s
reduction was the result of competitive pressures for new
business, coupled with changes to the mix of business wrtten

Year Year

andad anded

3112 2007 3112 2008

£m £m

Interest recewvable 35,022 26,742

Interest payable {27,708) (19,342)
Underlying net mterest income

{including Drive) 7314 7,400

Drive (254}
Underlying net interest mcome

(excluding Drive) 7,314 7146

HBOSplc Annual Report and Accounts 2007 7

Treasury
Inter & Asset Group
national Mgmt Items
£m £m £m
1,088 164
489 449
1,687 613
(714) {342) (337)
(116)
757 27 (337}
4
757 275 (337)
817 350 (241)
23% {21)% {40)%
Average balances
Interest earning assets
Leoans and advances

Secunties and other liquid assets

Drtve

Group net interest margin
{excluding Dnive)

Dwvisional net interest margins
Retail
Corporate
International
Treasury & Asset Management

Drive
£m

90

Yaar
ended
3112 2007
em

7,314
5,589
12,903
(5,274)
(2,012)
5,617
91
5,708

5,537

3%

Year
ended
3112 2007

£m

408,282
40,295
448,577

448,577

163%

166%
206%
193%
005%

Year
ended
31122008
£m

7,400
4717
12117
(4,908}
(1,742)
5,467
70
5,537

Year
ended
3112 20C6

£m

372,938
42,741

415,679
(1,345)

414,334

172%

178%
225%
197%
007%
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continued

Non interest Income

Underlying non interest iIncome increased by 18% to £5,589m
(2006 £4,717m) Foliowing the financial market dislocation,

the full year profit cutcome m 2007 1s impacted by a £227m
negative far value adjustment to Investments held wathin
Treasury division These nvestments pnmarnly relate to floating
rate notes and asset backed secunties This adjustrent

15 expected to reverse out over ime as no 1mparments

have been incurred in respect of these investments

Net fees and commissions have increased by 8%, where
growth In Corporate, dus to higher underwriting fees, and in
Treasury & Asset Management, has mare than offset a fall n
Retail n respect of lower Credit Card fees Profit on the sale

of mvestment secunties ncreased to £496m, manly reflecting
realisations n the Corporate Investment portfolio Net operating
l=ase ncome Increased by 47%, reflecting the full consolidation
of Lex, which became a fully owned subsidiary on 31 May 2008

Yaar Year
anded anded
3112 2007 3112 2008
em £m
Fees and commission NGome 2,378 2175
Feas and coMMiSSION expense {1,118) (1,012
Net earned premiums on INsurance
contracts 5,616 5,648
Net trading Income 178 292
Change n value of in force
long term assurance business 16 282
Other operating ncome
Profit on sale of Investment securities 496 307
Qperating lease rental Income 1,322 1,042
Net investment iIncome related to
insurance and investment business 4,710 6,306

Other income 486 135

Non interest income 14,084 15175
Impairment on Investment secunties (60) (71)
Operating lease depreciation (985) B812)
Change in investment contract liabites {2,538) 2,910)
Net claims incurred on

Insurance contracts (2,952) (2,328)
Net change in Insurance contract habilites (2,244) (3.894)
Change in unallocated surplus 50 (569)
Share of profits of associates and jontly

controfied entities 234 126
Underlying non interest income 5,589 4,717

Growing the UK franchise
Targeted International growth
Cost leadership

Caprtal discipline

Colleague development

Underlying non interest Income analysed by division

Yoar Yaar

anded ended

3112 2007 3112 2008

£m £m

Retail 1,304 1,352

Corporate 1,746 1.053

Insurance & Investment 1,591 1,494

Internatonal 499 404

Treasury & Asset Management 449 415
Underlying non interest income

(excluding Drive) 5,589 4718

Drive (1
Underlying non interest income

{including Drive) 5,589 4,717

Operating Expenses

Underlying operating expenses increased by 7% to £5,274m
{2008 £4,208m) The ncrease of £366m over last year ncludes
planned investments in International and Treasury & Asset
Managerrient, the Implemantation costs of our cost efficiency
programme and the full consolidation of Lex which became
awhally awned subsidiary on 31 May 2008 Excluding Drive,
undertying operating expenses Increased by 8%

Year Yeaar
ended ended
3112 2007 31122008
£m £m
Staff 2,911 2,674
Accompmodation, repairs and
maintenance 450 421
Technology 273 238
Marketing and commurucation 380 367
Depreciation Property and equipment
and intangibie assets M7 380
Other 843 828
Underlying operating expenses 5,274 4,808
Operating lease depreciaton 985 812
Change n investment contract
labiliies 2,538 2,910
Net clams incurred on insurance
contracts 2,952 2,328
Net change In Ingurance contract
liabilities 2,244 3,894
Changs in unallocated surplus {50} 569
Total 13,943 15,421
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Underlying operating expenses analysed by division

Year Year

ended ended

3112 2007 3142 2006

£m £m

Retail 2,147 2127

Corporate 885 812

{nsurance & Investment 849 820

International 714 573

Treasury & Asset Management 342 292

Group ltems 3a7 241
Underlying operating expenses

(excluding Drive) 5,274 4,865

Drive 43
Underlying operating expenses

{inctuding Drive} 5,274 4,908

Cost income Ratio
The Group cost Income ratio remained stable at 40 3%
(2006 41 0%)

Year Year

anded ended

3112 2007 3112 2008

£m £m

Underlying operating expenses 5,274 4,865
Underlying net interest income 7,314 7146
Underhying non interest income 5,589 4,718
Underlying net operating incorme 12,203 11,864
% %

Group cost income ratio 409 410

Dhwisicnal cost Income ratics are summarnsed below

Year ‘Year

ended ended

3112 2007 3112 2008

% %

Retail 397 384
Corporate 232 269
International 450 446
Treasury & Asset Managemsnt 558 471
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Group Items

Group items prncipally compnses the expenses of managing
the Group, including technology so far as it 1s not devolved

to dvisions, accommodation and other shared services such
as cheque clearng, maling, stc The costs of techncltagy,
accommadaton and other shared services (other than those
bome directly by Group Functions) are subsequently recharged
to divisions according to their usage and are shown under

the operating expense analysis for each dmsiont Group Iltems
has Increased by £96m {40%) compared to last year, of which
£75m 1s due to the implementation costs of our cost efficiency
programme

Year Year
ended ended
3112 2007 3112 2006
£m £m
Staff 318 2N
Accommodation, repairs
and maintenance 363 345
Technology 104 a1
Marketing and communication 65 67
Depreciation Property and equipment
and ntangibie assets 199 192
Other 272 200
Sub total 1,321 1,186
Less Recharges
Technology (368} {(385)
Accommodation (377} (365)
Other shared services {239) 215)
Total 337 241
Taxation

Changes in carporation tax rates have resulted In a reduction
to the dsferred tax net habilities of the Group of £178m

at December 2007, which has been excluded from our
underlying rasuts

The tax charge for the year of £1,365m (2006 £1,772m) includes
£18m {2006 £220m) In respect of the tax charge levied on Iife
companies for policyhoider tax and a decrease of £178m in
respect of the change in the corporation tax rate Excluding
these items results m an effective rate of 28 0% (2006 28 3%)
Included within the tax charge of £1,3656m was overseas tax

of £293m (2006 £208m)
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continued

Balance Sheet and Credit Quality Analysis

Retall

£bn

Loans and advances to customers 2534
Imparrment provisions 23
L.oans and advances to customers (before provisions) 2557
Customer deposits 1583
Risk weighted assets (Baset |} 1176

Treasury & Total Total

Corporate internationat  Asset Mgmt 31 12 2007 3112 2006
Chn £bn £bn €bn £bn
1083 671 oz 4300 3768
c8 ¢3 34 31

1301 674 Q2 4334 3789
441 236 172 2432 2119
1290 569 260 330 8 276 0"

* Includes nsk waighted assets of £1 3bn (2006 £0 8bn) attnbutabls to Insurance & Investment

Loans and advances to customers increased by 14%
to £430 0bn (2006 £376 8bn} The mcrease was 7%
in Retall, 22% in Corporate and 38% in Intemational

Custormer deposits Increased by 15% to £243 Zbn
(2006 £211 8bn) and wholesale funding increased by
16% to £248 Obn {2006 £214 Zbn)

Classification of advances
The mix of the Group's gross lending portfolio at the year
end 1s surnmansed n the following table

As at Asat
3112 2007 3112 2006
% %
Manufactuning industry 1 1
Construction and property 8 8
Hotels, restaurants and wholesale and
retail trade 2 2
Transport, storage and communication 1 2
Financia 1 2
Other services 6 5
Indmiduals
Residential Mortgages 55 58
Other perscnal lending 5 5
Overseas residents 21 17
Total 100 100

Growing the UK franchise
Targeted international growth
Cost leadership

Capital discrpline

Colleague devalopment

Credit Qualty & Provisions

The total charge for ioan iImpairment losses aganst Group
profits was £2,012m (2006 £1,742m), a 15% ncrease which
represents 0 50% of average advances (2006 0 48%)

Total
Impairment Provisions £m
At 1 January 2007 3,089
Amounts written off dunng the year {1,726)
New imparrment provisions less releases 21N
Exchange movements 28
Discount unwind on impaired advances (129)
Closing balance at 31 December 2007 3,373
New impairment provisions less releases 2,111
Recovenes of amounts previously wntien off 99)
Net charge to Income statement 2,012



Imparment provisions as a % of closing advances are analysed In the followang table

Retail

Corporate

nternational

Total impaiwrment provisions
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£m
2,249
802
322
3,373

As at
3112 2007

As % of
closing
advances

089
073
048
078

£m
2,108
735
246
3,089

Asat
3112 2006

As % of
closing
advances

089
082
051
o082

imparred loans as a % of closing advances and Impairment provisions as a % of imparred loans are analysed by division in the

following table

As at 31 Dacember 2007
Retail Secured
Unsecured
Total
Corporate
International
Treasury & Asset Management
Total

Ags at 31 December 2008

Retail Secured
Unsecured
Total

Corporate

International

Treasury & Asset Management

Total

* Excludes Corporate impaired loans no 10ss

Advances
£bn

2356
178
253 4
1093
671
02
4300

Advances
£bn

2194
183
2377
896
487
08
3768

Impaired
loans*
£m

4,234
2,322
6,556
1,517

8268

8,899

Imparred
lcans
£m

4,047
241

6,458
1,163

581

8202

Impaired
ioans® as %
of clostng
advances
%

180
1304
259
139
123

207

impared
loans” as %
of closing
aclvances
%

184
1317
272
130
119

218

Imparment
provisions
£m

330
1,819
2,249
802
322

3,373

imparment
provisions
£m

408
1,700
2,108

735

248

3,089

Impairmaent
provisions a3
% of impaired
foans*

Yo

8
83
34
53
39

38

Impairmant

ProvISIons as

% of impared
loans

%

10
7
33
63
42

38
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Captal Structure

Basell

Tier 1 and Total regulatory capital ratios are 7 4% (2006 8 1%)
and 11 1% (2006 12 0%) respectively These ratios moved
slightly below HBOS normal target operating ranges for capital
ratios in the second half of the year This was primanly due to
higher than planned increases In nsk weighted assets and our
decision not to 1ssue further Tier 1 capital i the second half of
2007 This position also reflected the share buyback of £500m
{including costs) in 2007

Risk Weighted Assets

Risk weighted assets (RWAs) increased by 20% to £330 8bn
(2006 £276 Obn} AWAs at 31 December 2007 are based

on new prudential rules relating to the consohidation of
participations* Had the new rules been applied at December
2006 RWAs would have been £5 Obn lower at £271 Obn and
the actual growth in RWAs n 2007 would have been 22%

The increase I RWAs was dnven by the following factors

- In Comorate, asset growth In the second half increased
as Corporate took advantage of good lending
opportunities In the market and saw lower refinancing
and selkdown In the slower secondary market,

- In Treasury & Asset Management, in the second half of
2007, we chose temporanly to fund matunng Asset Backed
Commercial Paper (ABCP"), issued by our ABCP condut,
Grampian, from our own strong hquidity resources rather than
pay the excessive spreads the ABCP market was demanding
in the second half of 2007 As a result, at 31 December 2007,
we had funded £71bn of Grampian's ABCP, equivalent to 3%
RWA growth and accounting for 16bps of the decline In
the Tier 1 ratio Landale iquichty faciity drawn balances at
31 December 2007 were £1 Obn, which after consolidation
leaves £0 5bn of RWAs which are reflected in the Corporate
figures

- In International, RWA growth of 38% reflects
strong lending growth across the division as
we expand our overseas activities

Excluding the impact of Grampian, the underfying RWA growth
15 17% RWAS are quoted after caprtal rehief, achieved by
secuntisations New secuntisations during the year provided an
addiional £7 Sbn of capital relief offset by £6 Obn due to the
redemption of existing loan secuntisations

Growing the UK franchise
Targeted international growth
Cost leadership

Capital discipline

Colleague developmant

Capital

{The table set cut below forms an integral part of the audited
financial staterments as descnbed in the Accounting Policres
section of the Financial Statements on page 160)

The movement in Tier 1 capital in the year 15 shown below

2007 2006
Movement in Tier 1 captai £m £m
As at 1 January 22,429 20,667
Profit for the year after preference
dividends paid 4,033 3,880
Crdinary dividends pad (1,667) (1,442)
Shares bought back (500} (982}
Decrease/(increase) in goodwill and
intangible assets” 815 (745)
Preference shares and preferred
secunties issued 374 842
{Decroass)/increase In minorty interests” (935) 252
Cther, including exchange differences (161) 43)
As at 31 December 24,388 22429

* The decrease In goodwll and itangible assets and minority nterests in 2007 1s
primanly due to the new prudential rules on the consolidation of participations
As part of Prudental Sourcebook for Banks, Bulding Societies and
investrment Frms (BIPRU} rules on the consoldation of parbcipations have
been mplemented from 1 January 2007 The change principally requires
‘proportional consohidation of jointly controlled entitias and asscciates
and results in a reduction of nisk weightad assets and mincnty interests
and geodwill balances refabng to these participations

(End of inforrmation that forms an integral part of the audited
financial statements )

in addition to retained earnings, Tier 1 capital was strengthened
by £374m by the Issuance of non INnovative preference shares
of US$750m in May 2007 No Tier 1 capital was raised in the
second half of the year Tier 1 capital was reduced by £500m
of ordinary shares bought back in the year Tier 1 geanng at the
year end was 24 7% (2006 25 0%j}

Tier 2 capital was Increased dunng the year by a dated
subordinated debt 1ssue of €1bn n March, AUD$600m in May,
Us$1bn and CAD$500m in June and £500m and €160m In
Octaber In stering equivalent terms at 31 December 2007,
this new 1ssuance totalled £2,368m

Supervisory deductions mainly reflect investments in subsidiary
undertakings that are not within the bankmg group for regulatory
purposes together with deductions relating to the secuntisation
of loans These unconsolidated investments are primarily
Clercal Medical, St James's Place, St Andrew's Group, and
Heidelberger Leben Total superasory deductions increased to
£6,085m from £5,6866m primarily as a resuit of ncreases n the
embedded value of life policies held and increased deductions
relating to secuntisations



Capital Structure Basel |

Risk weighted assets

Banking book — on balance sheet
Banking book - off balance sheet
Trading book

Total risk weighted assets
Tier 1 capital ratio (%)

Total capital ratio (%}

www hbosplc com

Asat
3112 2007
£m

301,173
19,692
9,973
330,838
74

11

As at
3112 2006
£m

253,839
14,272
7801
276,012
81

120

{The table set out below forms an integral part of the audited
financial statements as described in the Accounting Policies
saction of the Financial Statements on page 160)

Capital Resources Basel |
Core Tier 1

Ordinary share capital
Eigible reserves
Minority interests {equity)

Perpetual non cumulative
preference shares

Preference share capital

Innovative Tier 1
Preferred securtias

Deductions from Tier 1
Goodwill & other Intangible assets
Total Tier 1 capital

Upper Tier 2
Avallable for sale reserve
Undated subordinated debt

Collectively assessed imparment
provisions

Lower Tier 2
Dated subordinated debt
Total Ther 2 capital

Supervisory deductions

Unconsalidated investments ~ ife
Unconsolidated investments — other

Investments in other banks and
other deductions

Total supervisory deductions

Total Capital Resources

As at
3112 2007

£m

933
20,166
123

2,781

3,247

(2,862)
24,388

187
5,501
2,671

9,900
18,349

{4,596)
{508)

{983)
(6,085)

36,652

Asat
3112 2006

£m

941
18,496
1,058

2,422

3,189

(3.877)
22,429

168
5508
271

7914
16,391

(4,260}
(510}

(296}
{5,666)

33,154

(End of information that forms an integral part of the audited

financial staterments }
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Basel Il

On 1 January 2008 HBOS mplemented the Baset Il nules

for capital adequacy The Financial Services Authonty (FSA)
has approved the use by HBOS of the internal ratings based
(RB" advanced approach to credt nsk and the advanced
measurement approach {AMA) for operational risk Accordingty,
Prllar 1 miremum caprtal requirement will be calculated on these
pases from 1 January 2008 This follows a year of parale!
running of these approaches and agreement with the FSA

of a tmetable for further roll out of credit nsk models over

the next two years

Capital ratios will be presented on a Basel !l basis only for our
intenm results presentation in July 2008 and it 1s our intention
to make the additional Basel Il disclosures required under Pillar
3, as implemented through BIPRU, in our December 2008
Annual Report & Accounts Based on current model rofl out,
the resultant opening capital postion as at 1 January 2008 1s
shown for information in the following table

The Basel Il Tier 1 capttal rato s 7 7% and Total capital ratio
15 11 0% compared to a Base! | Tier 1 capital ratio of 7 4%
and Total capital ratio of 11 1%

The Group's RWAs at 31 December 2007 under Basel Il are
7% lower than under Basel | This movement represents a
significant reduction m Retail credrt nsk RWAs offset by higher
credit ngk RwaAs in Carporate and a separable amount now
calculated and held for Operational Risk

In hine with our Capital Management Policy capital ratio
target ranges have been reviewed to take account of the
move to Basel || In particular we have had regard o the
fact that a number of varables that were previously not
specifically incorporated in calculating capital ratios (and
therefore were covered by mantaning additional buffer in
setting our monitanng ratios) are now built into the core
calculations Examples would include Operational Risk
and a prudent assessment of Expected Losses We have
therefore set our Tier 1 target range at 75% 8 5%

Capital resources are £2,794m lower under Base! f than
under Basel | pnmanly as a result of the deduction of expected
logses that are In excess of accounting provisions and with
collective provisions on transactions on IRB approach no
longer mcluded withun Tier 2 capital Supervisory deductions
have significantly reduced under Basel Il as the maonty

of assets held in secuntisation vehicles are now held as

RWAs within capital requirement and therefore capital
deductions are not applicable where this s the case

Growing the UK franchise
Targeted international growth
Cost leadership

Capital discipline

Colleague development

Capital Structure Basel i
Risk weighted assets

Capital Resources
Core Tier 1

Ordinary share capital
Elgible reserves
Minonty Interests

Perpetual non cumulative
preference shares

Preference share caprtal

Innovative Tier 1
Preferred securities

Deductions from Tier 1
Goodwill & other ntangible assets
Excess expected loss
Securmsaton deductions

Total Tier 1 capital

Upper Tier 2

Avallable for sale reserve

Undated subordinated debt

Collectively assessed impairment provisions

Lower Tier 2
Dated subordinated debt

Deductions from Tier 2
Excess expected loss
Securisation deductions
Total Tier 2 capital

Supervisory deductions
Unconsolidated nvastments — life
Unconsolidated investments — other
Other deductions

Total supervisory deductions

Total Capital Resources

Tier 1 capital ratio (%)
Total capital ratio (%}
Tier 1 gearing (%)

As at
0101 2008
£m

309,173

933
20,421
123

2,781

3,247

(2,862)
(875)
(1M
23,757

187
5,501
463

9,800

{875)
(11
15,255

{4,596)
{506)
(52}
(5.154)

33,858

17
10
254
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Group Embedded Value Information {IFRS Bas:s)

The sources of profit from all long term assurance business accounted for as Insurance contracts on an embedded value (‘EV’) basis
under [FRS 4 are set out below This table includes that part of our Repayment Insurance business accounted for on an EV bhasis but
excludes investment contracts accounted under 1AS 39

Year ended 3112 2007 Year ended 3112 2008
UK UK General UK UK Gengaral
Investment Europe Insurance Total Investment Europa Insurance Total
£m £m £m £m Em £m em £m
Expected contribution
from existing business 162 53 5 220 135 44 5 184
Actual vs expected expenence
oh existing busingss 33 42 46 121 16 18 33 68
195 a5 51 341 151 63 38 252
Contribution from
new business 269 37 8 314 216 36 25 277
Investment earnings on net
assets using long term
assumptons 115 6 1" 132 113 3 8 122
Contribution from
nsurance contracts* 579 138 70 787 480 102 69 651

* On an underlying basis

The embedded value of long term assurance business accounted for under IFRS 4, which excludes Investment contract business
accounted for under IAS 39, 1s set out below

As at 3112 2007 As at 3112 2006
UK UK General UK UK General
Investment Eurcpe Insurance Total Investment Eurcpe Insurance Total
£m £m £m £m £m £m £m £m
Shareholder funds 2,573 100 177 2,850 2,315 69 162 2,546
Value of In force business
(et of tax) 1,497 565 48 2,110 1,544 419 52 2,015
Total embedded value
{net of tax) 4,070 665 225 4,960 3,858 488 214 4,561
Shareholder funds as a
% of total EV 63% 15% 79% 57% 80% 14% 76% 56%
Year ended 3112 2007
UK UK General
investment Europa Insurance Total
£m £m £m £m
Opening embedded value 3,859 488 214 4,561
Contribution from insurance contracts 579 138 70 787
Developments costs, associated overheads and financing costs 234) {234)
Underlying embedded value profit before tax 345 138 70 853
Short term investment fluctuations (111} (13} (124}
Underlying tax charge 113 {20) )] 85
Shareholder tax rate changs &80 60
Dwidends paid {200} 10 {51) (241)
Other capital movements 4 62 66
Movement in embedded value n the year 21 177 11 399
Closing embedded value ) 4,070 665 225 4,960
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The econamic assumphons (gross of tax) used in the calculation
of the embedded values are unchanged from those used at the
end of 2006 These are as follows

As at As at

3112 2007 3112 2006

% %

Risk discount rate® 80 80
Retyrn on fixed income securties 50-55 50-55
Return on equities 75 75
Expensa inflation rate 30 30

* Included in the nsk discount rate 1s an investment nsk component which s
chosen so as to aveld caprtatising any nvestment risk premums over the long
term view of the nisk free rate of return

Sensitivities of Embedded Value related to Long Term
Assurance

The table below indicates the stand alone impact of changes
to certain key varables on long term insurance contracts and
related assets

Change m Impact on

Variable profit aftertax

£m
interest rates increase Into perpetuty 25bps {23)

Equity/property market values fall
and thergafter Increase based on
the long term view of the nek free rate 10% {106)

Mantenance expenses fall and

thereafter ncrease by the estimated

expense inflahon rate 10% 43
Mortalty/morbidity decrease

(policyholders Ive longer) across all non

annuwty policy types and age groups 5% 30

Mortality rates decrease (policy holders

Iive longen) across all annuity policy

types and age groups 5% {20)
Lapse and surrender rates decrease

across all policy types and cohorts

over the duration of their ives

{excluding paid up policies) 10% 77

It should be noted that, N practice, some of the above vanables
are correlated and their impact may also be non linear

Growing the UK franchise
Targeted international growth
Cost leadership

Capital discipline

Colleague davelopment

Life Insurance Regulatory Caprtal

In each of aur ife INsurance entities, surplus capital In excess
of the various regulatory requirements, ncluding the indwvidual
capital assessment, 1s maintained n arder to absorb changes
in both the underlying businesses and the capital requirements
over the short term At 31 December 2007, the provisional
avallable capitas excluding the with profit fund was 468% (2006
4629%) of the provisional long term insurance capital reguirement
(LTICR’) and resllence capital requirements of £650m {2006
£555m) At 31 December 2007 the total provisional available
capital Including the with profit fund on a realistic basis was
399% (2006 354%) of the provisional LTICR and resihence
capital requirements of £1,116m (2006 £1,131m)

Supplementary Embedded Value Information

for the UK Investment Business

Introduction

The Infroduction of IFRS in 2005 resulted in a change to the
timing of reported profit recognition in respect of Irvestment
Business Under IFRS, insurance contracts continue 1o

be accounted for on an Embedded Value (‘EV’) basis but
Investment contracts are now all accounted for under 1AS 39
This has the effect of delaying the recognition of profit in respect
of some investment contracts and, i particular, has restdted in
the reporting of losses in the year of therr sale

To assist In the understanding of the undertying performance
and value generation of our UK Investment Business, the
supplementary information set out below provides the financial
results for our UK Investment Business as # both insurance and
Investment contracts (nclucing mutual funds) were accounted
for on an EV basis We refer to this as the ‘Full EV' basis The
Full EV basis uses the same methodology as that which is
applied to the calcutation of EV on insurance contract business
under IFRS The economic assumptions used for the Full EV
basis are the same as used under the reported IFRS basis set
out above

Applying the Full EV basis results in the earher recogrition of
prefit on new investment contract business, but subsequently

a fower contnbution from existing business, when compared

to the recogrition of profits on investment contracts under IAS
39 Differences between actual and expected expenence on
existing business often have a greater impact on a Full EV basis,
as changes In expenence can result 1n significant adustments to
modelled future cashflows In contrast, under IAS 38, vanations
n experience compared to expectations are recognised in the
Income statement n the year in which they anse

No additional information has been provided in relation to
General Insurance or European Financial Services as the
nvestment business not already accounted for on an BV
basis under IFRS on these businesses 1s immatenal
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Key Financial Highlights
The key highlights of the Full EV basis are as follows

- Group embedded value on a Full EV basis was £7,684m as
at 31 December 2007 (2006 £7,086m), £2,724m twgher than
reported under IFRS

- Underlyng eamings per share on the Full EV basis increased
5% to 110 8p {2006 105 5p), 4 6p (49} higher than reported
under IFRS

Underying profit before tax
Underlying EPS
Post tax return on mean equity

Group embedded value (net of tax)”
Net asset value per ordinary share
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- Overall, underlying profit before tax for the UK Investment
Business increased 21% to £652m (2006 £539m), £240m
higher than reported under IFRS

- Contrnbution from new business in the UK Investment
Business increased by 10% to £505m (2006 £461m),
£457m higher than reperted under IFRS

A companson of the Group's financial results on a Full EV
basis and the IFRS basis Is set out below

Year ended Year ended Year ended Year ended
3112 2007 3112 2007 3112 2006 3112 2006
Full EV Basis IFRS Baslis Full EV Basis IFRS Basts
£5,948m £5,708m £5,799m £5,537m
110 8p 106 2p 105 5p 100 5p
19.3% 19 7% 202% 20 8%

As at As at As at As at

3112 2007 3112 2007 3112 2006 3112 2006
Full EV Basls IFRS Basis Full EV Basis IFRS Basis
£7.684m £4,960m £7,086m £4 561m
589p 551p 5610 516p

Inciudes Europe of £665m {2006 £488m) and UK General Insurance of £225m (2006 £214m)

UK Investment Business
Full EV Information

Underlying profit before tax for our UK Investment Business on the Full EV basis was 21% higher in 2007 at £652m (2006 £539m),
due 1o continued growth In the contribution from new business and a hgher return on the growing in force book of existing business

The table below analyses this result

Year anded 31 12 2007

Life & Lifo & Mutual
Pensions Pansions Funds
Insurance Invastment Investmant
Contracts Contracts Contracts
£m £€m £m

Contribution from existing

business

Expected contribution 162 133 60
Actual vs expected expenence 33 {25} (104)
195 108 (44)
Contribution from new business 269 123 113

Investment @arnings on net
assets 115 7

Contribution from

Investment Business 579 238 69
Development expenditure® (67)

Overheads assocated with

gevelopment actvity” (39)

Debt Financing cost* {128)

Underiying profit before tax 345 238 69

Year onded 3112 2006

Lifo & Life & Mutual
Pangions Pensions Funds
Insurance Irvestmerit Investment
Total Contracts Contracis Contracts Total
£m £m £m £m £m
355 135 a6 50 281
{96) 16 62) (29) {75)
259 151 34 21 206
505 216 121 124 461
122 13 6 4 123
886 480 161 148 790
(67) ®7) 67)
(39) (56) (56)
(128) (128) (128)
652 229 161 149 539

* Development costs overheads and financing costs have been attnbuted 1o Lifa & Pensions Insurance Contracts business for presentatonal purposes only
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Group Finance Director’s Report

continued

The contribution from new business under the Full EV basis
increased by 10% in 2007 to £505m {2006 £461m), reflecting
further growth in sales

The contributan from existing business increased by 26% to
£256m (2006 £208m) The expected contrbution improved
by 26% to £355m (2006 £281m} reflecting the growing in
force book of existing business Our business is at a relatively
sarly stage of development and hence the contribution to
profit from in force business Is smaller than that far some

of our longer established peers, but t 15 growing strongly
Negative actual vs expected expenence was higher in 2007
at £96m (2006 £75m) This prncipally represents adverse
peraistency expenence and the strengthening of lapse
assumptions Whilst we have seen further adverse lapse
expenence this year, our Existing business team have intiated
a programme of activity which a:ms to improve retention
perforrmance and optimuse retums from our in force book
Iniral progress on these INtiatives has been encouraging

Reconciliation of IFRS to Full EV
A recanciliation of underlying profit before tax on the Full EV
basis with the reported IFRS basis 1s set out below

Moving to the Full EV basis results in earber recognition of
profits from sales of new investment contracts, offset in part
by the subsequent recognition of lower profits on existing
Investrment contracts

Year ended 3112 2007

Life & Lfe & Mutual
Pensions Pensions Funds
tnsurance Investment Investmeant
Contracts Contracts Contracts
£m £m £m
Underlying profit
before tax (IFRS basis) 345 54 13
Additional contribution frorm
new business 267 190
Lower contnbution from
existing business (83) (134)
Additional investment eamings
on net assets
Increase I undertying profit
before tax 184 56
Underlying profit
before tax (Full EV basis) 345 238 69
Growing the UK franchise

Targsted international growth
Cost laadership

Capital discipline

Colleague development

The Full EV basis, uniike the IFRS basis, recognises
profits on new busingss at the point of sale with the
contnbution from existing business consisting only of the
unwind of the discount rate related to the net present
value of future cashflows and changes n expenance
compared to that intially modelled at the point of sale

The contribution from new investment contracts under the
Full EV basis was £457m (2008 £474m) hugher than under
the reported IFRS result The difference between new
business contributions on an IFRS and Full EV basis 1s £17m '
lower than i 2006, despite higher overall sales in 2007 This
reflects changes in the mix of new business, most notably

a lower proportion of mutual funds business which made

a significant contribution to Full EV new busmess profits in
2006 but which is ot accounted for on an EV basis under
IFRS reporting, and a strong Increase in the contribution
from new INsurance contract business, up 25% to £269m
(2006 £216m), which 1s already reflected In IFRS reported
profit The overall full EV contnbution from new business was
10% higher than in 2006 at £505m (2006 £461m) and new
business margins INcreased to 28% of APE (2006 27%)

Under the Full EV basis, the cantnbution from existing
business in 2007 was £217m (2006 £222m) lower than
under the IFRS basis, the Full EV basis contribution being
£266m (ncluding £7m investment retum on investment
contract net assets) compared to £483m under the IFRS
basis The lower contnbution from existing business under
the Full EV basis includes £129m of adverse actual versus
expected expenence on investment contracts, which largely
reflects worse than expected persistency experience and
an assoclated strengthening of lapse assumptions

Yaar endod 3112 2006

Lifa & Life & Mutual

Pensions Pensions Funds

Insuranca Irvastment Investment
Total Contracts Contracts Cantracts Total
£m £m £m £m £m
12 229 16 32 277
457 270 204 474

(217) (131) {91} (222}

<] 4 10
240 145 117 262
652 229 161 149 539
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New Business Profitability

New business profitability for the UK Investment Business fincluding both Life & Pensions and Mutual Funds)

1o the Full EV basts 1s set out below
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Year ended 3112 2007

calculated by reference

Yoear ended 3112 2006

Now Business Now Business New Buslness NawBusingss New Business  New Business

APE*" Contribution Profitabllity APE* Contribution Profitabifity

£m £m %APE £m £m %APE

Bancassurance 1,010 3 32 16 304 33
Intermediary 448 35 8 511 49 10
Wealth Management 374 149 40 304 108 36
Total 1,832 505 28 1,731 481 27
Life & Pensions 1,435 392 27 1,299 337 26
Mutual Funds 397 113 28 432 124 29
Total 1,832 505 28 1,73 461 27

Excluding business (E128m APE i 2007, £86m in 2006) distnbuted but not manufactured by the Group

New business profitability was stable at 28% of APE (2008 27%)
This reflects the efficiency of our distribution in Bancassurance
and the strong performance of St James's Place (SJP)

Our Intermediary margins have fallen to 8% of APE {2006 10%)
Ths reflects the transitionat phase following the withdrawal from
Group Pensions, which 1s part of a strategy which we ultimately

Bancassurance margins have remained strong at 32% of APE
{2006 33%) whilst volumes have confinued to grow in this
channel Thus reflects the efficiency of our disinbution model
The shght fall n margins 1 driven by product mix rather than
changes to undertying profitability We have expenenced strong
sales of Guaranteed Growth Bonds in the second half of 2007,
a short term guaranteed savings product which, whilst lower
margin, proved to be an attractive option for many customers
given market uncertainty

expect to improve profitabity but which in the short term has
reduced sales and pushed up unit costs Margins have also
been affected by changes In business mix, most notably lower
bond sales in 2007

In Wealth Management, SJP margins have ncreased to 40%
of APE {2006 36%) A significant increase in business volumes
and profitabiity were delivered, reflecting reductions in urit
costs particularly on pensions business as volumes have grown
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Group Finance Director’s Report
continued

Balance Sheet Information
The total net of tax embedded value of UK Investrent Business on the Full EV basis 1s as follows

As at 31 12 2007 Asat 3112 2006
Life & Life & Mutual Lits & Life & Murtual
Pensiona Pensions Funds Pensions Pensions Funds
Insurance Investment Investment Insurance Investment Investment
Contracts Contracts Contracts Total Contracts Contracts Contracts Total
£m £m £m £m £m £m £m £m
Sharghclder funds 2,573 500 238 3,311 2,315 469 230 3,014
Value of i force business
{net of tax) 1,497 1,376 610 3,483 1,644 1,249 577 3,370
Total embedded value
(net of taxy* 4,070 1,876 848 6,794 3,859 1,718 807 6,384

* Total ambedded value excludes subordinated debt liabilities for the UK Investment Business of £1014m (2006 £987m}

The table below analyses the movement n embedded value of our UK Investment Business on the Full EV basis

Year ended
311207

Life & Life & Mutual

Pensions Pensions Funds

Insurance Investment Invastment
Contracts Contracts Contracts Total
£m £m £m fm
Opening embeddead value 3,859 1,718 807 6,384
Contribution from Investment business 579 238 69 886
Development costs, associated overhgads and financing costs * (234) 234)
Underlying profit before tax 345 238 89 652
Short term investment fluctuations (111} (386) (22) {169)
Undertying tax charge 113 {57) (13} 43
Sharehoider tax rate change 80 26 17 103
Dividends paid (200) (37} {10) (247)
Other capital movements 4 24 28
Movement in embedded value for the year n 158 41 410
Closing embedded value 4,070 1,876 848 6,794

* Development cests overheads and financing costs have been atinbuted to Life & Pensions Insuranca Contracts business tor presentational purpeses only

Growing the UK franchise
Targeted internattonal growth
Cost leadership

Capnal disciphne

Colleague development



In this section
you will find-

86 Introduction
87 Management and controls
89 Management of key risks

Identification, measurement
and management of risk is a
strategic priority for HBOS.
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Risk
Management

Introduction

Identification, measurement and management of nskis a
strategic prionty for HBOS The Board has established a
comprehansive framework covenng accountabiity, oversight,
measurement and reporting to maintan tigh standards of nsk
management throughout the Group

Key nsks and uncertainties facing the Group

The key risks and uncertanties faced by the Group, which we
beliave could cause our actual results to dhiffer matenally from

expected results, are set out below These factors should not
be regarded as a complete and comprehensive statement of

all potential nsks and uncertainties

Each of the Divisions faces key risks and uncertanties i the
execution of therr strategy These are set out In the divisional
sections of the Business Review where they can be read in
conjunction with the Division's strategy, and financial and
operating performance

The Group’s earmings are affected by general economic
conditions in the markets in which we operate

The Group's earnings could be affected by detenoration

In econarmic conditions in the UK, where the magonty of

the Group's earmings are generated, as well a8 1n the other
economies in which we operate |n partcular, significantty
higher UK unemployment and/or interest rates may reduce
borowers' ability to repay loans and may cause house prices
to fall matenally theraby reducing the collateral value on many
of our loans An economic downturn may also reduce demand
for many of our products To mitgate we have developed a
diversified business model that operates in many different
markets and cycles (ncluding, but not Imited to, mortgages,
savings, corporate, small to medium enterpnses, INsurance
and investrment) both in the UK and increasingly in our chosen
overseas markets

Changes in financtal markets may restnct the avalability or
ncrease the cost of funding to the Group  Such changes could
impact on the margins we are able to achieve cr constran the
growth in our businesses To mitigate this we have developed a
well diversified funding and deposttor base and would seek to
pass on increased cost of funds where approprate

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

Significant resources are devoted to the formulation and
implementation of our strategy (which 1s descnbed In the

Chisf Executive’'s Report on pages 8 to 10) If elernents of the
strategy do not deliver as planned, erther as a result of ntemal
factors such as poor mplementation associated with strategic
change, or extemal factors, such as competitor actions,

the Group's earmings may grow more slowly or decline

Growing the UK franchise
Targeted international growth
Cost leadership

Capital discipline

Colleague development
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The financial performance of the Group 1s affected by
borrowers ability and willingness to repay amounts lent
by the Group

This 15 known as credit nsk and more information about how we
manage credit nsk and our credit exposures s set out on pages
8910 91

The Group may be unable to meet its financial
obligations as they fall due or is unable to raise
sufficient funds to take full advantage of growth
opportunities

This 15 known as iquidity nsk Further information about our
approach to managing hquicity nsk 1s explained cn pages
95 to 98

The financial performance of the Group is affected
by changes in external market factors such as
interest rates, foreign exchange rates, commodity
and equity prices and the potentizl for customers
to act in a manner which 1s inconsistent with
business, pricing and hedging assumptions

This 1s referred to as market nsk Further information about
our management af, and exposure to, market nsk 1s set out
onpages 9110895

The Group may have insufficient capital resources

to meet the regulatory minimum requirements, to
finance growth, or to support its credit rating

Capital discipine is a key slement of the Group's strategy
Capital 1s a scarce resource and our task s to deploy It to
achieve sustainable retumns and add value for our sharehclders
The financial performance of the Group may affect the ability

to generate sufficient capital This, together with a reduction In
the avalability of capital from the capital markets, may affect the
Group's ability to meet the capital requirements of regulators or
to have an acceptable capital structure to support the existing
credit ratings The Group’s approach to the management of
capttal 1s set out on pages 103 to 104

The Group’s earnings may be affected by the patential
for loss through adverse ciaims, expense and
persistency expenence, from both life and general
insurance contracts

Insurance and Investment nsk and its management i1s described
in more detall on pages 99 to 102

Operational nsks exist in the normal course of the
Group's business

In a large organisation with many different processes,

IT systems and colleagues, there 1s a nsk that operational
lasses can result



www hbasplc com

Examples of the sources of such nisks nclude fraud, systems
reliability, hurman error, failure of key suppliers, [T secunty,
change management, cperational outsourcing or fadure to
comply with legislation or regulation Further information about
the management of aperational nsk s set out on page 102

HBOS Board

1st Line of Defence 2nd Line of Defence
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The Group’s busmess and earnings ¢an be affected

by changes in financial services laws and regulations
in each of the locations in which it operates

Any significant regulatory changes could affect how the Group
conducts business and its financial performance Regulatory
nsk 15 explaned in detail on page 102

3rd Line of Defence

Group Chief Executive

Dvisional Executive

Chief Executives Committee

supported by

Drasional Risk Group

Committess Finance
Director
Group
Risk
Director

Management and Controls

Governance

The govemnance model comprises a robust and embedded
committee structure that allows an efficient and mutually
supportive control environment across the Group The business
and contral environments of St James’s Place plc and Invista
Real Estate Investment Holdings plc fall outwith the governance
framework descnbed in this section of the Annual Report and
Accounts

The Board 1s responsible for setting the Group's nsk appetite
and does so through an terative process that ams to ensure
that the Group's approved business plan is consistent with the
Board's appetite for risk

The strategy for managing nsk 1s formutated by the Executve
Committee and 18 informed through divisional and Group
planning and key performance indicators, including monthly
financial and business performance reporting of vanances
against plan

Group Functions Audit
Committaa
Group Capital Cormmittee
Group Funding and Liquidity
Share Market Actmty Commuttes Dimasional
Risk Control
Regulatory Capital Adequacy Committee Committees
Group Credit Risk Committee
Group Market Risk Comrmitiee
Group
Group Insurance Risk Committee Intermal
Audit

Group Opesational Risk Committee

The Board has overall responsibility for the Group’s system of
controt and approval of prncipal nsk policies and standards
The Board I1s also responsible for reviewing the effectiveness

of the systems and controls The system of controls descnbed
n this section has been In place throughout the pencd to the
date of approval of the Annual Report and Accounts It accords
with the Turmbull guidance on internal control and has also
been reviewed by the Board specifically for the purposes of this
staterment Within the Group, nsk s managed in accordance
with the prnciples overleaf

Risk Appetite
HBOS uses nsk appetite to descnbe

- the level of acceptable nsk given the Group’s appetite for
earnings volatilty, external stakeholder expectations and
any other defined objectives such as paying dividends, and

- the types of nsk the Group s prepared to accept in fine
with HBOS coritrol environment and the market conditions
in which it operates
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Risk Management

continued

Key nsks are identified and managed to achieve a balance
batween nsk and reward which 1s acceptable to the Board
The Board cames out an annual strategic review of nisk
management, its appetite for nsk and the Group's annual
business plan This focus on aligning the taking of nsk with the
achievernent of business objectives means that the control
systemn Is designed to manage, rather than siminate, nsk

The Board also reviews the effectiveness of nsk management
through regular management informaton reporting

Responstbiity for nsk 1s a key element of managers'
competencies at all levels Specialist Group and dvisional

nak teams have been established where appropriate 1o assist
managers across the Group Specialist nsk managers research
industry best practice and ensure that standards and policies
within the Group evolve in ing with recogmised nsk management
practice

Staff and systems resources are dedicated 1o ensuring that sk
management information 1s accurate, timely and relevant to the
business

The Risk Management Framework

HBOS allocates speaific roles in the management of nsk

to executives and senior managers and to the Board and
Executive Committees This 1s undertaken within an overall
framework and strategy estabhshed by the Board The maodel
1s based on the concept of ‘three lines of defence’, s shown in
the table below

Dvisional management has pmary responsibility for identfying
and evaluating significant nsks to the business and for designing
and operating suitable controls Internal and external nsks are
assessed, including economic factors, control breakdowns,
disruption of Information systems, competition and regulatory
requirements

The four Group Executive Risk Committees — Group Credit Risk
Committee, Group Market Risk Committes, Group Insurance
Risk Committee and Group Operational Risk Committee
davelop the policies and parameters within which Divisions

are required to manage nsk The Committees provide central
oversight by remewing and challenging the work of the Dwvisions’
own risk committees and considenng the application of
appropriate nsk management techrigues

1st Line of Defence Risk Management - Divisional Chief Executives - Strategy
- Divisional Risk Specialists - Performance
~ Divisional Risk Committees - Risk controi
2nd Line of Defence Risk Oversight -~ Group Chief Executive
- Executive Committee - Centralised policy manageament
- Group Functions (inc Group Risk - Independent oversight of nsk
and Group Finance)
- Executive Risk Committees
3rd Line of Defence Risk Assurance = Audit Committee

- Divisional Risk Control Committees

- Independent assurance

- Group Internal Audit

Growing the UK franchise
Targeted international growth
Cost leadership

Capital discipine

Colleague development
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The speciahst Group Risk function, reparting to the Group Risk
Director, supports these Committees Its responsibilities are

- to recommend Group policies, standards and imits,

- to monitor compliance with thase polcies, standards
and limits,

- to provide leadership In the development and implementation
cf nsk management techniques, and

- to aggregate nsks ansing in the Divisions and to meritor
the averall Group position Indeperidently from the Divisions’
own analysis

Consideration of capital, lquidity and balance sheet
management 1s undertaken on an integrated basis All

capital and funding related actvties are the responsibility

of the Group Capital Committee, supported by three sub
committees, which focus on the core aspects of overall Group
requirements The Group Capital Committee 1s chared by

the Group Finance Director and operates under delegated
authorty from the Board to oversee and manage the Group's
Balance Sheet and Capital in accordance with the Board
approved Group Business plan and within regulatory ratios

In judging the effectiveness of the Group's controls, the Board
reviews the reports of the Audit Committee and management

Certain responsibilities are delegated to the Audit Committee
including ensunng that there 1s regular review of the adequacy
and efficiency of nternal control procedures This role
provides independent and objective assurance that there

15 an appropnate control structure throughout the Group

The Audit Commuttee, supported by Divisional Risk Control
Committees, obtaing assurance about the internal control and
nsk management environment through regular reparts from
Group Functions (including Group Risk and Group Finance} and
Group Internal Audit It also considers external auditors’ reports
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Management of Key Risks

The Group 1s committed to devetoping its nsk management
technigues and methodologies, both to maintain high standards
of nsk management practice and to fulfit the requrements of UK
and international regulators

{The information set out below up to and mcluding the section
entrtied 'General Insurance’ on page 102 forms an integral
part of the audited financial staternents as described in the
Accounting Policies section of the Financial Statements on

page 160}

Credit Risk

Credit Risk 1s the risk of financial loss from counterparty’s
failure to settle financial obligations as they fall due

The Group Credit Risk Committee, one of the Executive

Risk Committeas, 1s chaired by the Group Risk Director and
compnses senior executives from across the business Divisions
and Group Risk and Group Finance functions [t meets monthly
and reviews the Group's lending portfolio, approves material
credit models and Group credit standards, imits and divisional
credit nsk policies The Group Credit Risk Policy Statement 1s
approved by the Board on an annual basis The Group Credit
Risk Committee also assists the Board in formutating the
Group's credit nsk appetite in respect of key products

and sectors

Group Credht, a specialist support function within Group
Risk, provides centralised expertise In the area of crecit nsk
measurement and management techniques In addition to
reporting on the performance of each divisional portfolio to
the Group Credit Risk Committee, Group Credit exercises
independent oversight over the effectiveness of credit nsk
management arrangements and adherence to approved
policies, standards and imits
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Risk Management

continued

Day to day management of credit sk 1s undertaken by
specialist credit teams working within each Division n
comphance with policies approved by the Board Typically
functions undertaken by these teams include credit sanctioning,
portfolio management and management of tugh nsk and
defaulted accounts and credit nsk model build and governance

To mitigate credit nsk, a wide range of policies and technicjues
are used across the Group

— for retal portfolios use 18 made of credit sconng software for
new applications In addition, behavioural sconng 1s used
to provide an assessment of the conduct of a customer’'s
accounts i granting extensions to, and setting imits for,
existing faciites Affordability 1s a witally Important measure
and 1s reviewed in combination with ether application and/or
behavioural scores Small business customers may be rated
using scorecards in a similar manner to retail customers

for corporate portfolios a full Independent credit assessment
of the financial strength of each potential transaction and/or
customer 18 undertaken, awarding an intemal nsk rating which
15 reviewed regularly The same approach is also used for
larger SME (small to medium enterprise) customers, and

— within Treasury Division (Treasury), which handles the
Group's banking and sovereign related exposures, as well as
the Group's structured credit bond (ABS) portfoho held for
biquidity and proprietary purposes, focused credit nsk policies
are established and reviewed by Group Wholssale Credt
Committee {{GWCC"), a sub committee of the Group Credit
Risk Committee Basel Il Advanced IRB compliant models
are used to rate banking and sovereign counterparties
Structured credit bonds are reviewed indwvidually by an
mndependent credit function pnor to purchase and an nternal
rating 1s apphed to all exposures The rating assessment 1S
commensurate with, and often more stringent than, those
of the extermnal credit rating agencies Additional thresholds
and Iimts are applied by rating and asset class and, as part
of an ongoing portfolio review process, thorough survellance
15 performed covenng each bond holding, supplemented by
stress analyses conducted on a penodic basis

An additional measure within the credit nisk framework 1s
the establishment of product, Industnal sector and country
irrits to avord excessive concentrations of nsk Matenal
portfalios, such as mortgages, have approved sub sector
limits to ensure that they remain within plan and tolerance
for nsk All such limits are set and morstored by the Group
Credit Risk Commuttee Standards have been established
across the Group for the management of credit nisk All
Dvisions are committed to continuously Improving credit
nisk management There continues to be investment

in the development of credit risk rating tools, ncluding
enhancements to the portfolio nsk measurement systems

Growing the UK franchise
Targeted international growth
Cost leadership

Capital disciplina

Colleague development

and in governance arrangements to support operations wathin
the terms of the Baset | Accord These include principles

for development, validation and performance monitoring of
credit nsk models The approval process for credit models

15 dependant upon matenakity, with all modets impacting the
regulatory capital calculation regunng approval by the Group
Credit Risk Committee and those deemed matenial to the
Group being approved by the Group Capital Committee

Internal reporting has developed further in response to the
introduction of mproved rating tools Senior Managernent
across the Group are now capable of assessing the nsk
profile in terms of Probabiity of Default and Expected Loss
and will do so under the Basel Il environment going forward

Financial iInstruments subject to credit nsk

The table below sets out the Group's exposure to credit risk
retating to financial nstruments before taking account of
collateral and other secunty Policyholder assets are excluded
from the analysis in the table as the underlying credit nsks are
for the account of the policyholders and have no direct impact
on the Group's results, as descnbed further on pages 99 to 102
A full reconcihation between the Group's consolidated balance
sheet and financial nstruments subject to credit nsk is set out
In Note 43 to the Financial Statements on page 217

Financial Financial

instruments instruments

subject subject

to credit nsk to credit nsk

As at As at

3112 2007 3112 2006

Em £m

Loans and advances to customers 430,007 376,808
Financial assets held for trading 54,681 45,139
Debt securtties 56,839 49,901
Other financial assets 24,215 22,290
565,742 498,138

Contingent lapdimes and commitments 106,718 90,944
Total 672,460 589,082
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Loans and advances to customers

Loans and advances to customers are managed on a
divisional basis Information about the credit quaity of
loans and advances to customers 1S set out on pages
21 22, 29 30, 47, 49, 53 and 56 I the Business Review
and in Note 43 ta the Financial Statements on page 217

Financial assets held for trading

Management of credit nsk within Treasury portfolios relies
on cbtaming detaled knowledge and understanding of the
assets and issuers It deals with As described above, a

full credrt analysis 1s undertaken and, based upon that, an
mternal rating 1s denved which helps to estabish a credit
appetite for the issuer or asset Intended to be acquired

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

This Includes the use of rating based thresholds, established
portfolio level thresholds, asset class imits and sub Imits
There are also rules governing the types of assets that can be
held within Treasury's Liquidity portfolios, Trading and Banking
books and for ncividual (ABS) tranche sizes There are also
Iimits controling the maxmum weighted average Iife of assets

Financial assets held for trading are almost exclusively
investment grade mvestments with 99 6% (2006 98 5%}
of inter bank and structured nvestment portfolios rated
‘A or above based on an internal credit ratings scale that
15, N general, aligned with the ratings scales of the major
credit ratings agencies {(Moody's, S&P and Fitch)

Asat As at

3112 2007 3112 2006

% %

AAA 515 59
AA 344 306
A 137 170
Below A 04 05

Debt secunities

Debt secunties are pnmanly held within the Treasury
or Insurance & Investment Divisions and are almost
exclusively invested In Investment grade counterparties
with 96 5% (2006 94 0%) of debt secuntes rated ‘A

or above, again based on our ntemal rating scale
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As at As at
3112 2007 3112 2006
% %

AAA 578 676
Ah 258 182
A 129 82
Below A 35 60

The AAA proportion of the portfolio fell dunng 2007 due to two
factars {) a reduction in Sovereign assets and (i} an Increase
In the size of the portfolio compnsing mamnly AA and A assets,
thereby reducing the AAA proportion

Other financial assets

Otner financial assets nclude cash and balances at central
banks, tems in the course of collection, denvative assets,
loans and advances to banks and sundry financial assets

Market Risk
Market nsk 1s defined as the potential loss in
value or earnings of the organisation ansing from

- changes in external market factors such as interest
rates (interest rate risk), foreign exchange rates (foreign
exchange nsk), commodities and equities, and

- the potential for customers to act in a manner which
1s inconsistent with business, pricing and hedging
assumptions.

The objectives of the Group's market nsk framework are to
ensure that

- market nsk 1s taken only in accordance with
the Board’s appetite for such nsk,

— such nsk 1s within the Group's financial capability,
management understanding and staff competence,

- the Group complies with all regulatory requirements
relating to the taking of market nsk, and

- the quality of the Group's profits 1 appropnateaty
managed and its reputation safeguarded

Risk appetite 1s set by the Board which allocates
responsibility for oversight and management of market
nisk to the Group Market Risk Committee, an Executive
Risk Committee chared by the Group Risk Director
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Risk Management

continued

The Group devotes resources to ensunng that market nsk s
comprehensively captured, accuratety modelled and reported,
and effectively managed Trading and non trading portfolios
are managed at vanous organisational levels, from the HBOS
Group overall, down to specific business areas Market nsk
measurement and managemerit methods are designed to
meet or exceed Industry standards, and the tools used
facitate intemal market nsk rmanagement and reporting

Market nsk 1s controlled across the Group by setting imits
using a range of measurement methodclogies The principal
methodologies are Net Interest Incorne (‘NII) sensitivity and
Market Value (MV") sensitwity for banking books and Value at
Risk {VaR") for trading books Afl are supplemented by scenano
analysis which s performed in order to estimate the potential
economic loss that could anse from extreme, but plausible
stress events

Detaled market nsk framework documents and limit structures
have been developed for each Division These are talored to
the specific market nsk characteristics and business objectives
of each Division Each divisional policy requires appropnate
dmisional sanction, and 1s then forwarded to the Group Market
Risk Committee for approval on at least an annual basis

Market nsk within the insurance and mvestment businesses
anses In a number of ways and depending upon the product
some nsks are bome directly by the customer and some by

the insurance and Investment companies Risk to customers 1s
controlled by adherence to and regular monitorng of investment
mandates and, If appropnate, unit pricing systems and controls
In the case of nsk to the companies, iIndividual Boards approve
overall nsk appetites and pohcies against which exposure 1s
monitcred

Market nisk — pnncipally interest rate, inflation and equity — also
anses from the Group's defined benefit pensions abligations
These sensitiities are regularly measured and are reported to
the Group Market Risk Committee every manth

Growing the UK franchise
Targeted intarnational growth
Cost leadership

Capital discipline

Colleague development

Interest Rate Risk (Non Trading)

A key market nisk faced by the Group in its non trading book is
interest rate nsk This anses where the Group’s financial assets
and kabilites have interest rates set under different bases or
reset at different times

The principal Board imit for structural interest rate nsk 1s
expressed in terms of potental volatlity of net iInterest ncome
in adverse market conditions  Risk exposure 15 morutored using
the following measures

- Net Interest Income sensitvity — This methodology comprises
an analysis of the Group's current interest rate nsk position
overlad with behavioural assessment and re pricing
assumptions of planned future actvity The change to
forecast NIl 1s calculated with reference to a set of defined
parallel Interest rate shocks which measure how much
current projections would alter over a 12 month penod

- Market Value sensitivity — This methodology considers
all re pncing mismatches in the current balance
shest Including those beyond the time honzon of
the NIl measure It s also calculated with reference
1o a set of defined parallel Interest rate shocks

The Board has delegated authonty to the Group Market
Risk Committes to allocate imits to divisions as appropnate
within the overall nsk appetite approved by the Board each
year In turn, the Group Market Risk Commuttee has granted
brmits which conshtute the nsk tolerance for each Division

Banking divisions are required to hedge all signficant open
Interest rate mismatch positions with Treasury and are not
permitted to take positions of a speculative nature A it
structure exssts to ensure that nsks stemming from residual and
temporary positions or from changes in assumptions about
customer behaviour remain within the Group's nsk appetite

Market nsk in non trading books consists almost entirely of
exposure to changes in interest rates This i1s the potential
impact on earnings and value that could occur when, if rates
fall, labiities cannot be re pnced as quickly as assets, or when,
if rates nse, assets cannot be re pnced as quickly as iabiities
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Net Interest Income Sensitivity

The following table shows, split by major currency, the Group's
sensitvities as at 31 December 2007 to an immediate up and
down 25 basis points change to all interest rates

As at 3112 2007

+25bps 25 hbps

Impact of interest rate shift £m £m

Currency

Sterling 212 2186
US Dollar (0 6) 0.5
Euro {4 3) 43
AU Dollar 01 {01}
Other 01 o1
Total (25 9) 262
As at 3112 2008

+ 25 bps 25 bps

Impact of interest rate shift £m £m

Currency

Sterling (141) 160
US Doliar (12 12
Euro 44 44
AU Dollar 10 12
Cther 02 02
Total 189 2086

Base case projected Nl 1s calculated on the basis of the
Group's current balance sheet, forward rate paths mplied by
currert market rates, and contractual re pricing dates (adjusted
according to behavioural assumptions for some products),

it also incorporates business planning assumptions about
future balance sheet volumes and the level of early redemption
fees The above sensitvities show how this projected NIl

would change in response to an immediate parallel shift

to all relevant interest rates — market and admirstered
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The principal driver of the nsk Is ve pricing nismatch

but the methodology also recognises that behavioural re
pricing assumphons — far example, prepayment rates — are
themselves a function of the level of interest rates

The measure, however, 1s simplified n that it assumes all

interest rates, for all currencies and matunties, move at the same
time and by the same amount Also, It does not incorporate the
impact of management actions that, in the event of an adverse
rate movement, could reduce the impact on Nl

Reserve Sensitivity

The following table shows the market value sensitvty, for a

25 basis point shift, of those items in respect of which a change
in market value must be reflected In the equity of the Group —
principally ‘avallable for sale’ assets and cash flow hedges

As at 31 12 2007

+25bps 25bps

Impact of intarest rate shift £m €m
Avallable for sale reserva {157 157
Cash flow hedge resarve 10t 5 (101 5)
Total B58 {85 8)
As at 3112 2006

+25bps 25 bps

Impact of interest rate shift £m £m
Avallable for sale reserve (219 219
Cash flow hedge reserve %4 (76 4)
Total 545 (54 5)

Forexgn Exchange Risk {Non Trading)

The Group Funding & Liquidity Committse 1s responsible for
the framework wathin which structural foreign currency nsk 1s
managed The Group Funding & Liguidity Committee manages
foreign currency exposures based on forecast curency
information provided by the Divisions, and mandates Treasury
to execute transactions and undertake curency progranmimes
1o manage structural currency nsk The actual nsk pasition is
monitored monthly by the Group Market Risk Committee
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Risk Management

continued

Transaction exposures anse pnmanly from profits generated
in the overseas operatians, which will be remitted back to the
UK and then converted into sterling

Translation exposures anse due to eamings that are retaned
within the overseas operations and remvested within their
own balance sheet

Structural currency exposures anse from the Group's
investments in overseas subsiclanes, branches and other
Investments and are noted in the following table

2007

Nat Borrowing Remaining

investments  taken outto structural

1N ovarseas hodge net currency

Functional currency oparations investments axposure

of the operation £m £€m £m
Al Dallar 2,023 2,023

Euro 1,888 1,613 275
US Dollar 97 a7

Other 4 4

Total 4,012 3,733 279

2006

Net Borewing Remaning

Invastments taken cutio structural

1N Overseas hedga net currency

Functional currency operations invastments exposura

of the operation £m £m £m
AU Dollar 1,560 1,560

Euro 1,464 1,224 240

US Dollar 106 99 7

Other 13 13

Total 3,143 2,883 260

As at 31 December 2007 and 31 December 2006 there are no
material net currency exposures in the non—trading book relabng
to transactional (or non structural) posihions that would give rise
to net currency gains or losses

Growmng the UK franchise
Targeted international growth
Cost leadership

Capital discipiine

Colleague development

Trading

The Group's market nsk trading actmities are conducted by
Treasury This Group activity Is subject to a Trading Book Policy
Statement, which is approved by the Board, and imits set by
the Group Market Risk Committee

Treasury trading pnmanly centres around two activiies
proprietary trading and trading on the back of business flows
Both activities mcur market nsk, the magonty being interest rate
and foreign exchange rate exposure [n addition, a number of
marketable assets held as part of our quidity nsk management
framewaork are also held in trading books Such actvity gives
nise to market nsk as a result of movements in credit spread

The framework for managing the market nsk in these actvities
requires detaifed and talored modeling techniques, which are
the responsibility of the Treasury Market Risk team

The Group employs several complementary techniques o
measure and control trading activites including Value at Risk
{'VaR", sensitivity analysis, stress testing and positon mits

The VaR model used as part of the Group's management of
trading actvity expresses market nsk to 99% confidence using
a one day holding penod The number provides an indication
of the maximum mark to market loss which, to this level of
confidence, might be Incurred on a single day given the size
of current trading positions It 1s computed using an hustoncal
simulation approach and a one year history of price data

The underhying assumption of VaR s that future price volatility
and correlation will not differ significantly from that previously
observed It also mplicitly assumes that all positons are
sufficiently iquid to be realisable within the chosen one day
holding period Alsc, VaR gives no indication of the size of any
loss that could occur from extreme adverse price changes
(ie, outside the chosen confidence level) For these reasons,
stress testing 1s employed to simulate the effect of selected
aclverse market movements Such measures are particularty
relevant when market conditions are abnormal and daily pnce
maovements are difficult to source, as has been the case in a
number of financial markets since August 2007

The large increase mn VaR, relative to 31 December 2006, 1s due
principally to higher price volatiity in wholesale markets ~ the
size of undertying trading positions has not changed matenally



www hbospic com

The regulatory capital charge for market nsk frading exposures
represents only 187% (2006 1 93%) of the Group's capital base

For all significant exposures VaR 1s calculated on a daly basis
and 15 used by senior management to manage marketnsk On
a more detaled desk and trader level, to increase transparency
interest rate nsk relating to the trading book 1s principally
managed using sensitivity methodology to measure exposure
and set Imits This methodology calculates the present value
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impact of a one bagis point movement In nterest rates on the
outstanding posiions Credit spread nsk 1s managed using
credit spread VaR and positon Imits based on credit spread
sensitmty Foreign exchange nisk is principally managed by
the use of position limits Equity nsk 1s managed through
Equity Index VaR and position imits

The Group's trading market risk exposure for the year ended
31 December 2007 1s analysed below

As at As at Average
31 Dec 2007 31 Dac 2006 2007
Exposure £m £m £m
Total Value at Fisk 132 45 76
Included it the above 1s the
Value at Risk relating to
Interest rates a7 22 30
Credit spread 83 20 43
Foreign exchange 19 02 06
Equity nsk factor 02 a1 02

Highest Lowost

2006 2007 2006 2007 2006
£m £m £m £m £m
42 139 64 40 29
24 59 39 17 14
14 84 39 18 09
03 20 o7 01 01
01 04 04

Dervatives

In the normal course of busingss, the Group uses a imited
range of denvative nstruments for both trading and non trading
purposes The prncipal denvative instrurnents used are interest
rate swaps, Interest rate options, Cross currency swaps, forward
rate agreements, credit dervatives, forward foreign exchange
contracts and futures The Group uses dernvatives as a nsk
management tool for hedging interest rate and foreign exchange
rate nsk

The Group’s activity In denvatives is controlled wathin nek
management kmits set by the Board and overseen by

the relevant Group Risk Cormmittees Details of derivative
contracts outstanding at the year end are included n

Note 13 to the Financial Statements on pages 177 and 178

Liquichty Risk

The nisk that the Group does not have sufficient

financial resources to meet its obligations when

they are due or will have to do 50 at excessive cost
Liquidity Fisk is governed by the Group Liguidity Policy
Staterment (‘GLPS") which 1s approved by the Board and defines
the core principles for identfying, measurng, managing and
moruitorng higuicity risk across the Group Detailed iquidity

risk framework documents and limit structures are in place

for the Group's operations, where lquidity 1s managed on a
group basis, and for overseas banking units subject to specific
regulatory requirements The responsibility for oversight and
management of Liquidity Risk is delegated to the Group Caprtal
Committee (‘GCC’)

Policy 1s reviewed at least annually to ensure Its continued
relevance to the Group’s current and planned cperations
Operational hquidity management 1s delegated to Treasury The
authonty to set specific imits and guidelines and responsibility
for monitoring and controling quicity is delegated by the GCC
to the Group Funding & Liquidity Committee ('GFLC’) (a sub
committee of the GCC)

The Group’s banking operations n the UK comply with the
FSA's Stering Stock Liquichty approach for sterling liquicity
managerment and regulatory reporting A key eterment of the
FSA’s Sterling Stock Liquidity Palicy 1s that a bank sholid hold
a stock of high quality iquid assets that can be sold quickly
and discretely in order to replace funding that has been
withdrawn due to an actual or perceved problem with the
bank The objective is that this stock should enable the bank to
continue business, whilst providing an oppartunity to arrange
more permanent funding solutions  Limits on the five day sterling
net wholesale outflow and the minimurm level of stock liquidity
have been agreed with the FSA In addition, GFLC has set a
requirement for the stock liquidity ratio of at least 105% (FSA
minicnum level 100%)
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HBOS also adheres to the requirements of other regulatory
authorties including the Australian Prudential Regulatory
Authonty and the Insh Financial Regulator in whase
Junsdictions the Group has branches or subsidianes

The intemal approach to kquidity management, which has
been in place for several years, goes beyond the regulatory
requirements {in terms of the depth of analysis conducted and
the amount of igudity held} The approach looks at our forecast
cash flows across all currencies and at longer tmeframes than
the regulatory rules require At 31 December 2007, the Group's
Iiquicity portfolio of marketable assets was £60 Obn (2006

£56 4bn) The kquidity portfolio 1s recorded in Treasury and
predominantly compnses Treasury debt secunties, excluding
Grampian and Landale Detalls of the Treasury debt secunties
portfolio are disclosed on page 83 The assets in the kquidity
portfolio are treated In two forms Firstly, assets which we know
to be ehgible under normal arangements with the Bank of
England, the European Central Bank and the Federal Reserve
Secondly, a substantial pool of high quality secondary Iiquidity
assets that allow us to manage through penods of stress taking
into account the likely behaviours of depositors and wholesale
markets These approaches are supported by a framework of
Limuts to ensure we are not subject to undue concentrations for
either our assets or habilies and by daly control processes to
address both regulatory and interal requirements In 2007, the
primary method of realising the iquidity portfolio for cash has
been via repo rather than outnght sale This framework includes

- funding diversity critenia focusing on retail, other custcmer
and wholesale sources,

- sight to one week and sight to one month mismatch kruts
as a percentage of total wholesale funding for all major
currencies and for all currencies in aggregate,

- targets on the appropnate balance of shart to medwm term
wholesale funding, and

- cntena and imits on marketable assets, by asset class for
Sterling, US Dollars, Eurcs, other currencies, and for all
currencles in aggregate

Dailly monitoring and control processes are In place to address
both statutory and prudential liquidity reguirements

In addtion to day to day prudential kmits, the hquidity
framework has two other mportant components

Growling the UK franchise
Targeted tnternational growth
Cost leadership

Caprtal discipline

Colleague development

Firstly, HBOS ‘stress tests' its potential cash flow mismatch
position Under vanous scenartos on an angoing basis, with
formal Group reporting at least monthly, in compliance with
FSA regulations The cash flow mismatch position considers
on balance sheet cash flows, commitments receved and
granted, and matenal denvative cash flows Specifically,
commitments granted include the pipekne of new business
awaiting completion as well as other standby or revolving
credit faciies Behavioural adjustments are developed
evaluating how the cash flow position might change under
each stress scenano to denve a stressed cash flow position

Scenanos are based on varying degrees of stress and cover
both HBOS name specific and systemic difficulties The
scenanos and the assumptions ara reviewed at least annually
to gain assurance they continue to be relevant to the nature
of the business

An example of a name specific scenano we model s a
substantial fall in our credtt rating In such a scenano we
assess the ikely Impact on customer deposits and assume
the wholesale markets would be closed to us Qur approach
IS to hold substantial lquidity assets which would provide
sufficient time for management 1o take appropnate mitigating
actions We also model the impact of systemic events
across the banking sector Typically the impact of these

Is less severe as wholesale markets normally continue to
provide some funding and concerted central bank action
would be expected to address such market dislocation

The results of the stress testing are presented monthly to the
GFLC A dormal strategic review (s presented to the HBOS plc
Board at least annually

Secondly, the Group has a Liquidity Contingency FPlan
embedded within the Group Liquidity Policy Staterment which
has been designed to identify emerging kquidity concerns at an
early stage, so that action can be taken to avoid a more senous
cnsis developing This Js achieved through the use of Earty
Warning Indicators {EWIS)

Clear guidelings are set out for the management escalation
process n the event of EWis tnggerning and the actions to be
taken {short and medium term) should such an event take place
Responsibiities for communication with vanous external parties
and contact details of key personne! are also clearly stated

In response to the market cistocation in the second half of
2007, the GCC has increased the frequency of its meetings
and Treasury has introduced additonal metncs which are
monitored dally and tallored to prevaling market conditions
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Funding

Customer depostt growth and the supply of wholesale funding
1o HBOS have remamned strong during the dislocation in global
financial markets in the latter part of 2007

As at As st

3112 2007 3112 2006

£bn £bn

Loans and advances {o cusiomers 4300 3768

Custorner accounts 243 2 2119

Customner lending less customer accounts 186 8 1649
Customer accounts as a % of loans

and advances to customers 56 6% 56 2%

The wholesale funding capacity of the Group 1s dependant
upan factors such as the strength of the batance sheet,
earnings, asset quality, ratings and market position GFLC
assesses the Group funding mix to ensure that adequate
diversity (s maintained It s Group policy to manage its
balance shest profile to ensure customer deposits sourced
outside Treasury represents a significant component of overall
funding, and GFLC directs and coordinates the activities of
the Divisions i raising labilities from a range of sources

In order to strengthen the Group's funding position, HBOS
has over the last few years dersified its funding sources
and lengthened ts matunty profile of market sensitive funding
This has been achieved through

- widening the wholesale investor base and product set,
- buiiding and mamntaining a large secuntisation programme,
- accessing the covered bond market,

- uthising the geographic diversity of New York and Sydney
as funding hubs for the Group, and

- extending our Medium Term Note programmes

During 2007 the Group’s wholesale funding sources were
well diversified by instrument, currency and by matunty

as shown In the tables on the following page Tables are
prepared on the basis that ‘retall’ 1s defined using the current
statutory definition, 1e, administered rate products Wholesale
funding, when issued n a foreign currency but swapped

Into sterling, 1s ncluded at the swap exchanged amount
Wholesale funding 1s shown excluding any repo activity

and the funding raised In the names of the conduits
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Dunng the second half of 2007, with the iIncreased cost of tem
funding we chose to reduce our term issuance and utilise our
significant avalable capacity in money markets

However, covered bonds and secuntisation 1ssues continue to
be important funding sources for the Group with outstandings
as at the end of Decernber 2007 of £69 6bn, an ncrease

of £5 2bn durmg 2007 In addition, 1ssuance of CDs rose to
£63 thn compared with £42 5bn at the end of 2006 As at the
end of December 2007, £113 9bn of wholesale funding had

a matunty over one year compared with £109 8bn at the end
of 2008

Conduits

HBOS sponsors two conduits, Grampian and Landale,
which are special purpose vehicles that invest in highly

rated assets and fund via the Agset Backed Commercial
Paper (ABCP") market At 31 December 2007, investments
held by Grampian totalled £18 8bn Grampian 18, and
always has been, fully consolidated into our balance sheet
We also conschdated £0 8bn of assets held by Landale
Grampian 15 a long established, high grade credit investment
vehicle that Invests in diversified Asset Backed Secunties

of which over 99 9% are rated AAA by S&P and Aaa by
Moody's Grampian has a liquidity ine in place with HBOS
which covers all of the assets and programime wide credit
enhancement Is also provided by HBOS Landale holds
both assets onginated from our own balance shest and third
party transactions Landale has iquidity knes from HBOS
and from third party banks, and therefore the former, but
not the latter, are consolidated into our balance sheet

In the latter half of 2007, due to the disruption in the ABCP
market, there have been occasions when Grampian and
Landale {n respect of assets backed by HBOS liquichty Iines)
have declined to 1ssug ABCP given the unattractiveness

of the spreads and matunties avallable At these times

we therefore funded the conduits, on a temporary basis,
through the available iguidity ines rather than through the
ABCP market At 31 December 2007, HBOS had provided
funding to the Grampran and Landale conduits of £8 1hn
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Retail and Wholesale Funding sources
Instrument

Bank Deposits
Deposits from Customers
Certificates of Deposit
MTNs ssuad

Covered Bonds
Commercial Paper
Securitisahon
Subordinated Debt
Cther

Total Wholesale
Retail

Total Group Funding

Wholesale Funding Currency
US dollar

Euro

Sterlng

Other

Total Wholesale Funding

Wholesale Funding Residual Matunty
Less than one year

One to two years

Two to five years

More than five years

Total Wholesale Funding

Growing the UK franchise
Targeted intarnational growth
Cost leadership

Capital discipline

Colleague development

Cbn
329
278
631
428
237
168
459
200

49

2780
2154
493 4

£bn
104.5
790
697
248
2780

As at 3112 2007
L)

67
56
128
87
48
34
23
41
09
563
437
1000

As at 31 12 2007
%

a76
284
253
89
1000

As at 31 12 2007

£bn
1641
216
46 3
460
2780

%
590
78
167
165
100.0

279
171
425
415
172
173
472
154
49
2310
194 8
4258

£on
g72
653
607
178
2310

£bn
1212
193
46 5
440
2310

Asat 3112 2006
%

66
40
100
97
40
41
111
36
11
542
458
1000

As at 3112 2006
%

377
283
263
77
1060

As at 3112 2006
%

525
84
201
180
1000
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General Insurance & Long Term Assurance
Business Risks

The general msurance and long term assurance business
contracts underwntten by the Group expose HBOS to both
investment and insurance nsk

Insurance risk Is the potential for foss, ansing out of
adverse claims from both life and general insurance
contracts.

Investment risk 1s the potential for financial loss
ansing from the risks associated with the investment
management activities of the Group investment risk
includes market, credit and iquidity nisks. The loss
can be as a result of.

- Direct nsks relating to changes in the value of Group assets
In support of the general msurance and long term nsurance
contracts,

- Inchrect nsks ansing from poheyholder funds where the assets
and policyholder habilites are matched, and

— Indirect nsks assoclated with the management of assets held
on behalf of third partes

The Group Insurance Risk Commttes, one of the Executive
Risk Committees descnbed on page 88, considers regular
reports on specified aggregate insurance nsks across al of the
Group's Insurance and investment businesses It oversees the
development, implementation and maintenance of the overall
Insurance nsk management framework, covenng msurance rsk
in each business indvidually, as well as in aggregate

As part of the overall Group nsk management framework,
the Group Insurance & Investment Risk team provides
regular support to the Group Market Risk Committes and to
the Group Credit Risk Committee on the inter relationship
between nsurance nsk and investrment risks (market,

credit and liquidity risks respectively) ansing within these
businesses, and the development of appropnate policies
and standards for the management of those nsks
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The majonty of the Group’s long term insurance and Investment
contract iabiities are managed within the HBOS Insurance &
Investment Division and Insight Investrent with approximately
3% (2006 3%) operated by the life businesses outside the UK
Day to day management of nsurance and nvestment nek

Is undartaken by management supported by specialist sk
functions Use 1s made of the statutory actuanal roles, both to
help ensure regulatory compliance n respect of the authonsed
Insurance companies in the Group and to help meet Group nsk
management standards

Long Term Assurance

The insurance and INvastment business that s transacted

by the life nsurance companies within the Group compnses
unit inked business, fixed benefit business (also known as

non profit business) and with profits business (descnbed as
insurance contracts and investment contracts with discretionary
participating features (‘DPF'} written within the with profits fund)

Several companies within the insurance and investment
business transact either unit inked and/or other non profit
business, but alt with profits business 1s underwntten by
Clencal Medical Investment Group Limited (Clencal Medical),
a subsidiary of HBOS Financial Services Limited

The key charactenstics of long term assurance that give rise
to Insurance and nvestment nsk are its long term nature, the
guarantees provided to policyholders, the dependency on the
performance of nvestment markets and the extent to which
assets backing the contractual habilites are matched

The quality, mix and volume of business have a significant
influence on the extent of insurance and investment nsk
assumed by the Group and resulting profits The quality of
business written 1s influenced by vanations in product tenms as
well as the average premium size, age and term profile within
the particular products Accordingly, the mxn products wntten
may impact on profits, depending on the nature, extent and
profitabiity of new business In addition to existing business This
nisk is managed through the apphcation of clear pnoing policies
that require full financial assessment for each new product,
ncorporating consideration of expected hurdle rates of retum
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Risk Management

continued

Additionally, vanatons i administration and developrment
costs may Impact the avalable profit margin within the product
charges To manage this nisk, there 1s a regular process of
expense budgeting and reporting with appropnate targets set
for new insurance and Investment products that are developed

The nsks assoctated with particular sections of the long term
assurance business are set out below

Unit Linked Funds

For unit linked funds, Including consohidated collective
Investment schemes, which compnse 77% (2008 74%;) of

the Group’s long tenm insurance and investment contract
liabilities, nvestors bear the investment nsk, with changes in
the underlying investments being matched by changes in the
undertying contract iabiliies Simularty, the Group manages a
number of collective Investment schemes where the investors
bear the investment nsks The mvestor selects from a range
of Investment opportunities available from the Group i
accordance with therr personal nsk appetite and cireumstances

On a day to day basis, cash outflows which are necessitated
by investors withdrawing therr funds are generally met by cash
infiows from new investors In circumstances where funds are
contracting, or to meet unusually high levels of withdrawals,

the Group sells assets in the fund in order to meet the cash
demands with any dealing casts charged to the underlying unit
linked fund and consequently the policyholders The underlying
assets in the unit Inked funds are subyect to crednt and market
neks in the form of interest rate, equity pnces, foreign exchange
and other market nsks depending on the fund, ncluding
movement in property values These changes are matched

by changes In the unit inked liabilies  Accordingly, the Group

1s not directly exposed to significant iquidity, credit or market
nsks, although the investors’ benefits will vary as a consequence
Decreases in the capital value of urit inked funds (as a result

of falls in market values of equities, property or fixed interest
assets) will however reduce the future annual Investment
management charges that will be eamed from unit linked
business The Group estimates that if the capital value of the
unit inked funds, excluding consolidated collective iInvestment
schemes, classified as investment contracts had been reduced,
on average by 10% for the year, the profit before tax for the year
would have decreased by £22m (2006 £25m) For umt inked
contracts classified as either insurance contracts or nvestment
contracts with DPF the Group has considered the sensitvities
to a number of nisks in Note 24 to the Financial Statements on
pages 186 to 188

Growing the UK franchise
Targeted international growth
Cost leadership

Capital discipline

Colleague development

Unit inked products provide some discretion for vanation in
annual administration charges, and therefore managerment

of vanations 1n expenses may be achieved through vanation
in charges

An additional risk the Group faces in respect of unit inked
business 1s the nsk that increases to surender rates for
both insurance and investment contracts reduces the
value of future mvestment management charges Actons
ta control and monrtor this nsk include charges applicable
on some products where the investor survenders early,
regular expenence monitonng, consideration of the
sensitivity of product profitability to levels of lapse rates at
the product development stage, and intiatives within the
relevant businesses to encourage customer retention

Non Profit Bustness

The Group has a diversified portfolio of ife msurance and
annuity policies within its portfolio of non profit nsurance
contracts, which includas the insurance risk component of
unit inked policies classified as nsurance contracts The
principal Investment nsk i respect of the non profit business
1S Interest rate nsk which anses because assets and liabilities
may extubit diffenng changes In value as a result of changes
ininterest rates This may potentally impact on the results and
the capital posttion The investment nsk also includes the nsk
of Increases 1n corporate bond yield spreads over government
risk free yields or the ratings downgrade of certan securities,
both of which reduce the capital value of the bonds These
nsks ara controlied by processes camed out to help ensure
an apprepriate level of matching 1s mantained n the funds so
that changes In fixed interest assets backing the non profit
business are substantially mitigated by offsetting changes

In labilities {as the discount rate used In valuing the liabiities

15 Inked to that of the matchung assets) These processes
include the use of and monitonng against fund mandates

The ulumate amounts payable under these policies are

sensitive to general trends 1n mortality rates For annurtants
comprising 3% (2006 3%) of the Group's long term Insurance
and mvestment contract habilities, there 1s a nsk that increases
1o ife expectancy through medical advances will prove greater
than that anticipated For protection business, the nsk Is that an
unforeseen event such as a natural disaster will cause a matenal
increase in death rates

The extent of the Group's exposure to insurance nsks is set out
In Note 26 to the Financial Statements on pages 189 to 192
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With Profits Fund

The insurance and mvestment business includes the Clencal
Medical With Profits Fund which compnses 17% (2006 20%)
of the Group's long term insurance and nvestrment contract
liabihes The with profits fund takes some investment nsks
with the aim of enhancing policyholder returns but ams to
it payouts to policyholders to that supportable by the

with profits fund's assets

For ‘unitised’ with profits contracts the Group receives an annual
management charge For ‘traditicnal’ with profits contracts,
which form the minonty of the with profits fund business, the
Group receves ane ninth of bonuses declared to policyholders
as long as there 1s a distnbutable surplus within the fund

Ordinanly, vanations in the capita) value of the fund's assets
would result In vanations in the level of benefits avalable to

the with profits contract holders and accordingly a variation

In the Insurance and investment contracts with DPF liabilities
Included w1 the with profits fund are certain contracts with
MNIMUM payment guarantees at certain policy durations and
on death Of these with profits contracts 1ssued between 1997
and 2001, a signficant propertion have guaranteed benefits
which are in the money at the balance sheet date The costs

of meeting these guarantees, up o a certan level, are met by
charges to the benefits for all with profits contract policyholders
The amount of these guaranteed benefits, net of charges to be
levied on policyholder funds, was less than 1% {2006 1%) of the
Group's long term insurance and investment contract liabiities
at the balance sheet date Above ths level the costs are met by
the free assets of the fund (the assets mantained in the fund
which are not held to meet contractual labilities} There remains
a risk that Clencal Medical may suffer an additional charge

In exceptional circumstances where even after management
action, the fund 15 unable 1o meet the costs of guarantees
within the fund This 15 set out In the Principles and Practices

of the With Profits Fund, available from the Clencal Medical
investment Group website (www clencaimedical co uk)
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As well as pocting of risks, the other important measures
in controliing the INvestment nsk within the with profits
fund include having agreed management actions {0 adjust
the nature and extent of investment exposure IN response
to certain INvestment condiions, by recognising and
holding appropnate levels of nsk caprtal, by restncting
holdings to assets which meet admissibility cntena, and
by using dernvative strategies to reduce downside nsk

Accordingly, other than the secondary impact on the Group's
annual management charges and share of bonuses declared,
the msurance and other mvestment nsks (credit, iquidity and
market ngks) within the with profits fund are generally expected
to be borne by the with profits fund policyholders except in
extreme scenanos The sensitivity of the Group result to certan
changes In key variables relating to msurance and investment
contracts with DPF within the with profits fund have been
included in Note 24 to the Financial Statements on pages

186 to 188

Additionally, n order to demonstrate the sensitvity of the with
profits fund to certain key market vanables, and consequently
the ability of the with profits fund to meet its policyholders'
expectations, the Group has set out a sensitvity analysis

of unallocated dmvsible surplus in Note 28 to the Financial
Statements on page 193

General Insurance

For general nsurance household contracts the most
significant nsks to claims expenence arise from weather
events For repayment insurance contracts the most
significant nsks anse from changes in economic conditions

The Group manages its exposure to msurance nsk through

a strategy which includes limitation of the nature of the nsks
underwntten and allowance within the price charged for the
underying nsks Ths allowance for nsks 15 based on both
external Information and our own expenence data For all
classes of msurance there are pricing models that are regularty
adjusted for actual clams expenence For household insurance
tha Group Iimits Its exposure to large weather events through
the use of reinsurance
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Risk Management

continued

The majonity of claims are reported and settled within 12 months
and generally there 15 limited reserving uncertainty for events
before the balance sheet date

For some renewable contracts (household, travel and some
repayment insurance), the longer term exposure to nskis
managed in conjunction with the ability to re pnce contracts
10 take account of changes in the level of nsk within those
contracts

Set out In Note 26 to the Financial Statements on page 192 are
the Group's general nsurance claim provisions by policy type

(End of information that forms an integral part of the audited
Financial Statements )

Operational Risk

This exists in the normal conduct of business
Examples of potential sources of operational nsk
mnclude fraud, system reliability, human error, failure
of key suppliers, IT security, business continuity,
change management, operational outsourcing and
failure to comply with legislation or regulation

The Board has approved an Operational Risk Policy that
establishes the framework for managing operational nsk The
main components of the Operational Risk Framework include
risk and control assessment, internal loss reporting, capture
of risk event Information, key nsk indicator monitoring and
evaluation of external events

The Graup Operational Risk Committee 1s one of the four
Executive Risk Committees chared by the Group Risk Director
It 1s attended by senior executives from the Divisions and Group
specialist areas The committee considers the managerment

of issues and exposures, recommends the appropnate capital
requirement, approves policies and standards and provides
oversight of the operational nsk communities

A key enhancement to our Infrastructure has been to

focus on the exphert nsk management of specialist areas

that underpin the HBOS Operational Risk Framework All
specialist furctions have clear roles defined to help lead the
\dentfication, management and measurement of nsks relevant
to thewr areas across the Group The Group Operational

Risk function co ordinates the specialist areas, designs

and maintans Group wide nsk systems and undertakes

the detalled modeling required to assess nsk exposure

Growing the UK franchise
Targeted international growth
Cost leadership

Capital discipline

Colleague davelopment

Regulatory Risk

The FSA 1s the main regulator for HBOS, afthough the
Group’s international businesses in the USA, Australia and
Ireland are subject to direct scrutiny from the US Federal
Reserve, APRA and The Financial Regulator respectively

HBOS understands that consumers have an ever Increasing
choice of supphier and product and are more demanding of
financial services providers Consumer lobby groups have akso
become more active on therr behalf The Group's Customer
Contract, which was approved by the Board in November 2005,
sets out principles for dong business and s HBOS's flagship
response to the FSA's Treating Customers Farrly nitiative,
supported by ongoing development of procedures across

the Group The objective 1s to mest the requrements of our
shareholders through meeting the needs of our customers

HBOS 15 alert to the wider, curmnulative picture of regulatory
change and uthises centralised expertise n the area of
regulatary and legal compliance, spectically to

- identify and assess the impact of, respond to and where
possible mfluence, the direction of regulatory developments
on behalf of HBOS,

- lead the development and monitonng of the application of
specific Group wide policies and standards, and

- oversee the management, support and co ordination of the
jlaion and interaction with HBOS regutatory stakeholders
across all its intemational businesses

The impact of regulatory change 1s reported across all Executive
Risk Committess with speciic reference to the discipline
affected and at Group level to Audit Cormmittee and the Board
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(The information set aut below ending at the end of this page
forms an integral part of the audited financial statements as
described in the Accounting Policies section of the Financial
Statements on page 160)

Capital Management

It 1s HBOS’s policy to maintain a strong capial base to
support the development of Its business and to meet
regulatory capital requirements at all times

HBOS recogrises the Impact on shareholder retums of the level
of equity capital employed and seeks to mamntan a prudent
balance between the advantages and flexibility afforded by a
strong capital positon and the higher returns on equity possible
with greater leverage

The Group's capital 1s managed via the Board through the
Group Business Plan, with the objective of mantaining both
the optimal amount of capital and the most appropnate mix
between the different components of capital The day to day
management of the Group's capital 1s delegated to the Group
Capital Committee

The Group's policy 1S to 1ssue capital n a range of different
forms and also from diverse sources to spread the investor
hase HBOS plc raises the non equity Tier 1 capital and
subordinated debt for all the Group's businesses, with the
exception of Clencal Medical which 1s permitted to raise
capttal separately as part of the overall Group capital plan
to spread the imvestor base for subordinated debt

The prncipal forms of capital are included in the following
balances on the consohdated balance sheet called up share
captal, share premium account, other reserves, retaned
earnings and other borrowed funds Capital also ncludes
collectve mparment alowances held in respect of loans
and advances

Capital Requirements

The FSA supervises HBOS on a consoldated basis and, as
such, recaves Information on the capital adequacy o, and sets
capital requirements for, HBOS as a whole Individual banking
and insurance subsidianes are directly regulated by either the
FSA or therr local superssors, who set their capital adequacy
requirements
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In implementing the EU’s Banking Consolidation Directive
(Basel I}, the FSA requires each bank and banking group

to mantan an indwidually presenbed ratio of total capital to
nsk weighted assets, taking into account both balance sheet
assets and off balance sheet transactions

The Group must at all tmes monitor and demonstrate
comphance with the relevant regulatory capital requirements
of the FSA The Group has in place processes and controls to
monitor the Group’s capital adequacy and no breaches were
reported to the FSA dunng the year HBOS's capital s dwided
Intc two ters

- Tier 1 capital compnses shareholders’ funds, innovatve
Tier 1 secunties and minonty interests, after adjusting for
items reflected In sharenoiders’ funds which are treated
differently for the purposes of capital adequacy The book
values of goodwill and ntangible assets are deducted In
arnving at Tier 1 capital

~ Tier 2 capital compnses qualfyng subordinated loan capital,
collective impairment allowances, and unrealised gains ansing
on the fair valuation of equities held as avalable for sale

Vanaous limits are applied to elements of the capital base
The amount of snnavative Tier 1 securities cannot exceed
15 per cent of overall Tier 1 capital, qualifying Tier 2

capttal cannot exceed Tier 1 capital, and qualifying dated
subordinated loan capital may not exceed 50 per cent of
Tier 1 capital There are also imitations on the amount of
collective impairment allowances which may be included
as part of Tier 2 capital From the total of Tier 1 and Tier 2
capital the carrying amounts of unconsolidated investments
{eg, INsurance company investments), investments in the
capital of banks, and certain regulatory tems are deducted

Movements in Tier 1 capital and the Capital structure of the
Group are given in the Group Finarce Director’s Report on
pages 76 and 77 respectvely

(End of information that forms an integral part of the audited
financial staternents )
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Risk Management

continued

Risk weighted assets are categonsed as either trading book
or banking book and nsk weighted assets are determined
accordingly Banking book nsk weighted assets are measured
by means of a hierarchy of nisk weightings classified according
to the nature of each asset and counterparty, taking into
account any eligible collateral or guarantees Banking book

off balance sheet items giving nse to credit, foreign exchange
or interest rate nsk are assigned weights appropnate to the
category of the counterparty, taking into account any eligible
coliateral or guarantees Trading book nsk weighted assets are
determined by taking into account market related risks such
as foreign exchange, interest rate and equity position nsks and
counterparty nsk

Basel Il

FSA GENPRU and BIPRU rules were adopted into the Prudential
Sourcebook for Banks, Bulding Societies and Investment

Firms with effect from 1 January 2007 This legislative process
converted the European Capital Requirernents Directive and,
therefore, the Basel |l Capital Accord, into UK regulation that
apples to HBOS

HBOS elected to adopt transtional arangements n 2007 and
remain on the Basel | rules to determine minimum regulatory
capital requirements

The prmary goal of our Basel !l programme has always been
to optimise the way we do business through an improved
nsk management capabiity This Is integral to our strategy

of targeted growth within our over arching objectives of
delivering sustainable Income streams and generating
added shareholder value

Basel I1'1s structured around three pillars minmum capital
requIrements, SUpensory review process and market discipine
The supervisory objectives that form Basel Il are to promote
safety and soundness in the financial system and mantain

at least the overall level of capital within the system, enhance
competitive equality, and conshitute a more comprehensive
approach to addressing risks, and focus on internationally
active banks

Growing the UK franchisa
Targeted international growth
Cost leadership

Capal discipling

Colleague development

Piltar One determines the minimum capital requirements and for
HBOS this 18 divided mto two approaches to determining credit
nisk regulatory capital requirement, with Increasing complexity
and sophistication

- Standardised approach This reguires banks to use
external credit ratings to determine nsk weightings for rated
counterpartes and groups ather counterparties into broad
categones and apphes standardised nsk wexghtings to these
categories

- Advanced [ntemal Ratings approach Banks use their own
internal assessment of both the probability of default and
the exposure at default and loss given default

Basel il also introduces caprtal requirements for operational nsk
comprising three levels of increasing sophistication One level
calcutates a capital charge based on gross revenues, a second
uses three defined percentages based on gross revenues in
eight business Ines and finafly an Advanced Measurement
Approach based on the bank’s own analysis of potential loss
based on operational nsk data

HBOS has FSA approval to use the Advanced Intemal Ratings
Based Approach (Credit Risk) and Advanced Measurement
Approach {Operatonal Risk) for capital determination purposes
with effect from 1 January 2008

Pillar Two 18 the supervisory review of a bank’s internal
assessment of the appropnate levet of regulatory capital

to hold, consistent with its risk profile and strategy The FSA
has conducted its annual supervisory review and evaluation
process and 1ssued under Pillar Two Individual Capital
Guidance to HBOS

Pillar Three is the appropnate disclosure of nsk exposures and
risk assessment processes of each firm Pillar Three recognises
that market discipline has the potential to reinforce capital
regulation and other supervisory efforts to promote safety and
soundness in banks and financial systems [tis our intention t©
publish full disclosures under Pillar Three as required by BIPRU
rules as at 31 December 2008 This s In line with emerging UK
and EU consensus that the first disclosures for banks adopting
advanced approaches from 1 January 2008 will be published
based on year end 2008 data

HBOS continues to promote a prudent and responsible
approach to the management of capital Management
and the Board's view of future requirements will continue
to be the main deterrmnant of total capital holdings
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Our reputation and the
health of our brand is one
of our strongest assets.
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Responsibility Review
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What we do

Our approach to Corporate Responstbility (‘'CR’)
The majority of our shareholders are HBOS customers This dynamic sets us apart
from the competition

A strong brand
Our integrated approach to Corporate Responsibility, with Its emphasis
on highly competitive products, helps define our brand

Disclosure

We seek to lead the sector on disclosure In 2007, we were the first major UK bank
to publish dedicated Financial Inclusion and Chimate Change reports They detad
our performance and set out our targets and plans for the year ahead and beyond

Commitments to stakeholders

Our statement of business prnciples, The Way We Do Business, 1s our
commitment to our stakeholders about the standards we aspire to deliver
We are the only major UK bank to underpin this with Key Performance
Indicators and to report progress against each of these year on year
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Our Strategy

Our Corporate Responsibility approach focuses on best
serving the diverse interests of our key stakeholders

Shareholders

We will promote the interests of our shareholders by
seeking 1o Increase the value of therr shares and dmdends,
and through sound corporate govemance We wil
communicate with shareholders regularly and in doing

so will seek to be clear, comprehensive and balanced

Customers

We will be honest, fair and open In our dealings with our
customers and endeavour to help them at all hmes We are
committed to providing them with value for money products,
designed and promoted in a simple and transparent way,
and made as widely avallable as possible When things go
wrong, as they sometimes do, we will resolve problems as
quickly and farly as we can

Colleagues

We will create a safe working environment which encourages
openness, honesty and mutual respect, and where colleagues
can constructively challenge and ask questions We offer
equal opportunities for all We will provide the opportunity

for all colleagues to develop therr skills and knowledge, and

to enoy fulfiling careers We offer competitive remuneration
with the opportunity to participate in the success of HBOS

Society

Qur main contrnbution to society 15 the value we can add
through our success in business We will seek to be a positive
influence on those social and enwvironmental Issues which,
having listened responsibly to our shareholders, customers,
colleagues and suppliers, we think are important

HBQSplc Annual Report and Accounts 2007

Key Performance Indicators

Our Key Performance Indicators help us to measure
our progress against each element of our strategy
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Responsibility

Independent benchmarks define us as a leader
- Business in the Community’s Corporate Responsibility index
we are a Platnum Performer, the highest possible rank

- Carbon Disclosure Project HBOS's rating 1s the highest
of any UK bank

- Global 100 Most Sustanable Corporations in the World
we are one of only two UK banks m this index

- Dow Jones Sustanability Index we achieved a place for the
4th year running We scored 81% the highest for a UK bank
and one of the world’s top five

Governance

We strengthened our governance framework in 2007 with

a new Climate Change Action Group, chaired by former
Finance Director Phil Hodkinson who has Board responsibility
for GR With senior representation from across the Group,
this drives climate change inhatives The Board reviews CR
strategy annually There are also annual reviews of specriic
activities Iike cimate change, diversity and financial iInclusion

The Way We Do Business (‘WWDB') Action Group, also chared
by Phil Hodkinson and with senior representation from all
disions, drives CR strategy alongside a framework of cther
high level acton groups

- HBOS Commumcations Group, chaired by Group Chuef
Executive Andy Homby,

- Dwersity Steenng Group, also charred by Andy Hornby, and

- Financial Incluston Commuittes, chared by Chief Executive
Retail Distnbution, Insurance & Investment, Jo Dawson

From 2008, following Phil Hodkinson's retrement, the Climate
Change Action Group will be chaired by Chief Operating Officer
Philp Gore Randall The WWDB Action Group will be chaired
by Corporate Chief Executive Peter Cummungs

Stakeholder engagement

We held detaled discussions with key specialised investors,
customers, colleagues and other stakeholders Our new climate
change strategy launched in March 2007 was a direct response
to colleague feedback It generated a response from several
hundred colleagues, more than any previous campargn

Last year, we held regular meetings with consumer groups
including Which?, Citizens Advice, National Consumer Council
(NCC), Citizens Advice Scotland and the European Consumers'
Organtsation

Increasing stakeholder engagement 1s necessary to
further develop our programme This 1S an important
area of developrment In 2008

Growing the UK franchise
Targeted international growth
Cost teadership

Capital discipline

Colleague davelopment
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Customer Strategy

Market leading products

Our starting point n CR 18 our core product agenda We am

to provide our customers with better value products than the
competiton We have a relaonship with two out of every five
households in the UK Last year, we received 3,912 mentions in
the best buy tables, considerably more than any other big bank

The Ultmate Reward Current Account, launched in February
2007, 1s believed to be the best value packaged account in the
market In May, we launched a 'beat and freeze’ campaign,
aiming to beat customers' insurance quotes and freeze ther
premiums until 2010

Customers

In July, HBOS launched the largest ever branch expansion
programme undertaken in Australia Wea ptan to open 160
branches on the East Coast over the next few years Contnuing
to expand CR through our Internaticnal operations s a key focus
during 2008

HBOS was the first financial Institution to report how much
money 1s held i customer ‘dormant’ accounts and the first to
launch a campaign to reunite customers with therr forgotten
funds We have reunited customers with over £14m so far From
January 2008, Halifax will search for remaining ‘lost’ customers,
with an average balance of just £273 Halifax will also register
detals of unclaimed dormant accounts on the Unclaimed
Assets Register

Responsible lending

We advocate the fullest possible shanng of data between

banks Doing so provides a clearer picture of customers' lending
commitments and improves lending decisions We share full
data on new products and up to 95% on histoncal products
Some other banks share data only on new customers but not
existing customers We are lobbying to change this situation

We believe In providing our customers with a clear and
transparent summary of ther accounts HBOS publishes
summary boxes setting out key information for consumers on
a range of products inctuding payment protection insurance
statements, credit card statements and estate agency
agreements

Most of HBOS's lending 1s secured lending in the form of
mortgages The average loan to value across our mortgage
book 15 44% The average Income multipte has remaned
essentally the same for over 15 years, demonstrating a long
higtory of prudent lending

Dormant Accounts

In 2007 HBOS became the

first financial institution to

launch & campaign to recnite
customers with therr dermant
funds — successfully reuniting
customers with over £14m so far
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Financial inclusion

Wae are the first major bank to publish a target (15%) for new
social banking account openings We publish progress towards
meeting this on our website every quarter We exceeded this
target in 2007

HBOS installed 100 new, fee free ATMs last year in areas of
need across Scotland and the North of England The fee free
ATMs dispensed £84m, and saved customers £1min charges
had the machines not been fee free

We are the only major bank to have launched a Christmas
Savings Account for our social banking customers This
provicles an easy way of saving for Chnstmas, with the financial
strength of HBOS behind t On matunty customers can take
therr savings in cash or High Street vouchers Up to 100,000
of our social banking customers will be offered the product

in 2008

We aim to lead the sector on disclosure Our Fimancial Inclusion
Report contans detaled mformation on our performance and
marketing in disadvantaged areas

Colleague Strategy

As we face the unprecedented financial turmoil in global
markets, our focus on colleague devetopment has never been
rmore important Our ability to execute our strategy within these
tough markets rehes on engaging with, and motivating, alt our
colleagues to deliver consistently outstanding performance

Our colleague strategy 1s very clear We am to have the
strongest leadership teams 1 the sector and we are very Clear
about the high expectations of both what our leaders deliver
and how they do this HBOS U, our corporate uriversity for
senior managers, has been an outstanding success 76% of
colleagues believe therr line manager 1s good at managing
people (aganst an Industry norm of 58%) HBOS U will be
extended to all leaders in 2008

We provide all our colleagues with ongoing opportunities to
lsam and develop ther careers We constantly evaluate our
efforts to create a positive working environment that reflects

the diversity of our colleagues We are committed to achieving
high standards of health and safety across all of our businesses
Our Health and Safety policy 1s avallable on our Corporate
Responsibity website

Financial Inclusion Report

Our Financial Inclusion

Report 1s avalable online at
www hbosple com/community/
includes/HBOS Fl_report pdf
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We keep all aspects of our reward systems under continuous
review to ensure they deliver the nght reinforcement in respect
of recruitment, retention and motivation In 2007, colleagues
were awarded £80m in free shares and a total of £270m n
cash bonuses HBOS colleagues across the UK have now
recaved £218m in free shares since our Free Shares scheme
began in 2005

Through our Colleague Opinion Survey we track our
lsadership and capability Indices as well as employer and
product advocacy Our success s clear, 768% of colleagues
would speak highly of HBOS as an employer, well ahead of
the ndustry norm of 50%

Last year, we signed a groundbreaking Partnership Agreement
with our partner unions ACCORD and Unite Over the next five
years we will seek 10 increase membership to approximately
70% of UK colleagues We believe this ambition makes us
unigue in the UK financial sector

We have made excellent progress, but we are not complacent
Qur challenge 1s even maore pressing given the changed
marketplace, but we are confident our work to date has
created a platform that we can build on this year in a way

that will help truty set HBOS apart from its competitors

Community Strategy

Economic impact

HBOS is a significant generator of wealth across the UK,
particularly around our heartlands in Yorkshire and Scotland

We are one of the largest payers of tax in the UK, paying £700m
In tax on our profit n 2007 The UK Exchequer receved a total
of £1 2bnin tax and National Insurance from HBOS in 2067

HBOS invested £55 2m in communities across the UK in 2007,
including suppart for financal Inclusion, sponsorship of sports
and arts for young people, and donations through the HBOS
Foundation

HBOS Foundation

The HBOS Foundation 1s now one of the largest corporate
fundraisers in the UK Funded by HBOS, the Foundation dnves
volunteering and chantable work for the Group In 2007, HBOS
donated £8m to the Foundation Durnng the year, the Foundation
donated aimost £11m to chanty, ncluding contnbutions raised
by colleagues and customers

Million £ Challenge

HBOS cofleagues, supported

by matched funding from the
Foungation, raiged over £3 6m for
our Milion £ Challenge chanties
{Briish Heart Foundation, WRVS,
Farmily Holiday Association,

the RNLI and Age Action}
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Corporate Responsibility

continued

National and regional grants the Foundation 1s fundng

a new educational programme, believed to be the most
comprehensive of its kind i the UK, with the Sutton Trust in
Yarkshire The programme, deliverad by Leeds University,
aims 1o wigden participation by under pnvileged young people
in higher education The Foundation also distnbuted £2 8m
In national and regional grants to financial literacy and money
advice projects and to develop and support communities

Matched funding in 2007, HBOS colleagues in the UK and
Ireland, supparted by matched funding from the Foundation,
raised over £3 6m for the Millon £ Challenge chanties

They were Bntish Heart Foundation, WRVS, Farmily Holiday
Association, RNLI and Age Action The matched funding
scheme raised £2 1m for a wide range of other charties

Colleague volunteering volunteering has continued to
grow In 2007 over 10,000 HBOS colleagues volunteered,
compared to over 7,000 in 2006 £21 3m has been raised
via the Foundation, through volunteenng, in the last five years

Sponsorship

Over 70,000 young people benefited last year from HBOS
sponsorship of sports and arts projects in our heartiands of
Yorkshire and Scotland An estmated 65% of these young
peopls were from socially disacivantaged areas Bank of
Scotland’s Cammunity Football 15 the most comprehensive
grassroots football programme in Scotland  The Midnight
League aims to keep young people off the streets and reduce
cnme levels It was expanded in 2007 into all 32 Scottish
Local Authonies, reaching aver 10,000 young people

Museum on the Mound

HBOS's Museum on the Mound, awarded five stars by the
Scottish Tounst Board, 15 Scotland’s only banking museum
The Museum focuses on 'maney’, In all its shapes and forms
Worling with educational consultants, schools sessions have
been developed to support the curncutum related topics of
money and financial awareness Over 30 classes of school
children participated in workshops at the Museum in 2007

Environment Strategy

Chmate change

In 2007 we launched a major new climate change strategy
and became carbon neutral In the UK We were

~ the first UK bank to purchase 100% renewable energy to
power our entire estate,

- the only bank to offset remaning emissions by purchasing
only 100% 'Kyoto Complant’ Certfied Emussions Reductions,

Growing the UK franchise
Targeted International growth
Cost leadership

Capiital discipline

Colleague development

- the only bank to produce a standalone Climate Change
Report, and

- the first financial institution n Europe to carbon label one of
its products, Halifax Web Saver, showing people how much
CO2 each account produces

Cur flagship south west headquarters, Bnstal
Harbourside, was completed at the end of 2007 Built
from sustainable matenals and kitted out with cuting
edge energy efficiency technology, the building received
the highest possible budding rating, ‘Excellent’, in the
Bulding Research Estabishment's Environmental
Assessment Method (‘BREEAM') environmental rating

Colleague advocacy of our envircnmental programme has
improved from 39% to 51% over two years There remains much
to do to meet cur 70% target by 2009

Asset management

In 2007 Insight Investment launched a unique In depth
assessment of how well FTSE 100 companies and Europe’s
largest companies are responding to chimate change nsks
and opportunities

Insight continues ta Integrate environmental, social and
governance (‘ESG') issues into the standard investment
process, to ensure that these 1ssues are core to decisions
Insight engages with companies on issues as diverse as cimate
change, obesity, nanotechnology, water management, organic
cotton and alcoho! retaling 1n a recent survey by FarPensions,
Insight scored 839% for its work in the ethical Investment sector

Prospects

Though HBOS 15 one of the biggest lenders to Community
Development Finance Institutions in the UK, there 13 more work
we can do with credit ursons In 2008, we are launching new
nhatives with Calderdale and Rotherham credit unions and
Increasing our investment in this sector

Qur climate change strategy positions us well with regard to
expected legislative developments and customer demand In
2008 we will launch a new strategy for how we manage paper
use — the type we buy, how much we use and how we dispose
of it afterwards

We will seek to maintain our secter lead for disclosure

in acidition to our CR Report, we wilk publish, for the second
year, our market feading Financial Inclusion and Climate
Change reports

Climate Change Report

Our market leading, standalone
Ctmate Change Report 1s
avallable on our webstte at the
following address

www hbosplc com/iccommunity/
includes/HBOS_Climate_
Change_Report_2007 pdf
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We aspire 1o the highest
standards of corporate
governance, not as an
exercise in compliance, but
as a means of driving the

performance of the business.
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The
Board

Growting the UK franchise
Targeted international growth
Cost leadership

Camtal disclpline

Colleague development

Dennis Stevenson
Chairman

Age 62 Dennis was appointed Charman
of HBOS in 2001 {having jeined the
Board of Halifax in 1999} and became
Governor of Bank of Scotland in January
2006 He s Chairman of tha House

of Lords Appontrments Commission
Chancellor of the University of tha Arts
London, a Non executiva Director

of Western Union Group Loudwater
Investment Partners and Gulture

and Sport Glasgow and President

of the Employers Forum on Age

Andy Hornby
Chief Executive

Age 41 Andy became Chief Executive

of HBOS in July 2006, having previousty
been the Group's Chief Operating Officer
Andy joined the Board of Halitax in 1999
as Chief Executive of the Retall division
He 1s a Non executive Director of Home
Ratal Group Pner to joining Halfax,
Andy undertook various rofes at Boston
Consulting Group Blue Circle and ASDA

Colin Matthew
Executive Director

Age 57 Coln s Chuef Executiva,
Strategy Internaticnal and Treasury &
Asset Management and since January
2006 has been Treasurer of Bank of
Scotland Colin joined Bark of Scotland
in 1966, becoming a Director in 2000

Dan Watkins
Executive Director

Age 45 Dan was appointad to the Board
of HBOS on 5 September 2007 as Chiet
Executive Retal Products He served

as Group Fisk Director from February
2006 and prior to that was Head of
Retail Risk Dan joined Birmingham
Midshires in 1993 becoming Managing
Drector in 2001 In his earty career,

Dan worked for Morgan Grenfell

www hbosplc com

Pater Cummings
Executive Director

Age 52 Peter joined Bank of Scotland
in 1973 In 1895 he became Director

of Corporate Banking Feter joined

the HBOS Board n January 2006 as
Chief Executive, Corporate Peter 1s
also a Director of Maggie s Centres and
wall bacome Chawrman of the HBOS
Foundation with effect from Apsi 2008

Jo Dawson
Executive Director

Age 45 Jo bacame Chisf Executive

of the Insurance & Investmart division

in March 2006 joining the Board of
HBOS in May 2006 In August 2007 she
also assumed responsibility for Retail
Oistnbution Jo joined Halfax in 2000
and became Group Risk Director in
2005 Prior to oning Halifax Jo hald
senior pasitions with NatWest and Green
Flag She s a member of the Beard of
the Associahion of Bribsh Insurers

Mike Ellis
Executive Director

Age 56 Mike rejoned the HBOS Board
on 25 Saptember 2007 as Group Finance
Diractor Designate becorming Group
Finance Director on 1 January 2008

He previously served as Group Finance
Director of HBOS between 2001 and
2004 following a long career with Halfax
prior to the marger with Bank of Scotland
Mike 18 a qualfied accountant and a

Non executva Director of WH Smith

Philip Gore Randall
Executive Director

Aga 55 Philiejoned the Board of

HBOS on 15 September 2007 as Chief
Operating Cfficer Philp 1s a Chartered
Accountant with extensive experience n
the UK and gverseas, serving for a number
of years as Managing Partner of Arthur
Andersan He joined HBOS from Aon UK
whara he held the role of Chief Operating
Officer Philip 15 & Non executive Director of
Compass Consuiting Group Holdings, an
ndependent management consulting firm
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Richard Cousins
Non executive Director

Age 48 Richard became a Non
executive Director of HBOS on 1 March
2007 He s Chief Executive Officar of
Compass Group Between 1980 and
2005 he worked for BPB becoming
Chief Executive Officer n 200¢ Richard
was previously a Non executive Director
of PRO His early career was spent

with Cadbury Schweppes and BTR

Charles Dunstone
Non executive Director

Age 43 Charles was appointed a
Non exacutive Director of Halifax

In 2000 Ha 15 Chief Executive Officer
of The Carphong Warehouse Group
which he founded in 1989 Charles

1s also a Non executive Cirector of
the Daily Mail and General Trust

and Chairman of the Princa s

Trust Trading Board

Sir Ron Garnck
Non executive Director

Age 67 Sr Ron joined the Board of Bank
of Seotland in 2000 In January 2003 he
bacame Daputy Chairman of HBOS and
since 2004 has served as tha Company's
Senior Independent Director He was
previousty Chief Executive and Chairman
of Weir Group

Coline McConville
Non executive Director

Age 43 Coline joined the Board of
Halifax in 2000 Until 2006 she was

Chief Executive Officer, Europe of

Ciear Channel Intarnatonal pror to which
she was with McKinseys Managament
Consultants n 1iondon and LE K
Managament Consultants in Germany
Coline qualified as a lawyer in Australia

HBOSplc Annual Report and Accounts 2007 113

Anthony Hobson
Non executive Director

Age 60 Anthony (Tony') joined the
Board of Haldax in 2001 end has

been the Chairman of the Audit
Committes since HBOS's formation
Tony s also Chairman of The Sage
Group and of Northern Foods He was
Group Finance Director of Legal &
General Group for 14 years untl 2001
and 15 a Chartered Accourtant

Karen Jones
Non executive Director

Age 51 Karen became a Non executive
Director of HBOS in January 2006

She was previously Chief Executive of
Spint Group and the founder and Chief
Execubva of Café Rouge and The Pelican
Group She has held Non executive
positiens at Gondola Holdings and Emap

John E Mack
Non executive Director

Age 60 John was apponted a

Nen exscutive Director of HBOS en
May 2007 Following a long caresr with
Bank of Amenca and 13 predecessors
{dunng which he served as Comorate
Treasurer for many years), John joined
Shinsel Bank of Japan in 2002 as Senior
Managing Executive Officer and Chief
Financial Officer He retired from these
axecutive roles in 2005 but remaned asa
consultant for Shinser untl the end of
2008

Kate Nealon
Non executive Director

Age 54 Kate joned the Board of HBOS
in March 2004 She s a Non executive
Drector of Cable & Wireless and Shire
Previcusly Kats was Group Head of Legal
and Compliance for Standard Chartered
Kate qualfied as a lawyer nthe US
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Corporate
Governance

Good corporate governance 1s about runring the Company
well At HBOS, we asprre to the highest standards of corporate
governance, not as an exercise N compliance, but as a means
of dnving the performance of the business

Corporate governance mnvolves putting n place an effective
internal framework of authority and accountabiity that promotes
success whilst managing and mitgating nsk It 1s also outward
locking, 1t 1s about how the Company and its Directors engage
and nteract with shareholders and other key stakeholders

We am to challenge and refresh our approach to corporate
governance in order to keep it Iive, well embedded and at the
forefront of best practice development

This report gives detailed information on our corporate
governance armangements and outlines how we apply the
principles of the 2006 Combined Code (the “Code’) For
further information, addrtional documents can be downloaded
from our website and these are identfied on page 116

Compliance Statement

The Company considers that it has compled throughout the year
with all of the provisions within section 1 of the Code, other than
provision € 31 which recommends that the Audit Commities
should compnse solely Independent Non executive Directors

Our Audit Commuttee membership ncludes John Ormerod,

who 1s neither an HBOS Director nor an employee of the Group
He bnngs an entrrely mdependent and expenenced additional
resource to the Audit Committee’s deliberations which, we believe,
exceeds the spint of the Code, and I1s entrely consistent with the
Code's aim of protecting the independence of the Audit Committee
Biographical details for John are given on page 118

The Board

Composition

A the year end, the Board compnsed the Chairman, eight
Executive Directors and eight independent Non executive
Directors The Board constders that 1t 1s of an appropnate

size to oversee the Group's businesses, with a sutable diversity
of backgrounds and mix of experience and expertise to
maximise its effoctiveness These matters are kept under
continuous review by the Nominatlon Committes

Balance of Executive and Non executive Directors
as at 31 December 2007

www hbosplc com

Independence

All of the Nan executive Directars are considered by the Board
to be independent and throughout the year at least half of the
Board compnsed ndependent Non executive Directors To be
‘ndependent’, the Board requires a Director to be independent
in character and judgement and to be free of relationships or
crrcumstances which could affect therr judgement

Division of responsibiities

The Charman leads the Board while the Chief Executive
manages the Group's businesses — these are distinct functions
The responsibilities and specific accountabiities of the
Chairman, the Deputy Chairman/Senior Independent Director,
the Non executive Directors, the Chief Executive, the remaining
Executive Directors and other senior executives are set out

in the Group’s Board Control Manual {which s explained
further on the following page)

Chairman - Dennis Stevenson

The Chairman is responsible for leading the Board and for
ensunng its effectiveness This includes responsibility for
the clarty and timeliness of information provided to the
Board and for faciitating the effective contribution of all
Directors The Chairman ensures that new Directors receive
comprehensive tafored induction training and that regular
training 1s Incorporated wittun the Board prograrmrme

The Chairman has a key role in the development (jointly with the
Chief Executive) of the Group's strategy, as well as oversight of
strategy implementation and performance delivery He ensures
that there 1s a constructive and close working relationship with
the Chief Executive Anm depth review of the Company’s
strategy, hosted by the Charrman, was held in earty 2007

This took the form of a dedicated discursive session looking at
value generation over a longer time frame Issues considered
included growth opportunities I each of the divisions as well

as investor views, nsk appetite and the international landscape

Dunng the year, the Chairman {frequently along with the
Deputy Charman) has continued his prachce of meeting
axecutive teams across the business outwath formal Board
meetngs The purpese of the meetings s to understand In
more detait each team'’s key defiverables and mobivations,
to Inform the Chairman's contributions to debate and
support his leadership of the Board All Non executive
Directors are encouraged similarly to engage dwectly

with executive management across the busmess

The Charman meets with the Non executive Directors
indwvidually, without any Executive Directors present,
on a roling basis throughout the year
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Deputy Charmany/Senior independent Director -

Sir Ron Gamck

The Senior Independent Director attended the Company's
resuits presentations to analysts dunng the year, giving him the
opportunity to hear analysts’ questions and understand therr
views In additon, the Senior Independent Director 1s available
to meet shareholders on request Should any shareholder
have a concern which they feel cannot be resolved through the
routing mechanisms for Investor communication, or through
the Chaimman or Chief Executive (as appropriate), they are
encouraged to contact the Senior Independent Director,
initialty via the Company Secretary at the Registered Office

Election and re election of Directors

All Drrectars are subject to election by shareholders at the first
Annual General Meeting (‘AGM'} following ther appointment,
and accordingly John E Mack, Dan Watkins, Philp Gore-Randall
and Mike Ellis, all apponted Directors since the last AGM, will
present therselves for election at the 2008 AGM

in addition, the Company requires all Directors to stand for re
election at intervals of no more than three years, hence Denrus
Stevenson, Karen Jones and Calin Matthew will retre at the
forthcornng AGM and will seek re election by shareholders

Having completed two three year terms as a Non executive
Director of HBOS, Charles Dunstorne will retire at the
forthcoming AGM and will not offer himself for re election

The Charmman has endorsed the effectiveness and commitment
of all Directors standing for election or re election at the AGM,
and the Senior independent Director has given a similar
endorsement In respect of the Charman's re efection

Board Proceedings

Governance framework

The Group's key intemal govemnance document 1s the
Board Contro! Manual This draws together the schedule of
matters reserved to the Board, terms of reference for Board
and Executive Committees as well as role descnptions and
authority levels for Directors and senior executives For
those matters not specifically reserved to the Board, the
Manual prescribes the cascade of authonties delegated
throughout the Group The Board Control Manual 1s
refreshed regularly and the terms of reference of the Board's
prrcipal Committees are reviewed on an annual basis

At sach meeting, the Board receives a financial and operational
update from the Chief Executive and other Executive Directors
before considenng specific matters reguinng approval

and a roling programme of strategic reviews Al matters
requinng a decision are supported by formal analysis of all
relevant aspects of the proposal Dunng 2007, the Board

has monitored closely market developments as well as
recenving reguiar progress updates on the implementation

of the Basel 1l framework The Board has also been kept up

to date on the changes introduced by the Companies Act
2008, especially the statutory staterment of directors’ duties
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Key activities of the Board include

- Strategy and nisk — the Board approves and oversees the
Group's strategic direction

- Approving the Business Plan - which defines
the Group's strategic and aperating objectves and
the nsk framewaork withun which it operates

- Management oversight — the Board routinely
reviews operating, financial and nsk performance
and receives reports from divisional heads

~ Regulatory/legal activity — ncluding the approval
of the Comparny's results, dividends, other key
documents and any substantial transactons

- Appomntments — in 2007 the Board approved the
appontments of Fichard Cousins, John E Mack,
Dan Watkins, Philp Gore Randall and Mike Ellis

- Approval of new or matenal changes to
existing employee share schemes, subject
to shareholder approval as appropnate

- Approval of capital expenditure as well as guarantees,
indemnities and secunties, all above pre defined Iimits

- Ethics — the Board sets the standards to which the
Group aspires in dealings with 1ts key stakeholders
in a staterment 'The Way We Do Business’

Meetings
The Board held ten meetings durng 2007 Detalls of Directors’
attendance at these meetngs are set out in the table below

Board meetings Ehgibla &
attended attend
Current Directors

Dennis Stevenson 10 10
Andy Hornby 10 10
Peter Cummings i0 10
Jo Dawson 10 10
Mike Eliis (from 25 Septermnber 2007} 3 3

Philip Gore Randall
(from 15 September 2007) 3 3
Phil Hodkinson {io 31 December 2007) 10 10
Colin Matthew 10 10
Dan Watkins (from 5 September 2007) 3 3
Richard Cousins (from 1 March 2007) 6 8
Charles Dunstone 9 10
Sir Ron Garrnick 10 10
Anthony Hobson 1¢ 10
Karen Jonas 9 10
John E Mack (from 1 May 2007} 4] 6
Coline McConville 10 10
Kate Neaion 10 10

Former Directors

Benny Higains (to 10 August 2007) 7 7
Sir Bran vory (to 25 April 2007) 4 4

David Shearer (to 25 Apnl 2007) 4 4
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Corporate Governance

continued

Executive Committee

The Executive Committes, led by the Chief Executive Andy
Hormby and consisting of all HBOS Executive Directors plus the
Company Secretary & Group Counsel (Harry Baines) and the
Group Risk Director (Peter Hickman), met 11 times dunng 2007
as wall as hokiing two strategy days The Executive Committee
has no specific authonty delegated to it by the Board, but
provides advice and support to the Chief Executive, In particular
In relation to strategy and matters having cross dvisional or
Group wide implications The Commyttee also takes the lead
role 1n preparing the Group's Business Plan, for approval by

the Board, and reviews all issues and papers requinng Board
or Audit Committee approval acting upon decisions of those
bodies as appropnate)

Internal control

The Board, through the Audt Commuittee, has overall
responsibility for the Group's system of internal controt and nsk
management and reviews its effectiveness annually The review

Case Study - Induction - John E Mack

John £ Mack joined the Board as a Non executive Director on

1 May 2007 With extensive experience in the banking sector both in
America and Japan, John's induction programme was targeted at
bulding fs Company specific knowledge An imtal senes of prvate
meetings with the Chairman, the Chief Executive, other Executive
Directors, the Company Secretary and other business heads was
arranged in the months iImmediately foflowing John's appointment
This enabled John to develop his understanding of the Company’s
strategy, ts financial and operational performance and the key
drivers In each of the dvisions This phase also included meeting
key executves from Investor Relations, Risk and HR, as well as
branch visits

The second phase of John's Induction focused on his membership
of the Audit Committee and charmanship of the Treasury & Asset
Management Risk Control Committee It Included meetings

with members of the Treasury and Insight tearms as well as
representativas of the external auditors, KPMG  More recently,
John has spent time with the Corporate and Retail teams as well

covers financial, operational, compliance and nsk management - — asholdng meetings with the new Executive Directors appointed

contrals The implementation and mantenance of the nsk
management and nternal control systems are the responsibility
of the Chief Executive with support from the other Executive
Directors and senior executives Systems are designed to
manage the nsk of failure to achieve business objectives, and
provide reasonable assurance aganst matenal misstaternent
or loss The Audit Committee has received confirmation that
management has taken, or 1s taking, the necessary action

to remedy any failings or weaknesses identified through the
operation of the HBOS framework of controls

Further details of the Group's internal contrals are disclosed I
the Risk Management report on pages 85 to 104

Online - Find out even more

You can find out more about our approach o corporate governance
by accessing the following documents online at www hbosplc com
~ Terms of reference for the Audit, Remuneration
and Nomination Committees
- Schedute of matters reserved to the Board
Memorandum and Articies of Association
- Biographies of HBOS Directors
~ Corporate responsibility
- History of the Group

Board Effectiveness

Induction and training

Al new Directors and Committee members receve a full

and tallored induction plan For Non executive Directors

this commonly includes mestings with the heads of the
dwisians, key business units and other functions Induction for
Executive Directors tends to be arranged in the course of their
activities within the Group Background reading, including the
Memorandum and Articles of Association, the Board Control
Manual and Model Code arrangemients, 1s routinely provided
to new Board and Committee members

in September 2007 John contnues to mest with executives from
ihe IT function to enhance his understanding of the Company's IT
strategy and to share his expertise in this field

The Company believes that traning I1s essential to enable
Directors and Board Committee members to update ther

skills and to ensure they have the necessary knowledge and
farniianty to perform effectively During the year, the Board
receved tranng and updates in relation to the capital treatment
of Basel Il and the imphcations for the Group of this revised
approach, as well as other topics including the Companies

Act 2006

In addition to ongoing trairung, a formal programme of

fe Induction 1s currently beng introduced This will be targeted
at Non executive Directors and will allow them to consider in

a structured way developments since ther nihial appontment,
beth in the Group's operations and in the economic, corporate
and regulatary environment applicable to the Group’s
businesses

Board and Director evaluation

The performance and effectiveness of the Board and each of s
Committees 1s evaluated annually In the past year this exercise
was undertaken mternatly The Charrrman met privately with
each of the Directors (and where appropriate, ather Committee
attendees) to discuss therr own performance, the functioning of
the Board and therr role on the Board's pnncipal Committees

Addrtionally, the Non executive Directors met privately without
the Chairrman or the Executive Directors present This meeting
was chaed by the Senior Independent Director and meluded
a review of the performance of the Chairman, the relationship
between the Chairman and Chief Executive and the functioning
of the Board as a whole

The Chairman and Directors are satisfied that the Board
operates effectively and that it receives valuable support from
its Committees The evaluation identified ne matenal falings or
weaknesses
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Company Secretary and independent advice

Harry Banes
Company Secretary & Group Counsel

Age 50 Harry bacame Company Secretary
of HBOS in 2001, having joined Halfax in that
capacity in 1999 Sinca March 2006 he has
also heen Group Counsel and a member of
the HBOS Executive Committee He onginally
gualfied as a Solicitor and then held postiens
in local government and private practice
before moving inte industry n 1985

The Company Secretary & Group Counsel, Hairy Bamnes, 15
responsible for advising the Board on corporate govemance
matters and, in conjunchon with the Charman, for ensunng
good information flows between the Board, its Committees,
Non executive Directors and senior executives

The Company Secretary & Group Counsel 1s an HBOS
employee (but not a Director) and the Non executive Directors
have access to his advice Additionally, If required in the
furtherance of their duties, Non executive Directors (along
with any other members of the Board's man Committees)

are entitled to seek independent, professional advice at the
Company's expense

Board Committees
Audit Committee
Membership

Anthony Hobson
Audit Cormmittes Chair

The members of the Audit Committee are identified in the
table n the next column The Committee compnses four
independent Non executive Directors and one addiional
member, John Ormerod, who is nether a Director of
HBOS nor an employee of the Group John brings mndustry
specific expertise and additional expenence, resource

and perspective to the Committee’s deliberations The
Secretary to the Audit Committee 1s Lysanne Black,

Sentor Deputy Compary Secretary of HBOS

The Audit Committee’s structure requires the inclusion of at
least one financiatly qualified member The Board considers
that Anthiony Hobson, a Chartered Accountant and unti
2001 the Group Finance Director of Legal & General, has
the significant, recent and relevant financial expenence o
satisfy this requirement In addition, John E Mack and John
Ormerod also have recent and relevant financial expenence
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The Group provides an induction programme specifically

for new Audit Carmmittee members and on going traning to
enable them to carry out thew duties The induction programme
covers the rote of the Audit Committes, its terms of reference,
expected tme commitments and an infroduction to key aspects
of the Group's businesses, Including the main business financial
dynamics and nsks

Attendance at meetings

In 2007 the Commitiee miet on seven occasions The
Committee iInvites the Chief Executive, senior executives
from the Finance and Risk functions, the Head of Group
Intermal Audiit and the external auditors to attend all of its
mestings Other serior managernent attend as requested
by the Committee to enable it to discharge its dutes

Audit Committes Ehgibta to
meetings attended attend

Current Members
Anthony Hobson (Chair) 7 7
Coline McConvilie 7 7
John E Mack (from August 2007) 2 2
Kate Nealon 6 7
John Ormerod 7 7

Former Member

Dawd Shearer {to April 2007} 3 3

Principal activities and duties

The Audit Committee’s activities include receving and
challenging reports from sentor management and both

the intemal and external auditors  The Audit Committee
assists the Board in relation to the Group's external financial
and regulatory reporting requirements, its nsk and ntemal
control enviraniment and the Group's compliance with the
Combined Code In particular, n 2007 the Audit Committee

~ considered and approved the accounting policies, principles
and prachces as presented In the Group's accounts,

- assessed significant accounting and reparting 1ssues
and the key accounting and audit judgements,

- considered the external auditors’ annual Intermal
Control Report and management’s response,

- monitored the relationship of the Group with its regulators,

— rewiewed and advised the Board on the Group's
intenm and annual financial statements, the control of
financial and business nsks (Including whistieblowing
arrangements), the nature and scope of the work
performed by internal and extemal auditors, the results
of this audit work and the responses of management,
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Corporate Governance

continued

Retail Risk Control Committee

Nan executive Director

Charles Dunstone {Chair) .
Peter Cummings

Kate Nealon L
John Ormerod®

Olwer Page*

Corporate Risk Control Committee

Non-executive Diractor
Sir Ron Gamck (Char) ]
Al Noor Ram™
Richard Cousins L]

Philip Gore Randall

Audit Committee member Executive from another division External*
.
.
L ] L ]
[
Audit Committee member Executlve from another division External”

Insurance & !nvestment Risk Control Committee

Non executive Director
Audit

Committee Anthony Hobson (Chair) .

Duncan Ferguson”

Lindsay Mackay

Kate Nealon .
Malachy Smith*

International Risk Control Committee

Non executive Director

Coline McCanville (Chair) L]
Mike Chnstophers®

Dawid Fisher

Sir Ron Garnck L]

Audit Committes member Executive from another divislon External”

Audit Committee member Executive from anather division External*

Treasury & Asset Management Risk Control Committee

Non executive Director

John E Mack (Chair) .
Mike Wooderson
Scott Moeller

Audit Committee member Executive from another division External*

* External appontment, nether HBOS ple Diractor nor a Group employee, selected to enhance the ndependence of the RCC and to provide an

additional resowrce to ds deliberatons

- assessed the resources, organisational structure and
operational effectiveness of the Group Internal Audit function
together with management's response to the findings,

- reviewed the effectiveness of the Group's system of intermnal
control, ncluding financial, operational, compliance and nsk
management on an ongoing basis,

-~ made a recommendaton to the Board (for shareholder
approval) 1n refation to the re appomtment of the external
auditors and considered the terms of therr engagement,

- reviewed other services provided to the Group by the extemal
auditors, and monitored therr independence, concluding that
they had mantained thew independence throughout the year,

- reviewed management procedures for identifying
business nsks and controling therr financial mpact,
praventing or detecting fraud, ensunng complance with
regulatory and legal requirements and monitoring the
operational effectveness of policies and systems, and

- conzidered the activities of the dwisional Risk Control
Committees {descnbed on the following page}

The Audit Commuttee also held private meetings on a regular
basis with the external auditors, the Head of Group Internal
Audit, the Group Risk Director, the Group Finance Director

and other key members of senior management as part of the
Commitiee’s work on the effectiveness of the Group's nsk
management policies and procedures The Group Risk Director
and the Head of Group Internal Audit also have the nght of
direct access to the Charman of the Audit Committee The
Charman of the Audit Committee reports on the activities and
recommendations of the Audit Comimittee at the Board meeting
subsequent to each Committee meeting

John Ormerod

Age 59 John joined the Audit Committes of
HBOS in 2C05 and also serves on the Ratail
Risk Control Commitiee John s neither an
HBOS Directer nor a Group employee He

15 a Non executve Director and member

of the Audit Committes of ITV Heis also a
Non exacutive Director and Audit Committes
Charman of Computacenter, Gemalto and
Misys fwhere he 15 also Senior Independent
Director) John 15 a Chartered Accountant and
previously hekd semior positions with Arthur
Andersen and Deloitte
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Risk Control Committees

The Audit Committee 1s supported by dvisional Risk Control
Committees (RCCs’), which act under delegated authonty from
the Audit Committes, under detalled terms of reference Each
divisional RCC reviews, on behalf of the Audit Committee, the
adequacy of that division's system of internal control and nsk
management, the significant nisks facing that business and

how they are Investigated and the techniques used to identify,
assess and manage those risks particular to the business of the
dvision The RCCs also review divisional input to Group financial
reports At each of its meetings the Audit Committee reviews
the minutes and work of the RCCs

The membership of the RCCs is shown in the table on the
previous page Each RCC s chared by a Non executive
Director and compnses a minimum of one Non executive
Director, an ‘independent’ executive from anather dvision
and additonal members drawn from outside the Group
who are chosen for the relevance of therr skils

The Group provides an induction programme for new RCC
members including meetings with key personnel In the relevant
dmsions On an angoing basis, meetings are arranged with
the Chairman, Chief Executive, Group Finance Director, Audit
Committee Chairman, Group Risk Director, Head of Group
Internal Audit and the external auditors

Group Internal Audit

Group Internal Audit supports the Audit Comrmittes, divisional
RCCs and senior executives by reviewing independently

and objectively the effectiveness of the controls and nisk
environment The Audt Committee reviews and approves

the annual Intemal Audit Plan {and actievements against

i}, the Internal Audit Charter, the resutts of auidits and other
significant findings, the adequacy of management’s response
and the trmeliness of resolution of recommendations and the
adequacy of staff numbers, qualifications and experence

It seeks to ensure that the activibies of the Group Internal
Aucit functron are ¢o ardinated with the external auditors
The Audit Commuttee also approves the appomntment,

or remaval, of the Head of Group Internal Audit

Case Study - Auditing Internal Audit

During the vear the Audit Committes arranged for an independent
review of the Group Internal Audit function The review was
conducted by PricewaterhouseCoopers and identifed key strengths
as wel as certain areas for development For example, the value of
rotating colleagues into and out of the Group Intemal Audit function
was highiighted The recommendations of the review, along with a
rasultant action plan, were presented to the Audit Committee, which
concluded that the Group has a strong, independent and effective
Group Internal Audit function

Extermnal auditors

KPMG Audit Plc have served as extemal auchtors since the
formabion of HBOS i 2001 A full audit tender exercise was
completed as recently as 2006 Between audit tenders, an
assessment of the external auditors 1s undertaken

Auditor independence and remuneration

Both the Board and the external auditors have safeguards

In place to protect the independence and objectivity of the
external audrtors The Audit Committee has a comprehensive
policy to regulate the use of auditors for non audit services This
policy sets out the nature of work the external auditors may not
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undertake, which includes work which will uttimately be subject
to external audt, Internal audit senvices and secondments

to senior management pasitions in the Group that involve
decision making It also mncludes the Group's policy ©n hinng
former external audit staff For those services that are deemed
appropnate for the audttors to carry out, the policy sets out
the approval process that must be followed for each type of
assignment The Chawrman of the Audit Committee must be
consulted regarding potential instructions in respect of defined
non audt services with a value above defined imits and such
services must be subject to a competitive tender process

Each year the Audit Committee establishes a imit on the fees
that can be paid to the external audrtors In respect of non

audit services and monitors guarterly the amounts paid to the
auditors in this regard The external audstors also report regularty
to the Committee on the actians that they have taken to comply
with professional and regulatory requirements and current best
practice In order to mantain ther ndependence This inchudes
the rotation of key members of the audit team Total auditor
remuneration analysed between audit and other services Is
shown in Note 7 to the Financial Statements on page 171

Nomination Committee
Membership

Sr Ron Garrick
Nominaten Committes Chair

The members of the Normination Gommittee are identfied in
the table below The Committee’s terms of reference require it
to have a majonty of iIndependent Non executive Directors and
for membership to include the Charman of the Compary, the
Chuef Executive, Deputy Chairman, Senior Independent Director
and at least two further Non executive Directors The Deputy
CharrmarvSenior Independent Director charrs the Committee
The Chief Executive’'s membership of the Committee reflects
its role In relation to Executve Directors and semior executive
succession planning Harry Banes, Company Secretary &
Group Counsel, 1s Secretary to the Nomination Committes

Attendance at meetings

In 2007 the Committee met on four occasions The Committee
may Invite other persons to attend meetings to assist In the
effective discharge of its duties

Normnation Committes Elgible to
mestings attended attend

Current Members
Sir Ron Garnck (Ghair) 4 4
Richard Cousins (from June 2007) 2 2
Andy Hornby 4 4
Karen Jones 3 4
Coline McCorwille 4 4
Dennis Stevenson 4 4

Former Member

Sir Brian Ivary {to Aprit 2007) 1 1
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Corporate Governance

continued

Principal activities and duties

2007 was a busy vear for the Commuttee, with a number
of appantments being made to the Board In the first
half of the year, Richard Cousins and John E Mack
Jjoned the Board as Non executve Directars, while

later in the year three Executive Directors (Dan Watkins,
Philp Gore Randall and Mike Ellis} were appointed

A consistent feature of the Committee’s approach to
succession planming for Non executive Directors has been
1o maintain an ongoing pool of appropnately qualfied and
skilled prospective candidates from which appaintments
may be made This pool 1s compiled and maintained with e
assistance of external search and recrutment consultants
This approach is mirrored for external RCC appointments

The value of this approach was demonstrated dunng
the year when, in advance of the retirement of two Non
executive Directors at the 2007 AGM, the Committee
was able to match the profile of skills required against
the pool of candidates and recommend two strong
appointments in Richard Cousins and John E Mack

Non executive Directors are inbially appointed to serve a
three year term, with the expectation (but no guarantee)
that In most cases the appointment will be extended for
a second three year term A full review 1s camed ouit at
the end of each term, and the extension of an indvidual
appoirtment for up to a third three year term is possible

The Committes also recommended Executive Director
appointments, caused by Phil Hodkinson's decision to
stand down as Finance Director in order to pursue a range
of other Interests, particularly in the chantable sector
Mike Ellis was identified as being uniquely qualified to futfi
this role given his expertise and knowledge of the Group
In addition, the new role of Chief Operating Officer was
established, enhancing the visibifity and control of major
Group wide functions A key focus for the Committes 1S
always to ensure that the Executive Committee develops
in a way that reflects the needs of the business

The Committee continuously reviews internal executive

‘talent' which 1t benchmarks aganst appropriate peer

group compansons, as a key element of tts role in relation to
succession planning From time to time, potential external
recruits are also considered In total, talent and succession data
i1s held in respect of approximately 3,500 collsagues across the
Group, Including all relevant senior executives In this way the
Committee {and, through the Committes, the Board), the Chief
Executive and senior executives monitor closely the nature,

mix and availabilty of sutably expenienced and appropnately
qualfied management, both within and outwith the Group,
create opporturities 1o challenge and develop indmduals at
senior executive level (ncluding inter divisional moves), and can
act with confidence when, expectedly or unexpectedly, senior
roles become vacant, or other opportunities to strengthen the
senior executive team anse

Other duties of the Committee Include

- ensunng that the process for making
appointmenits 18 formal, rigorous and farr,

- ensuring that Directors devote sufficient tme to their role
{addressing any concerns on an exceptional basis),

- keeping the composition of the Board and its Committees
under review through a proper evaluation of the skills,
knowledge and experience of Directors and the needs
of the Group, the Board and its Committees to ensure
best use 1s made of Non executive Directors’ time
and skills, and

- approving, under authonty delegated by the Board, the
appointment and {where appropnate} the removal of
independent trustees of the Group's pension schemes

Remuneration Committee
Membership

Karen Jones
Remunerahon Cemmittee Char

The members of the Remuneration Committee are identified in
the table below The Commuittee must at all times compnse at
least three Non executive Directors Given their complementary
rotes, the Board beleves that a significant degree of overlap

in the memberships of the Remuneraton and Nomination
Committess 15 desirable Dawid Fisher, Director Group HR,

15 Secretary to the RBemuneration Committee

Attendance at meetings

In 2007 the Committee met on seven gccasions At the
irvitation of the Remuneration Commitiee Charr, the Group's
Charman and the Chief Executive regularly attend Committee
meetings to provide background and context on matters relatng
to the remuneration of other Executive Directors and cther
colleagues in the Group, but do not attend when ther own
remuneration or contractual terms are discussed — no Director
18 Involved In approving his or her own remuneration or
contractual terms

Remuneraton Committee Elgible to
meetngs attended attand

Current Members
Karen Jones (Char from Apnl 2007) 7 7
Richard Cousins (from Jung 2007) 2 3
Sir Ron Garrick 7 7
Coine McConville 7 7

Former Member

Sir Brian tvory {Charr to Apnl 2007) 4 4
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Principal activities and duties

Full details of remuneration policy and prachce are in the Report
of the Board in relation to remuneration pokcy and practice on
pages 122 to 145

Below are detalls of the Commuttee’s work in 2007 and other
key matters reserved to 1t

- considenng and recommendng to the Board the remuneration
policy for Executive Directors and other senior executives
and determining the specific remuneration arrangermsnts for
the Chairman, Executive Directors and other direct executive
reports to the Chief Executive (the remuneration policy for
Non executive Directors being set by the Board acting
through the Chairman and Executive Directors),

- approving the contractual terms for the Chairman and the
Executive Directors,

- operating and administenng the Company's incentive
schemes for the Chairman, the Executive Directors and
other senior executives, Including delegation to a specially
designated Incentive Sub Committee,

- approving the salary review for Executive Directors and
certain senigr executives,

- determining contractual and discretionary payrments to be
made on the retrement, resignation and (where appropnate)
chsrmssal of Executive Directors and other direct executive
reports to the Chief Executive,

- providing advice in relation to the fees payable to external
parties serving on Risk Control Commuttees and Non
executive Directors of the Group (but not of the Company)
and the fess payable to pension scheme Trustees, and

- considenng the policy and monitonng process for all Directors
and senior executives for holding shares in the Company

Relations with Shareholders

Institutional shareholders

The Investor Relations team has prmary, day 10 day
respansibility for managing communications with institutional
shareholders through a combination of brefings to analysts
and institutional shareholders {both at the Intenm and year
end results and throughout the year), site visits and individual
discussions between inshtutional sharehclders and Board
members and key senior executives Regular dialogue with
shareholders helps to ensure that the Company’s strategy

1s understood and that any quenes or ather Issues are
addressed in a constructive way
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An annual audit of Investor opinion 18 undertaken on behalf of
the Board This takes the form of structured interviews with
individual nvestors conducted by an independent external
adwviser, the outcomes of which are fed back to and are
constdered by the Board The 2007 audit was conducted
with around 30 maor nvestors in the UK, North America and
Europe Collectively these nstitutions represent a significant
proporton of the institutional ownership of HBOS The majority
of Interviewees had held mestings with HBOS management
over the previous 12 months, most of which were with
Executive Directors

The audit gathered opinion on strategy, financial and
operational resutts (including comments on indmdual

divisions), management, carporate governance and investor
communications The views of these investors were reported to
the HBOS Board on a non attnbutable basis, gving the Board
direct access to investor views on a wide range of performance
metncs to help them to develop a balanced understanding

of major shareholders The annual audit of investor opinion
complements monthly reports to the Board on market and
Investor sentiment and opinion, thus ensunng that all Directors
have a good understanding of the views of major shareholders

Private shareholders

The Company Secretary, pnmanly through a Shareholder
Services team, oversees communications with private
shareholders

Each year shareholders receive the Annual Review & Summary
Financial Statement and in addition, if they choose, the Annual
Report and Accounts Shareholders can see up to date
information throughout the year on the Company's websits,
www hbosplc com This provides share price information,
financial results, copies of presentations to analysts and
answers to frequently asked questions

A shareholder opinion survey was conducted dunng 2007,
focusing on shareholder communicaticns The findings of
this research are being used to improve the service offered
to shareholders

Case Study - AGM

The Company's AGM takes place at different UK lecations each
year 0 maximise opportunities for the Company's shareholders to
attend The AGM enables shareholders to hear about and question
the Group's performance and the Directors’ stewardship of the
Company Sharehclders who wish to raise a question can subrmt

it beforehand, or can ask it at the AGM The Chairs of the Audt,
Remuneration and Nomination Committees are present at the AGM
- along with other Cirectors — to answer shareholkders’ questions,
through the Chairman of the Board, on the responsibyiities and
actviies of ther Committees In the last three ysars AGMSs have
been held In Edinburgh, Manchester and Brighton The 2008 AGM
will be heid in Glasgow
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Report of the Board in relation
to remuneration policy and practice
For the year ended 31 December 2007

Dear Shareholder

| am dehghited to introduce this, our sixth, HBOS Remuneration
Committes Repart for which we will be seelang approval from
shareholders at cur Annual General Meeting It 1s my first report
as Charr of the Committee Brian very, who had been Char

of the Committee since the establishment of HBOS, retired

as a Non executive Director and as Chair of the Committee
immediately following the Annual General Meeting in Apnl 2007

Under Bnan's outstanding leadership, the Commitiee
estabhshed the remuneration policy for ocur most senior
colleagues (now about 240 in all} at the start of 2002 These
principles are, we belileve, as valid now as they were then and
In broad terms are as follows

- we have a median {mid markef) salary policy and manage
actual salanes broadly up to this pasition,

- we set clear and tough targsts linked absolutely to business
plan performance under our short term incentive (ST
schemes and we inform shareholders of our performance
aganst those targets and the resuling ST outcomes,

- we opéerate ‘nowt for nowt’ long term incentive ('LT1")
schemes If we do no better than matching our
competitor average n terms of retumns for shareholders
and no better than matching the retall pnces Index
("RPI" in terms of earmings per share growth (EPS'),
our top 240 colleagues get no LTI payments,

- wa deliver most of our ncentive outcomes in HBOS shares
and expect senior colleagues to mantan mearwngful HBOS
shareholdings, and

~ we ensure that we have a clear correlation between overall
reward, corporate performance and the mterests of our
shareholders, in both the short term and the long term

We believe that we ara at the forefront of our competitors
in cperating N such a robust and transparent remuneration
environment

As was the case a year ago, the Committee has undertaken

an assessment of remunerahon policy, on this cccasion

over 2002 2007 lts findings are much the same as a year ago
no need for any change in our remuneration prnciples, strong
support for our policy and practice from sharehokders generally,
regular and supportve dialogue with cur major shareholders,
and belief that the incentives we provide create strong alignment
with shareholders’ Interests and the Group’s performance

Specifically on that latter point, looking back over those six years
since the inception of HBOS

- our EPS has nsen by 14% p a Although we have delivered
double digit average annual EPS growth relative to the RFI,
under the annual STl arrangements our payments have
on average been only very slightly above target levels,

-~ under the total shareholder retumn (TSR') LTI arrangements,
we have outperformed our competitors on average by 2 4%
pa HBOS's absolute TSR over that penod has been 13 4%
In terms of Incentve outcomes we have made payments on
average at about 75% of maximum levels, and

- over the first six full calendar years of HBOS (2002 2007)
there were six trennial TSR LTI matunties For the most recent
arrangement covening 2005 2007, for the first time we did
not cutperform our competitors and therafore, Inling with our
‘nowt for nowt’ remuneration policy, our TSR LTI payment to
colleagues will be zero in March 2008

Our expectation of meaningful HBOS shareholdings by
colleagues 1s lustrated by the fact that, every year since 2002,
all tncentive outcomes earned by all Executive Directors have,
at ther choice, been taken in HBOS shares, rather than in cash

As regular readers of our reports will know, we construct

all our Incentives so that afl our colleagues have a very

clear performance reward lrk It 1s one that 1s increasingly
performance focused and longer term in nature as colleague
seniarity Increases

As we reported a year ago, our surte of ncentive schemes

for 2007 for our then top 215 colleagues consisted of two

short term incentives (the first based on one year operational
performance and the second focused on more sustained
operational performance) and two long term incentives {the first
based on the extent to which we improve EPS relative to the RPI
and the second based on the extent to which we outperform
our competitors in terms of TSR)

We do not intend to change the fundamental design of
incentive schemes for 2008 but we do intend to change
how we set performance levels and reward opportumties

Why? The dislocation i financial markets, prompted by the

sub prime mortgage financial cnsis, which began in the United
States, has created changes in rmany of the economies In which
the Group operates, particularty in the UK The Committee must
ensure that, n what 15 anticipated to be a lower growth era, our
ncentives will continue 1o assist with the attraction, retention,
engagement and motivation of all our colleagues

We ars therefore making somea changes to the incentive
schemes starting in 2008 Under our STI arrangements,

we will continue 1o set really stretching targets but we will
increase target Incentives by a half This greater emphasis
on short term incentives reflects the challenge of setting
robust long term performance targets in the current turbulent
financial markets Under our LTt arrangements, we will
sustain target incentive payment opportunities but the
performance targets for EPS and TSR have been altered s0
as to better align them with market and Group expectations
Detalls are set out n the mam body of the report

The Committee will review these incentive structures again
before we launch the 2009 schemes, and that review will remain
within our established remuneration principles descnbed earher
In this letter

Dunng 2007, there were two other matenal changes

Firstly, we amended the comparator group under the TSR

LTl by Increasing the weightings of the banks which have a
predominantly UK domestic business profile and by decreasing
the weightings of the banks which have built up a significant
overseas business profile This creates an overall comparator
group profile which better matches that of HBOS

Secondly, there were a number of changes in our Executive

Director population The individual arrangements are set out
in the man body of the report
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In the full report which follows, we have produced
transparent and extensive techrical detalls, as we
have done in the past

We welcome questions and feedback from all shareholders
on both the content and the transparency of the report

We believe our remuneraton policy 1s night for our shareholders
and nght for our colleagues We encourage all sharehclders to
support this report at the Company's forthcommg (2008) Annual
General Meeting

Karen Jones

Chair

Remuneration Committee
26 February 2008

UL@OQL
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1 What this report covers
This report to shareholders

- sets out our remuneration policy,

- explans the policy under which our Charman, our Executive
Drrectors, the next two most senior groups of colleagues and
aur Non executive Directors were remunerated for the year
ended 31 December 2007, and

— sets out tables of nformation showing individual detarls of
the salary, Incentive, share and pension interests of all the
Directors for the year ended 31 December 2007

2 Role and membership of the Commuttee

and comphance 1ssues
The Remuneration Committee (the ‘Committee’) 1s a commitiee
of the Board Your Board believes that a properly constituted
and effective Remuneration Committes 1s key to ensunng
that Executive Directors’ and other colleagues’ remuneration
15 ahgned with shareholders' interests and that it motivates
Executive Directors and other colleaguss to enhance the
absolute performance and the relative competiiveness of
the Group The full Terms of Reference of the Rermuneration
Committee can be found at hitp /www hbosplc com/
abouthbos/remuneration_committee asp

The members of the Committee dunng 2007 were all
independent Non executive Directors, as shown below

Richard Cousins (joned 1 March 2007}
Sir Ron Gamick

Sir Bnan vory {retired 25 Apni 2007)
Karen Jones (Chair from 25 April 2007)
Coline McConville

At the invitation of the Charr of the Committee, the Group's
Chairman and the Chief Executive attend Committee meetings
to pravide background and context on matters relating to

the remuneration of the other Executive Directors and other
colleagues In the Group, but do nat attend when their own
remuneration or contractual terms are discussed No Director
is invalved in determining his or her own remuneration or
contractual terms

Dunng 2007, the Committee met on seven occasions and the
attendance of Committee members is as shown below

Richard Cousing — 2 meetings (of a possible 3}
Sir Ron Gamick — 7 meetings

Sir Bnan ory - 4 meetings (of a possible 4)
Karen Jones - 7 meetings

Coline McConville - 7 meetings
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Report of the Board in relation to
remuneration policy and practice

continued

in addition, in 2007, the Committee established a sub
committee to deal specHically with incentive 1ssues That

sub committee met on three occasions dunng 2007 The

sub committee compnses one Committee member, Coline
MceConville, and two advisors (see Section 3), David Fisher and
lan Goodwin, each of whom attended all three meetings

This frequency of meetings enables the Committee to regularly
review, for Executive Directors and other senior calleagues,
overall reward and the components thereof, in relation to the
absolute performance and the relative competitiveness of the
Group

The performance of the Committes is evaluated as part of the
overall evaluation of the performance of the Board as a whole
and of each Non executive Director, as set out in the Corporate
Governance Report on page 116

Full detalls of the Group's approach to Corporate Governance,
including comphance with the Combined Cede, are also
included in that report

The Board has approved this report A resolution will be put
to shareholders at the Annual General Meeting nviting them
to constder and approve this report, as required by the
Companies Act 1985

The report complies with the requirements of all relevant
reguiations under the Comparies Act 1985 and the
Combined Code

Section 10 of this report has been audited by KPMG Audit Plc,
with the exception of Section 10 3 1 (Shares), Notes 5 and 10
to Table 6a withun Section 10 3 3 (TSR performance), Section
10 3 7 (Interest m Shares unger Trusts) and Section 103 9
{Statutory Performance Graph), which do not fall to be audited

3. Advisors to the Committee

Dunng 2007, David Fisher, Tirector, Group HR, acted as
Secretary to the Committee and prowided advice to it lan
Goodwin, previously Secretary to the Committes, continued
to provide advice to 1t Harry Baines, Company Secretary, also
provided advice 1o the Committee In addition, the Committee
saught Independent externat advice on remunerafion matters
The Committee does not retain a lead advisor but uses
orgarisations best sutted to undertake specific projects from
time to time Duning 2007, the Committee took advice, directly or
indirectly, from

- Watson Whyatt Limuted, in relation to pension i1ssues, a partner
from this organisation acts as Trustee Actuary to the Group's
final salary pension scheme,

- Mercer Human Resource Consulting, in relation 10 pension
IssUes, this orgarisation also acts as Corporate Actuary
to the Group,

- Hay Group, in relation to general remuneration 1ssues,
this organisation also advises the Group on a range of
resmuneration issues,

- McLagan Partners, In relation to spsacialist remuneration
issues, this organisation also advises certain divisions In
the Group on a range of remuneration 1Ssues,

- New Bridge Strest Consultants LLP, in relation to vanous
policy and remuneration issues and In relation to the
preparation of this report, and

— Linklaters, in refation to various legal issues and In refation to
the preparation of this report, this organisation also provides
legal advice to the Group on remuneration and on a wide
range of other 1ssues

In the opinion of the Comimittee, there were no conflicts of
interest dunng 2007 In refation to these organisations advising
the Group, the pension scheme trustees and the Committee
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4 Service contracts

The Charrman of the Group 1s covered by a contract which,
as announced in June 2007, now extends to 30 June 2011

If the contract 1s terminated by the Group pnor to the expiry

of the term, contractual compensation equivalent to the fees
payable dunng the balance of the term (subject to a maximum
compensation equivalent to one year’s fees) may, In certain
circumstances, be payable

All the Executive Directors have rolling contracts which can be
terminated by the Group on one year's notice or by the Director
on six months' notice If any contract 1s terminated by the
Group, contractual compensation up to the equivalent of cne
year's basic salary may, in certain creumstances, be payable
There I1s no contractual compensation entitlement for any of
the Directors beyond this Executve Directors are expected to
make reasonable efforts to mitigate any loss ansing from earty
termination of their contracts

There are no provisions In service contracts which provide
for enhanced terms on a change of control of the Group

It 15 the Committee’s policy to design contracts for any newty
recrutted Executive Directors In a comparable form to the
contracts of existing Executive Directors

Non executive Directors are appointed by letter for an initial

term of three years They will usually serve a second three year
term Where the Board is satisfied that it 15 1n the interests of the
Group and its shareholders, & Non executive Director may be
asked 10 serve a third three year term Notwithstanding these
three yearly terms, appontments of Non executive Directors can
be terminated at any tme an one month’s written notice given
either by the indnadual Drector or by the Group

5. External appointments

The Group recognises that Executive Directors may be Invited
to become non executive directors of other companies and

that such appointments can broaden ther knowledge and
expenence, to the benefit of the Group Provided that it does not
impact matenally on their Group duties, Executive Directors are
generally encouraged to accept one such appointment They
may retain any resulting fee In certain crcumstances, two such
appointments may be permitted The fees payable n respect of
any second appontment are donated to charity
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6. Share ownership

The Group believes that share ownership by colleagues
throughout the Group enhances their akignment with
shareholders’ Interests Therefore calleagues in the
Group are able to acquire shares as a result of

- the free share plan (up to £3,000pa),

- the sharesave pian (based on contibutions of up to
£3,000pa)

- the sharebuy plan [based on contnibutions ofup to
£1,500 pa or 10% of salary, whichever is the lessen),

(These three plans are set up within the approved HMRC
legislatve framework which can confer tax advantages
on UK colleagues)

— the short term incentive plan for all other than the most
senior 240 Colleagues can opt to take the whole or part
of thelr incentive In shares rather than in cash Those wha
take therr Incentive n shares, retain them for three years and
remain with the Group for that penod (or rank as qualifying
leavers) receive a guaranteed 50% enhancement of such
shareholding (ths facility 1s termed 'sharekicker’),

- the long term incentive plan linked to the core and
extended short term incentive plans and then linked to
EPS performance For the mast senior 240 (65 in respect of
the extended short term incentive plany, colleagues can opt to
take the whole or part of thewr ncenive In shares rather than
in cash Those who take their incentive in shares, retain them
for three years and remam with the Group for that period (or
rank as quaifying leavers) may receive no enhancernent or
may receve up to a 200% enhancement (250% in the case
of the Chief Executive) of such sharehalding depending on
the growth in the Group's EPS in excess of the RP, over
the three year period There s a real “at rigk” element to this
component,

- the long term incentive plan linked to TSR performance
For the most sentor 240, share grants of varying percentages
of salanes are made and colleagues may receive none of
the grant or may receive up to 200% of the grant depending
on the Group's annualised TSR compared to the annualised
weighted average TSR of a basket of comparator companies,
over a three year penod There s also a real “at nsk” element
to this component, and

- personal purchase using the Group's, ar other,
sharedealing facilities
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These arrangements assist colleagues throughout the Group
to acquire shares They form a key element of the Group's
sustaned and, we beleve, differentiating commitment to
encouraging share ownership by as many colleaguss as
possible

The Group expects alt of its Directors {Including the Charman
and the Non executive Directors), together with other senior
colleagues, to acqure and retain significant numbers of shares
relative to base salaries or fees In the case of each Director

the value of the shareholding 1s required to be at least 100% of
base salary or base fee, based on the average annual personal
sharsholding intially after three years as an Executive Director
All such colleagues satisfied these requirements in 2006 and
we will formally review this agan in 2009 1t 1s pleasing to report
that the average holding of Executive Directors who had been in
post for at least three years at the end of 2007 was about four
fimes the minimum requirement — a strong vote of confidence In
the Group's future prospects

7 Remuneration policy for Executive Directors

and other senmior colleagues
To deliver its objective of creating real increases in shareholder
value relative to the finance sector, the Group needs to attract
and retain the most capable and committed people and create
the nght employment condibons and reward opportunities for
them

The remuneration policy for Executive Directors and their most
servor colleagues is aligred with this objective Accordingly,

the focus of remuneration policy 18 not simply on salary but 1s
ncreasingly weighted towards mcentive plans that are aligned
with the delvery of both shorter term operating plars and longer
term increases In sharsholder value

The practical delivery of this policy 1s achueved through a
number of objectives which, for 2008, will therefore be as
follows

- salary policy will be set at around market median for the
financial services sector though, In prachce, salaries are
managed broadly up to this position,

— the short term incentive plans will be based on the delivery
of gperating plans, and

- the long term incentive plans will be focused on both the
creation of relative additional shareholder value and the
creation of real growth in EPS Participants in these plans
will not receve any payments under them unless either

- the Group's refative TSR 1s above that of the finance
sector as measured using the weighted average TSR of
a comparator group of comparses This long term plan
1s highly geared so that average performance {or worse)
generates no reward but outstanding performance
generates a high level of reward, or

- the Group's growth in EPS 1s above that of the growth in
the RPl This long term plan is also highly geared so that
no real performance Improvement {or worse) generates
no reward but outstanding performance generates a high
leve! of reward

The Committee has appropnate procedures in place
to ensure that these policies are followed in practice

In the event of a change of control or other corporate re
orgarisation, the Commuittee’s approach to the extent to which
incentives will vest will be one that is far, transparent and, where
appropriate, will accurately reflect actual performance up to,
and tme up to, the date of the event or such altemative date as
Is considered to be relevant and robust Overall, in datermining
the approach, the Commuttee will alsa take account of any
replacement ncentives and any transtional provisions

The Committee 1s making some changes to remuneration
structures for 2008 and beyond, as set out in Sechons 73 and
74 There are no further plans at present to make any changes
to this remuneration policy for 2008 and beyond However,

the Committee will continue to keep all these Issues under
consideration in future

In broad terms, for 2008 and beyond, for every £100 of target
reward for Executive Directors, about £26 1s fixed and £7418
performance contingent Sustained exceptional performance
can result n a further £105 of reward Of the performance
element of reward, between 15% and 25% s based solely
on annual performance with the rest based on longer term
performance

For remuneration purposes, roles in HBOS fallinto one of ten
categones, Levels 1-9 and the Executive Directors

This report covers colleagues who fall Into Level 8 and above,
about 65 colleagues n all, but with emphasis on Executive
Directors The repart also covers the Chairman and the

Non executive Directors The Appendix gives broad details
of remuneration arrangements for colleagues in Levels 17

71 Salary

Salary benchmarks are reviewed annually, taking account

of mformation from independent sources on salary rates for
comparable jobs n the finance sector and In other selected
major hsted comparues Actual salanes are normally reviewed
annually n May but can be reviewed at any time There 18 no
automatic or guaranteed annual salary increase

The benchmarking process s both extensive and rigorous

It 15 designed to ensure that actual salanes are managed up
to broadly the median salary policy adopted by the Commuttes
Specifically, the Committee considers data sourced from Hay
Group and New Bndge Street Consultants LLP, as well as
data sourced from annual reports and accounts of other
relevant comparies These include selected companies from
the FTSE 30 - compnsing an equal number of companies, by
market captalisation, bigger than and smafler than HBOS —
together with other mayor banks, Insurance companies

and retailers
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The annual rate of base salanes of the Executive Directors after
the most recent review with effect from 1 May 2007 and at 31
December 2007, were

Peter Cummings £660,000, Jo Dawson £550,000 (1 May 2007)
/ £600,000 (1 September 2007), Andy Homby £975,000, Phil
Hodkinson £645,000, Colin Matthew £615,000 Unti the date

of his ceasing to be an Executive Director on 10 August 2007,
Benny Higgins’ base salary was £655,000 With effect from thewr
dates of appomtment of 5 September 2007, 15 September 2007
and 25 September 2007, and at 31 December 2007, the base
salanes of Dan Watkins, Phillp Gore Randall, and Mike Ellis were
£500,000, £540,000 and £630,000, respectively

At 31 December 2007, the average salary for those in Level 9
was £325,000, the upper quartie was £360,000 and the lower
quartle was £280,000, and for those n Level 8 the average
was £222,000, the upper quartile was £250,000 and the lower
quartile was £185,000

7 2 Incentive plan philosophy

The purpase of the Incentive plans 1s to provide a direct link
between sach ndividual’s remuneration and three components
of performance, namely their own, that of the business they
work in and that of the total Group, over both the shorter and
the longer term

All Executive Directors and a substantial majonty of other

senior colleagues with HBOS wide portfolios participate in
incentive plans wiich are Group wide Performance targets
and levels of participation differ In order to align overall mcdividual
remuneration with the Group's policy objectives outlined earlier
Different, market specific, arrangements exist for a small
number of senior colleagues within the Group

Payment of Incentives, for Executive Directors and certain cther
individuals, 18 supject to the approval of the Committee Except
in certan exceptional circumstances in respect of nitial penods
of employment, it 15 the Committes’s policy that no Executive
Director should have a contractual night to an incentive

Incentive arrangements to apply during 2008 and beyond are
set out below

7 3 Shorter term ncentive plans
The shorter term incentive ptans for Executive Directors and
colleagues in Level 9 and Level 8 have two key elements

The first element, operated annually, rewards the achieverment
of annuat ine of sight operating plan objectives — those for which
the individual has pnme or matenal contributory accountability

it 1s an annual scheme based on annual performance Payment
levels wivch apply for the 2008 plan are as follows
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Category Ingentive for 2008 as a % of annual salary

Target Maximum
Executve Directors 90 135
Level 9 75 125
Level 8 60 Q0

Any Incentive outcome from the 2008 plan i1s crystallised for
participants in March 2009 but then may be invested in shares
for three years until March 2012 (see Section 7 4)

For Executive Directors and certain senior colleagues, payment
of target ncentive will require the achigvement of targets which
include EPS and operating expenses For others, payment

of target incentive will require the achievernent of divisional or
functional operating plan targets which nmight include sales,
costs, profitabiity, nsk management and/or customer service
components

These targets are the same as those within the Group’s
business plan The Committee discloses actual performance
in relation to target In the report which immediately follows
the relevant business year

The second element, operated annually, rewards the sustained
achievement of Group operating plan objectives, for which
Executive Directors and colleagues in Level 9 and Level 8 have
aggregate contributory responsibility, through a combination

of annual and biennial performance Group performance 1s
again measured using EPS and cperating expenses Payment
levels which apply for the 2008 09 cycle of the plan are as
shown overteaf

Any incentive outcorne from the 2008 09 plan is crystallised for
participants n March 2010 but then may be invested in shares
for three years until March 2013 (see Section 7 4)

The Incentive payment levels for both the first and second
elements of the plan are higher than thase which applied In
2007 and 2006 07 The Committee dectded to increase these
incentive levels to batter ensure that we can recruit and retain
the calibre of cotieague we require — and engage with and
motivate them te deliver our stretching operationat targets -
during the current volatle financial cbmate The Committee
will review these incentive levels, for the plans which will

apply In 2009 and 2009 10, towards the end of 2008

The Committee 15 making some amendments to the incentive
plan for 2007 08, for the same reasons, so that, dunng 2008,
it operates in a manner consistent with the plan for 2008 09
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2008

Category
Executive Directors 225
Level 9 1875
Level 8

There Is a separate additional core short terrm incentive plan

for one Executive Director, Peter Cumimings, to recogrise and
respond to market practice in his divisional speciahism The level
of the Incentive payment under this additional plan s dependent
on the extent to which Peter Cummings achieves his divisional
operating plans The addiional ncentive opportunity 1s a

target incentive of 100% of salary (and a meximum of 200%

of salary) for 2008 The incentive cutcome will be matched

by an additional equivalent deferred cash amount which wil

be used to buy shares after the end of 2010

These incentive levels for Peter Curmmings are the same as
those which applied in 2007 and are higher than those which
apphed in 2006

7 4 Longer term incentive plans
The longer term incentive plans for Executive Directors and
colleagues in Level 9 and Level 8 have two key elements

Under the first element, participants are granted conditional
shares shortly after the start of the financial year equal to the
number of shares secured by a percentage of the participant’s
salary and based on the pnce of the Group’s shares, using
the average market price in the last ten business days of the
previous financial year For awards in 2008, grant lavels will be
as follows

Catagory Conditional share grant

as a % of salary
Executive Directors 13333
Level 8 100
Levei 8 66 67

The number of shares ultimately released to participants under
the plan 1s dependent on the Group's annualised TSR (defined
as the gross overall return on ordinary shares of HBOS after all
adustments for captal actions and renvestment of dividends
or other ncome) over three year perods, compared to an
annualised weighted average TSR of a basket of comparator
companies (Alliance & Leicester, Aviva, Barclays, Bradford

& Bingley, Legal & General, Lloyds TSB, Northern Rock,
Prudential, Royal Bank of Scotland, and Royal & Sun Alliance)
over equivalent penods

To better match the business profile of the Group, wath effect
from 1 January 2007 the Committee decided to amend

the weighting of the basket of comparator companies, so
that Allance & Lewcester, Bradford & Bingley, Lloyds TSB
and Northern Rock are ncluded at 150% of therr market
caprtahsations, with Barctays and Royal Bank of Scotland
included at 50% of thew market capritahsations This
amendment applies to all future awards and to ouistanding
awards for performance from 1 January 2007 onwards

The comparator group was determined prior to the government
placing Northem Reck in temporary public ownership The
Committee will be deciding how the comparatar group should
be adjusted to reflect this at a forthcoming meeting

incentve for 2008 09 as a % of annual salary

Target Maximum
2009 Total 2008 2009 Total
225 45 3375 3375 675
1875 375 28125 28125 5625
15 30 225 225 45

For awards in 2008, any releases early in 2011 will be as follows

Group s relative Amount o be released
TSR performance as a % of share grant
0% pa [or below) 0
+15%pa 100
+3% pa (or above) 200

tntermediate positions will be deterrmined by interpolation

If the relative TSR performance does not exceed 0%
pa after three years, the conditional share grant lapses
There 1s no retest In this or any other circumstance

The Committee believes that TSR remains the most appropnate
performance measure because it 1s a rabust and transparent
measure of the creation of shareholder value, that a refative
measure s more competitively appropriate than an absolute
one, and that a weighted average group made up of the biggest
banking and nsurance compantes 1s the most vahd comparatar
and gives a more effective performance test than a traditional
ranking based league table

Catculations of TSR performance are undertaken independently
of the Group by New Bridge Street Consultants LLP for the
purposes of determining outcomes under the plan

Provided that the weighted average TSR of the comparator
companes 15 at least 0% p a, HBOS shareholders will have
to enjoy an additional return equivalent to at least £2 Sbn
over 2008 2010 for share grant partictpants in 2008 to enjoy
maximum releases early in 2011 The estimated face value of
condional share grants for 2008 1s about £24 9m in respect
of about 220 participants Maximum releases would amount
to about £49 8m plus share growth plus dvdends

Under the second element, participants may choose to

Invest some or all of their cash shorter term incentive outcomes
(as described In Section 7 3) n the Group's shares for a thres
year period, with the number of shares ultimately released

to participants under the plan dependent on the Group's
annualised growth in EPS in excess of the RPl For nvestments
early In 2008, releases early m 2011 will be as follows

Group s real Armount to be added as
EPS performance a % of amount Invested”
0% pa [or below) 4]
+3%pa 100
+65% pa {or above) 200

Intermediate positions will be determined by interpolation

* For the Chief Executive the amounts added ara one quarter higher
than those shown above

If the real EPS perfonmance does not exceed 0% p a after three
years, the investment opportuntly lapses There Is no retest in
this or any other circumstance
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The Committee believes that EPS s an appropnate
performance measure because it 1s a robust and transparent
measure and regarded as the best rounded long term absolute
measure of financial performance

The incentive performance targets for both the first and second
elements of the plan are different from those which applied n
2005 07 The Committee decided to reduce these incentive
performance targets to better ensure that we can recruit and
retain the calibre of colleague we require — and engage with
and motivate them to delwer our stretching operational targets
— dunng the current volatile financial era The Cormimittee wall
review these incentive performance targets, for the plans which
will apply in 2009 11, towards the end of 2008

The Committee 18 making no amendments to the first element
of the Incentive plans for 2006 08 and 2007 09

The Commuttee 1s, howsver, making some amendments to the
second element of the incentive plans for 2006 08 and 2007 09
{for prospective, and not retrospective, performance penods),
so that, duning 2008 and 2008, they cperate in a manner
consistent with the plan for 2008 10

Executive Directors and colleagues in Level 9 and Level 8 have
never been granted executive share options by HBOS and wl
nat be granted executive share options in 2008 There are no
plans to grant executive share cphons to these Individuals in
future years

The Executive Directors and other senior colleagues may
participate in the free share plan, n the sharesave plan
and n the sharebuy plan These are alt standard HMRGC
approved schemes, avalable to nearly all colleagues,
with no performance conditions

7 5 Benefits

Each senior colleague 15 provided with benefits, which
prncipatly compnse a company car {or cash in liew), pension
arrangements or allowances, paid leave, healthcare cover
and preferential terms for some Group products

Indwviduals have generally been included m membership of
HMRC approved final salary pension arrangements and,

for certain Indwiduals who joined the Group after 1989, for
membership of separate final salary pension arrangements
These arrangements, taken together, provide a personal
pension benefit based on salary only The arrangements also
pravide a lump sum Iife assurance benefit of four times salary
and pension benefits for spouses/dependants and qualfying
children

The final salary pension arrangements are closed to new
entrants All recruits since Qctober 2002 have generally

been, and futura recrusts will generally be, ncluded in HMRC
approved money purchase pension arrangements or separate
arrangements of equivalent value These amangements also
provide a lump sum life assurance benefit of four times salary

All tax approved benefits are subject to HMRC limits Pension
entitiement 15 based on salary only

In April 2006 service related pension accrual under final salary

pension arrangements ceased for those whose pension interest
then exceeded the ‘Lifetime Allowance’ of £1 5m In broad terms,
this Is equivalent to a maximum pension of £75000p a, or such
higher amount as had accrued by April 2006 Similar cessatons
appled under money purchase pension arrangements  Affected
colleagues receive an annual non pensionable cash allowance

HBOSplc Annual Report and Accounts 2007 129

of 25% of salary, payable monthly, n eu of such service related

pensicn accrual or money purchase pension contnbutions This
cash allowance does not count as salary for the purposes of the
Incentive schemes

Similar cessations took place i April 2007 and will take effect In
Aprit 2008 (and In each subseguent Apnl) as mare colleagues'
penision interests exceed the ‘Lifetime Allowance’ applicable at
that ime

8 Remuneration pohicy for the Chairman

The remuneration policy for the Charrrman recogrises that, whilst
the Chairman was independent of the organisation when he
joined 1t, he 1s not now regarded as independent The Chairman
plays an active role n influencing the strategic direction of the
Group and ensunng overall performance delivery Therefore we
believe that It 1s entirely appropriate that the Chairman’s reward
arrangements continue to be based on a mixture of a base fee
and perforrmance related long term incentive

The base fee of the Chairman after the most recent review
with effect from 1 July 2007, and at 31 December 2007, was
£735,000

In addition, as has been the case in HBOS since 2002, the
Charrman is included i a long term incentive plan equivalent

to that described in the first part of Section 74 He receves

an annual conditional grant based on 100% of his fee which 1s
otherwise subject to the same perfarmance condiions as apply
to Executive Directors

The Committee established the long term incentive plan for

the Chairman through a separately constituted scheme, for
two reasans Firstly, so that shareholders could vote on this
scheme quite separately from any vote an the scheme applying
to Executive Directors Secondly, for legal reasons, because
the Chairman 1s not an employee of the Group and cannot
therefore be included in the share based long term incentive
plan descnbed in the first part of Section 74 as that plan s
avalable to employees only In practice, howaver, the scheme
which applies for the Charman 1s a miror image of the scheme
applying to Executive Directors, save that the annual conditional
grant 1s based cn 100% of his fee

There 1s no other Incentive plan and there are ne benefits {car or
cash in heu, pension, pad leave, healthcare) for the Chairman
The Chaman receives a distant accommodation allowance and
13 reimbursed for a proportion of his office expenses

The Committee does not seek precisely to calibrate the
Charman’s reward to a particular time comrtment

in practice the Charrman has always been avalable

as required by the Group and, in broad terms, spends
at least half his working time on HBOS business

9. Remuneration policy for Non executive Directors
Rermuneration for Non executive Directors consists solely of
fees There are no short term incentive plans or long term
incentive plans or benefits (car or cash N lieu, pension, paid
leave, healthcare) for Non executive Direclors

The current base Board membership fee for each Non executive
Director after the most recent review, effective from 1 May 2007,
IS £66,000 [n addition, fees are paid for services on commitiees
and for directorships of subsidiares and joint ventures

Fees are set based on compansons with other non executive
director fees and time commitments n comparable compantes
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10 Directors’ remuneration for the year ended 31 December 2007

10 1 Emoluments

Table 1a below has besen prepared in accordance with regulatory requirements in respect of Directors’ remnuneration for the year

ended 31 December 2007

Table ta

Chairman
Dennis Stevenson

Executive Directors
Peter Cummings

Jo Dawson

Mike Ellis

Phiip Gore Rardall
Phil Hodkirson

Andy Hormby

Coiin Matthew

Dan Watkins

Non executive Directors

Richard Cousins
Charies Dunstene
Sir Ron Garrick
Anthony Hobson
Karen Jones
John E Mack
Colne McConville
Kate Nealon

Former Directors
Sir James Crosby
Benny Higgins

Sir Bnian Ivory
Dawvid Shearer
Total

Salary

including

foos & further

remunaration

Notes £000

511 708
1,2,3,7,8,910,12 630
1,278,910 550
124,78 169
124,78 158
1,2,78,9,30,12 635
127891012 940
128971012 602
1,2.4,7.8,910 162
46 70

6 83

8 235

6 221

8 100

48 66

6 151

B 151

41012 -
1,2,4,78910 1,865
46 49

486 38

7,584

Taxable
benefits
and
allowances
£000

113

180
17
45
43
169
283
170
3

17

1,293

Annual
cash
ncentive
for 2007
£000

1624
278
78
73
297
449
283
74

183

3,337

Bienntat
cash
incentive
for
2006/2007
£000

172

156

168
254
160

42

143

1,095

Total

year ended
311207
2000

821

2,606
1,099
292
275
1,269
1,926
1,215
329

70
a3
235
221
100
66
151
151

2,308
49

38
13,300

Total

year ended
311206
£000

628

1,491
514

1,157
1,570
1,093

75
213
250

682

1
138

968
1,056
142
109
9,577

Total

year ended
311207
excluding
tha pansion
allowance
£000

821

2,448
993
250
235

1,110

1,691

1,065
289

70
83
235
221
100
66
151
151

2,210
49

38
12,281

Total

year ended
311206
exciuding
the pension
allowance
£000

628

1,386
514

1,043
1,417
986

75
213
250

62

111
138

895
952
142
109
8,921
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Notes to Table 1a

Note 1

The table ncludes in “‘taxable benefits and allowances’ the

non pensionable cash allowances of 26% of salary, payable
monthly, to those Executive Directors who have no service
refated accrual of pension benefits The allowarnces paid in 2007
were Peter Cummings £157,500, Jo Dawson £106,250 (rine
manths), Mike Elhs £42,000 (three months), Pruip Gore Randall
£39,945 (three months), Phil Hodkanson £158,750, Andy Hornby
£235,000, Colin Matthew £150,416 and Dan Watkins £40,410
{four months) The allowance paid n 2007 to Benny Higgns
was £97,569 Comparative year end totals excluding the

non pensionable cash allowances are also detalled

Note 2

The annual cash incentive amounts, approved by the
Comimuttes, relate to performance under the short term
incentive plan for 2007 The bienmial cash incentive amounts,
approved by the Committes, relate to performance under the
short term incentive plan for 2008 07 Annual performance
outcomes using EPS, Shareholder Value Added and Costs
were between 97% and 100% of target levels and therefore the
STI for 2007 was 46% compared to a target of 0% Bienrial
performance, using equivalent performance metnes, was
around target level and thersfore the biennial cash incentive
for 2006 Q7 was 26% compared to a target of 25% These
outcomes wers driven from financial targets consistent with
the Group business plans for 2007 (in the case of the annual
scheme} and 2006 Q7 (in the case of the biennial scheme)
Both the target cash incentive percentage and the actual cash
incentive percentage exciude the additional annual Incentive
arrangements for Peter Cummings

Note 3
The additional incentive amount for Peter Cummings, included
in the table, was £1,320,000

Note 4

Mike Eliis was appointed as an Executive Director on

25 Septernber 2007 His contract, incentives and benefits are
In a form comparable to those for existing Executive Directors

Philip Gore Randall was appointed as an Executive Director on
15 September 2007 His contract, ncentives and benefits are
in a form comparable to those for existing Executive Directors

Dan Watkins was appointed as an Executive Director on
5 Septermber 2007 His contract, incentives and benefits are
In a form comparable to those for existing Executive Directors

Richard Cousins and John E Mack were appointed as
Nen executive Directors on 1 March 2007 and 1 May 2007,
respactively

Sir Jarmes Crosby retired as an Executive Director on
31 July 2006 on terms set out i last year's report

Benry Higgins remaned emplayed, after resigning as an
Executive Director, untll 31 December 2007 He received salary,
pension aliowance and ncentive payments for that penod
totalling £464,000 These amounts are ncluded in the table
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He was paid a lump sum after his employment ceased,
Including salary and pension allowance in respect of his

12 month notice peried (£819,000) plus some incentive
allowances and other payments (£192,000) These amounts
are included 1n the tatle within the ‘Salary including fees and
further remuneration’ column

Sir Bnan lvory and David Shearer retired as Non executive
Directors on 25 Apnl 2007 Ne termination payments were
made

Note 5

The fee payment to Denrus Stevenson compnses payments
made to hum personally in respect of his service as Chairman
of the Group of £707,500 (2006 - £627,500)

Note 6

From 1 May 2006 the basic Board membership fee payable

to Non executive Directors was at a rate of £57,750 pa and
from 1 May 2007 it was increased 1o a rate of £66,000 pa The
basic Board membership fee covers the range of dutes and
responsibilities associated with Non executive Directorship,
including Board meetings and the Annual General Meeting

The figures shown in the table also include fees for services
on committees of the Board, detaills of which are set out In the
Corporate Governance Report on pages 114 to 121 The levels
of fees for some Non executive Directors reflect the significant
time spent by them on such committee dutes

The figures shown in the table also include fees for services

as Directors of subsidiaries and joint ventures, and for services
on other committees The fees in relation to these subsidianes,
joint ventures and other committees were as foliows

Table 1b

2007 2008

£000 £000
Richard Cousins 6 -
Charles Dunstone 20 20
Sir Ron Garnck - -
Anthony Hobson 75 116
Sir Brian vory 1 34
Karen Jones - -
John E Mack 12 -
Coline McConville 47 20
Kate Nealon 63 59
David Shearer 10 30
Total 244 279
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Report of the Board in relation to
remuneration policy and practice

continued

Note 7
Certan Executive Dwrectors are non executive directors
of other comparies Therr roles and fees were as follows

Andy Homby was a Non executive Director of Home Retail
Group plc dunng 2007 for which he received fees (which he
retained) of £58,708 In addition, he receved 4,375 ordinary
shares of Hame Retail Group plc and has an entilerment to
a further 3,500 ordinary shares of Home Retail Group plc

Andy Homby and Jo Dawson were Non executive Directors of
St James's Place ple dunng 2007 The fees were paid directly
to HBOS and not to them personally

Mike Ellis was a Non executive Director of WH Smith plc dunng
2007 for which he received fees from his date of appointment to
HBOS on 25 September 2007 (which he retained} of £11,277

Philip Gore Randall was appointed a Nen executive Director

of Compass Consuiting Group Holdings Limited on 14 August
2007 for which he received fees from his date of appointment to
HBOS on 15 September 2007 (which he retaned) of £5,834

Phil Hodkinson was a Non executive Director of BT Group plc
dunng 2007 for which he receved fees (which he retained) of
£60,000

Jo Dawson was a member of the Board of the Association
of British Insurers dunng 2007 No fees were paid

Peter Cummings was a Director of The Maggie Keswick Jencks
Cancer Canng Centres during 2007 No fees were paid

Benny Higgins was a Non executive Director of Samsbury’s
Bank pic until 10 August 2007 No fees were pad

Benny Higgins was a Non executive Director of Visa Europe
Limited until 13 August 2007 for which he received feas
(which he retained) of Euro 5,000

Dan Watkins was appointed a Non executive Director of
Sansbury's Bank pic on 5 September 2007 No fees were paid

Note 8.

The annual cash incentive for 2007 (excluding the additional
incentive for Peter Cummings) may be applied, If a participant so
chooses, 1o buy shares In March 2008 under the arrangements
descnbed in Section 74

Note 9

The bienniat cash incentive for 2006 07 may be applied,
If a partrcipant so chooses, to buy shares in March 2008
under the arrangements described in Section 74

Note 10

Taxable benefits and allowances comprise the benefits

in kind values of company cars, healthcare, additional iife
assurance, concessionary rate mortgages and, where
relevant, a contnbution towards the cost of providing distant
accommadation away from the Executive Director's pnmary
residential area, as well as the amounts referred to n Note 1

Note 11

The taxable benefits and allowances payment to Dennis
Stevenson compnses a distant accommodation allowance
of £20,000 p a due from May 2002 and paid during 2007

Note 12

The comparative figures for 2006 exclude the deferred share
meentive for 2003, which was included in total remuneraticn
inlast year's report Equivalent details for 2007 are set out in
Section 103 2

10 2 Pension benefits
Details of each Executive Director’s pension and lump sum hife
assurance entitlement are as follows

Table 2
Lump
sum lfe
Normal Pension assurance as
retrament asa%of a mulbple
age final salary of salary
Peter Curmnmings 60 55 4
Jo Dawson 60 16 4
Mike Ellis n/a 0 4
Philip Gore Randall n/a 0 4
Phil Hodkinson 60 15 4
Ancly Hornby 60 23 4
Colin Matthew 60 66 4
Dan Watkins 60 39 4
Notes to Table 2
Note 1

Pension I1s generally based on retirement from service at normal
retrement age (age 60) and 18 based on final salary Pension
and lump sum Iife assurance 1s provided from the HEOS Final
Salary Pension Scheme (the ‘Scheme’) and otherwise from
separate arrangements with the Group

Note 2

Cn death after retrement or after leaving service, a spouse’s or
dependant’s pension may be payable Chidren's benefits may
also be payable

Executive Diractors who have five years' service as an Executve
Dwector have a contractual nght to retire at age 56 or above with
anon reduced pension and at age 50 or above (but below age
55) with a reduced pension

Pension increases after retirement are a mixture of guarantesd
and discretionary Scheme provisions vary by individual, at
best, the Scheme guarantees to Increase pensicns In ling with
the RPI, subject to a maximum of 5% pa and a minimum of
3% pa {no minimum for pensionable service after 31 March
2004) There 1s an estabhshed policy of reviewing pensioris on
a discretionary basis taking account of increases in the RP
Allowance 1s made in transfer values on leaving i respect of
the guaranteed and discretionary increases outlined above
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Note 3:
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The pension enkitlernents of the Executive Directors included in the Scheme are set outin the table below

Table 3

Narme (Age)

Peter Cummings (52}
Jo Dawson {45)

Phil Hodkinson {49}
Andy Hornby (40)
Colin Matthew (57)
Dan Watkins (45)

Notes to Table 3

Note 1

The accrued pension at 31 December 2007 15 the pensicn
which the Director would have been entitled to receive based
on his’her completed pensionable service, bad he/she left on
31 December 2007, payable from normal retirement age (age
60) and subject to revaluation increases between leaving and
refirement

Note 2

The increase in accrued pension is the accrued pension at

31 December 2007 less the accrued pension at 31 December
2006 The amount shown in brackets s calculated on the basis
of the disclosure methodology under the Listing Requirements
of the UK Listing Authonty

Note 3

The transfer values are based on the accrued pensicns at 31
December 2006 and at 31 Decernber 2007 and are calculated
as at 31 Decernber 2006 and 31 December 2007 respectively
based on tactors supplied by the actuares, Watson Wyatt
Limited The transfer values are the notional lump sums which
would have been paid to another pension scheme for the
benefit of the Director had he/she left senvice at the respective
dates It 1s not possible for a transfer value to be paid directly
to the Director personally The amaount shown in brackets 1S
calculated on the basis of the disclosure methodology under
the Listing Requirements of the UK Listing Authonty

Note 4

The Director’s contnbution s the personal contribubion required,
if any, under the terms of the Scheme Members of the Scheme
have the ophon to pay additional voluntary contributions, neither
the contributions nor the resuling benefits are Included In the
table

Note &

For Dan Watkins (appointed 5 September 2007) the opening
accrued pension and transfer valus have been calculated at
the relevant date of appoiniment

Note 6

For those members whose benefits were above the 'Lifetime
Allowance' at ‘A day’, there will be no further service accrual
of benefits and no further Directors’ contrbutions

Where there I1s no further service accrual of pension, Executive
Drrectors receve an annual nen pensionable cash allowance
of 25% of salary, payable monthly, in lieu

Increasein Transfer value Increase in

accrued at311206 transfer
Accrued pensIon of if later, Transfer value less
pension at dunng date of value at Director s
311207 2007 appointment 311207 contributions
£000pa £000pa £000 £000 £000
344 45 (34} 5,208 5,970 762 (588}
89 22 (19} 897 1,184 282 (249)
96 5(1) 1,497 1,578 81 (24)
220 36129 2,019 2,407 388 (312)

398 23(9) 7,843 7,799 {44) (168))
162 21 (20) 1,801 1,972 171 (245)

Note 7

Phillp Gore Randall 1s not included in the Scheme and simply
receves the cash allowance referred to in Note 6 above Mike
Elis 18 In receipt of 2 pension from his earlier employment with
the Group which 1s unaffected by, and independent of, his
current employment [n respect of his current employment,
he receives the cash allowance referred to in Note 6 above

10 3 Share interests
The data in this Section covers all share mterests of the
Directors as at the end of the financial year

1031 Shares
The beneficial Interests of the Directors and therr immediate
families in the ordinary shares of the Group are set out below

Table 4
Numbar of
sharas at
3112 08/
019107
Number or If later
of shares date of
ata1 1207 appontment
Charrman
Dennis Stavenson 406,892 267,794
Executive Directors
Peter Gumrmings 131,407 88,791
Jo Dawson 106,654 52,485
Mike Elis 350,545 350,508
Phiip Gore Randall - -
Phil Hodkinson 347,723 263,094
Andy Homby 608,031 535,379
Colin Matthew 361,844 356,930
Dan Watkins 63,251 62,802
Non executive Directors
Richard Gousins 5,644 2,144
Charles Dunstone 100,000 100,000
Sir Ron Garrick 33,002 23,880
Anthony Hobson 7,500 7,500
Karen Jones 10,2556 10,600
John E Mack 6,000 -
Coline McConville 10,910 5,320
Kate Neaion 12,879 12,679
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Notes to Tahle 4

Note 1

Certain Executive Directors and former Executive Directors will or
may recenve further interests in the ordinary shares of the Group
ansing out of the short term incentive plans and the fong term
Incentive plans as set out In Tables 5a, Sb, 6, 6b, 7, 8and 9

Note 2

As at 26 February 2008, the date of appraval of this Annual
Beport and Accounts, no Director had any interest in the
preference shares of the Group or In the loan or share capital
of any Group undertaking at the beginning or dunng or at the
end of the financial year No optiens to subscribe for shares in
other Group companies are granted to Directors of the Group

Note 3

There has been no change in the share interests as set out I
the table between the end of the financial year and 26 February
2008, the date of approval of this Annual Report and Accounts,
other than as set out in Note 3 to Table 8

www hbosplc com

10 3 2 Short Term Incentive Plan -

HBOS Executive Directors

All Executive Directors, excluding Philip Gore Randall, who did
not join the Group untd 2007, have conditional entitiements to
shares arising from sharekicker Where the annual incentive for
2003 and/or 2004 and/or 2005 was taken in shares and these
shares are retained in trust for three years, additional shares
may also be transferred to the Directors Details of these shares
are set out In Table 5a

All Executive Directors, excluding Mike Elis and Philip

Gore Randall, who did not join the Group until 2007, have
performance contingent entitlements to shares ansing from

the EPS performance based long term incentive arrangements
outined In Section 74 of this report Where the annual Incentive
for 2006 was taken in shargs and these shares are retaned In
trust for three years, additional performance shares may also be
transferred to the Directors Detalls of these shares are set out
in Table S5a

All Executive Directors, excluding Mike Ellis and Philp Gore
Randall, who cid not join the Group until 2007, had the option
to switch share awards effective from March 2005 and March
2006 from the sharekicker arrangements (descnbed i the first
paragraph above) to the EPS perfonmance based long term
incentive arrangements {descnbed in the second paragraph
above) Al relevant Executive Directors chose to do so

The basic and additionat shares shown i Table 5a wihich vested
m 2007, and have been retained, are also included in Table 4



Table 5a

Peter Cummings

Jo Cawson

Mike Ellis

Phil Hodkinson

Andy Hornby

Coln Matthew

Dan Watkins

Award
affective
from

Mar 04
Mar 05
Mar 06
Mar 07

Mar 04
Mar 05
Mar 06
Mar 07

Mar 04
Mar 05

Mar 04
Mar 05
Mar 06
Mar 07

Mar 04
Mar Q5
Apr Q5
Mar 06
Mar 07

Mar 04
Mar 05
Mar 06
Mar 07

Mar 04
Mar 05
Mar 06
Mar 07

www hbosplc com

At 3112064070107

Basic
shares

3,807
10,808
15,153

29,768

11,280
14,648
14,232

40,160

17,315
34,069
51,384

12,826
20,5Mm
23,052

56,389
18,437
28,436
141,826
27,462
216,161
12,505
20511
22,060
55,066
4,994
3.744
7,094

15,832

Additional
shares

1,803
7.205
12,626

21,734

5,640
9,765
11,859

27,264

8,657
17,034
25,691

6,413
13,674
19,209

39,296
9,218
21,327
70913
27462
128,920
6.252
13,674
18,374
38,300
2,497
2,496
5911

10,804

Addad I yaar
Basic Additienal
shares shares
8,366 B,366
17,672 17672
23,887 23,887
33,791 42,238
22,333 22,333
13,530 13,530

Released
Inyear

5710

16,920

25,972

19,239

27,655

18,757

7,491
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At311207

Basic Additonal
shares shares
10,808 7205
15,153 12,626
8,366 8,366
34,327 28,197
14,648 9,765
14,232 11,859
17672 17,672
46,552 39,296
34,089 17,034
34,069 17,034
20,51 13,674
23,062 19,209
23,887 23,887
67,450 586,770
28,436 21,327
141,826 70913
27,462 27,462
33,791 42,238
231,515 161,940
20,511 13,674
22,050 18,374
22,333 22,333
684,894 54,381
3,744 2,496
7,084 5911
13,530 13,530
24,368 21,937
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Report of the Board in relation to
remuneration policy and practice

continued

Notes to Tabie 5a
Note 1+

Shares under these plans were awarded using an average
market pnce around the date of award, as follows

Plan

Mar 04 — Mar 07
Mar 05 — Mar 08
Apr05 - Apr 08
Mar 06 — Mar 09
Mar 07 ~ Mar 13

Note 2-

Share award
pnce £

736
818
832
986
1058

Shares will be released after three years, subject to the basic
shares still being held and to the participant stil being in the
Group’s employment at that time or being a qualifying leaver

For awards effective from March 2005 and/er March 2006,
where the additional shares are partially contingent on EPS
performance as outkned In last year's report, the ‘on target’

additional share award 1s shown In the table

For awards effective from March 2007, where the additional
shares are wholly contingent on EPS performance, the
‘on target’ additional share award 1s shown m the table

Table 5b

Left

Gordon McQueen 311203

George Mitchell 311205
Sir James Crosby 310708
Benny Higgins 100807

Award
effactve
from

Mar 04

Mar 04
Mar 05
Mar 06

Mar 04
Mar 05
Mar 08
Mar 07

Mar 07

At

Basic
shares

17,128
17128

17,315
26,338
27.375
71,028

24,850
38,458
35,079

98,387

3112 06/01 0107

Additional
shares

8,564
8,564

8,657
13,169
13,687
36,513

12,425
19,229
17,539

45,193

Note 3.

The performance penod for the March 2005 award ended on
31 December 2007 HBOS's EPS growth, in excess of the RP,
over the relevant performance perod, was equivalent to 571%
p a, so an additional share award of 65 06% (72 98% In the
case of the Chief Executive) of the basic award will be released
to award recipients in March 2008

Note 4+

Because the basic shares are the participant’s entitterments,
they are shown net of onginal Income tax and National
Insurance liabiity The additional incentve shares are shown
in a like manner although, in practice, the number of additonal
shares 1s grossed up to take into account the associated
income tax and National Insurance payable by the participant
Those released in 2007 represented the basic shares
purchased by the Director’s own annual cash incentive In
March 2004 plus the net number of additional shares ansing
as a result of sharekicker The closing market pnce of the
Group's ordinary shares on the date of release was £10 81

Note 5§

Certan former Executive Directors also have entitlernents

to shares ansing from this plan These remain subject to

the same plan rules as apply to existing Executive Directors
and the Notes apply n ke manner, except when a Director
lsaves prior to the EPS performance penod commencing, In
which case the additional shares awarded will be restncted
to 50% Details of these shares are set out below

Added n year At 311207
Basic Addittonal Released Basic Additional
sharas shares nysar shares shares
26,692
25972
26,338 13,169
27,375 13,687
53,713 26,856
37,275
38,458 19,229
35,079 17,539
26,354 13177 26,354 13,177
99,891 49,945
24,275 24,275 24,275 24,275

24,275 24,275
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10.3 3 Long Term Incentive Plan and Special Long Term Bonus Plan - HBOS Executive Directors and Charrman

Detais of the shares which have been conditionally awarded to Executive Directors and the Chairman under the plans are
set out below The performance conditions relating to these conditional awards are set out n the notes overleaf

Table 6a

Peter Cummings

Jo Dawson

Mike Elis

Phiiip Gore Randal}

Phil Hodkinson

Andy Hornby

Colin Matthew

Dennis Stevenson

Dan Watking

Grant
sffective
from

Jan 03
Jan 04
Jan 05
Jan 06
Jan 07

Jan 04
Jan 05
Jan 06
Jan 07

Jan 04
Jan 07

Jan 07

Jan 04
Jan 05
Jan 06
Jan 07

Jan 04
Jan 05
Jan 06
Jan 07

Jan {4
Jan 05
Jan 08
Jan 07

Jan 04
Jan G5
Jan 06
Jan {7

Jan 04
Jan 05
Jan 06
Jan 07

At
311206/
10107

18,750
27894
23,809
51,203
121,656
25,569
27380
39,285
92,234
75,313

75,313

55,788
52,380
58,883

187,051
80,195
72,619
70,48

222,962

54,393
52,380
56,323

163,096
73221
655,476

58,883

197,580
15,275
21,428
18,433

55,136

Granted
Gy or
Lapsed (L)
In year

67,855 (G)

59,522 (G)

20,114 (G)

18,718 (G)

73,212 (G)

103,568 (G)

68,450 (G)

60,714 (G)

41183 (G)

Addedasa
result of
suparior

performance

4,260

3,905

11,503

8,521

12,249

8,308

10,480

2,333

Dwidend
reinvestment
shares

4,069

3,730

10,887

8139

11,700

7,835

12,106

2,228

Vested
In year

36,223

33,204

97,803

72,448

104,144

70,636

95,807

19,836

At
311207

18,750

23,809
51,203
67,855
161,617

27,380
39,285
59,522
126,187

20,114
20,114

18,718
18,718

52,380
58,883
73,212
184,475

72619
70,148
103,568
246,335

52,380
56,323
68,450
177,153

65,476
58,883
80,714
185,073

21,428
18,433
41,163
81,024
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Report of the Board in relation to
remuneration policy and practice

continued

Notes to Table 6a
Note 1

Shares under these plans were granted using the average

market pnce in the last ten business days of the previous year,

as follows

Plan and performance pencd

Jan 03 — Dec 05/07
Jan 04 — Dec 06
Jan 05 - Dec 07
Jan 06 - Dec 08
Jan 07 ~- Dec 09

Table 6b

George Mitchel

Sir James Crosby

Benny Higgins

Note 3

Left

311205

310706

100807

Grant
affactve
from

Jan 04
Jan 05

Jan 04
Jan 05

Jan 06
May 06
Jan Q7

Sharae grant
price £

640
717
540
9765
1120

At
311206/
010107

75,313
67.261
142,574

108,089
98,214
206,303

128,008
30,425

158,433

The grants awarded in 2006 to Benny Higging were awarded on
terms set out int last year's report The 30,425 shares awarded
in May 2006 were released to him on 8 January 2008 under the
terms of his leaving arrangemerts The closing market pnce of
the Group's ordinary shares on the date of release was £6 97

Note 4

Awards are not pensionable

Note 2

Certain former Executive Directors retan interests under the
plan These remain subject to the same plan rules as apply to
existing Executive Directors and the Nates apply in ke manner
Details of these interests are set out below

Granted Added as a

G)or rasult of Dwidend
Lapsed (L) supenor reinvestment Vested
nyear performance sharas N year At 311207
11,503 10,987 97,803
67,261
67,261
16,510 15,769 140,368
98,214
98,214
128,008
30425
74,402 (G} 74,402
232,835
Note &

The performance penod for the January 2004 grant ended

on 31 December 2006 HBOS's TSR over the performance
period exceeded the weighted average of the comparator group
by 340% pa so 113 33% of share grants were released to
grant reciplents The shares granted in January 2004 vested
on 28 February 2007 The closing market price of the Group's
ordinary shares on that date was £10 81 In additron, dvidend
rervestment shares have been released to grant reciplients
as set out I the table and as provided for under the rules of
the plans The divdend reinvestment shares are the additional
sharaes which would have accrued on the overall share grants
actually released had dividends due dunng the performance
pencd been reinvested in shares
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Note 6

As explained in last year's report, for the 2003 grants, all
participants could choose to take any shares released after
three years based on the three year performance outcome or
could continue to participate I the plan for a further two years
and take shares at that point based on the better of the three
year and the five year performance cutcomes This design
feature sought to motwvate participants continually to sustain
strong performance or to improve lesser performance for their
henefit and the benefit of shareholders This feature does not
apply for the 2004 grants and does not apply for any grants

In subsequent years, to reflect the preferance on ‘retesting’
expressed by most major iInstitutional nvestars With the
exception of Pater Curmmings, all Executive Directors chose
to take therr 2003 grants in 2006 based on the three year
performance outcome

Note 7

In the case of the Chairman, it 1 not possible to Include
him in the standard Long Term Incentive Plan Noris it
possible to include him in such an arrangement where the
grant 18 denorminated in shares He 1s therefore included as
the sole participant i the Special Long Term Bonus Plan
where the grants are awards of notional shares He will
become entitled 1o the cash value of any notional shares
on vesting but has agreed that this value will, subject to
any withholdings for Income tax or National insurance,

be apphed n acquinng HBOS shares on his behalf

Note 8

The number of shares to be released to participants 1s
dependent on the Group's annualised TSR over a three year
penod, compared to the annualised werghted average TSR of
a basket of comparator companies over an equivalent penod
For the grant effective from January 2003, a five year perod
could also apply This basket of companies comprises

- for the January 2003 and 2004 grants Abbey National,
Aviva, Barclays, Legal & General, Lioyds TSB, Prudential,
Royal & Sun Alkance and Royal Bank of Scotland, but with
Abbey National replaced by Allance & Leicester, Bradford
& Bingley and Northern Rock with effect from 1 July 2004
The Committee dacided to remove Abbey Nattonal from the
comparator group, in respect of the January 2003 and 2004
grants, effective from the end of June 2004 (mmediately
before bid activity started), and replace it with Allance &
Leicester, Bradford & Bingley and Narthern Rock effective
from the start of July 2004,

- for the January 2005 and subsequent grants Alhance &
Leicester, Aviva, Barclays, Bradford & Bingley, Legal &
General, Lloyds TSB, Narthern Rock, Prudential, Royal & Sun
Allance and Royal Bank of Scotland The weighting of this
basket was amended with effect from January 2007 as set
out in Section 74
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Shares have been or will be released as follows

Amount

released
Group s relative asa % of
TSR performance share grant
0% pa [or below) 0
+3% pa 100*
+8% p a (or above) 200

Intermediate positions are determined by interpolation
* Shown as granted in Tables 6a and 6b

Note 9.

The perfarmance penod for the January 2005 grant ended on
31 December 2007 HBOS's TSR over the performance period
fell short of the weighted average of the comparator group

by 2 63% p a, 80 no share grants wil be released to grant
recipients in March 2008

The performance penod for the January 2006 grant does not
end untt 31 December 2008 So far, HBOS's TSR over the two
year elapsed penod falls short of the weighted average of the
comparator group by 12 89%

The performance penod for the January 2007 grant does not
end untl 31 December 2009 So far, HBOS's TSR over the one
year elapsed period falls short of the waighted average of the
comparator group by 8 76%

Chart 1
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Report of the Board in relation to
remuneration policy and practice

continued

Note 10

The additional deferred incentive payable to Peter Cummings
to recognise and respond to market practice In his divisional
specialism as outined earlier in this report, was £1,320,000
The award will vest shortly after 31 December 2010 and will
be payable to him in shares, which will be purchased at the
prevaihing market pnce at that time

10 3 4 Long Term Incentive Plan — Share Options
HBOS Executive Directors are nat awarded executive share
opttons

The share options under the Bank of Scetland plans are
exercisable In accordance with the rules of the plans, all
performance targets having been satisfied, as set out in
last year's report

No further share options have been or can be granted
under these plans

Details of the options cutstandmg under the plans in
respect of Executive Directors are set out below

Table 7

Colin Matthew

Notes to Table 7

Note 1

On 28 March 2007, Golin Matthew exercised options over
28,000 shares granted effective from October 1997 and 35,000
shares granted effectve from Octaber 1998, and on 29 May
2007, exercised 40,000 shares granted effective from May 2000
and 40,000 shares granted effective from October 2000 The
closing market prce of the Group’s ordinary shares on these
dates of exercise were £10 46 and £10 68, respectively The
aggregate gain on exercise was £695,141

Note 2
Details of the market pnce of the Group's ordinary shares dunng
2007 are given n Section 13 8

Note 3

Jo Dawson and Dan Watkins have share options under the
HBOS all employee plan which were granted before they

were appointed Executive Directors or to Level 9 or Level 8

Jo Dawson has options over 3,727 shares granted effective from
Apnl 2002 at an option prce of £7512 These are exercisable
between 1 January 2008 and 14 Aprl 2008 Dan Watkins has
options over 5,192 shares granted effective from March 2004
at an opfion price of £7125 These are exercisable between

1 January 2008 and 15 March 2010 There are no performance
conditions

Granted {G),
Exercised
Option At E or Share
effactve N1208/ Lapsed (L) At option prica
from 010107 N year 311207 £
Oct 97 28,000 28,000 (E) 53533
Oct 98 5223 5,223 (E) 57433
Oct 98 29,777 28,777 (E) 58350
May 00 40,000 40,000 (E) 55150
Oct 00 40,000 40,000 (E) 61000
143,000
10 3 5 Sharesave Plan

The sharesave plan is avalable to all UK based Group
colleagues

The plan aliows colleagues to save a fixed amount of money on
a monthly basis At the end of a pre determined penad of three,
five or seven years, colleagues have the nght, if they so choose,
to use the funds accumulated to purchase shares In the Group
at a fixed price, based on a market pnice or an average markat
price determined around the invitation date and discounted by
up to 20% There are no performance conditions

Certain Executive Directors have taken up membership of the
plan and the projected nurbers of shares which they would be
entitied to purchase at the end of the relevant pre determined
penods are set out betow
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Table 8

Pater Cummings

Jo Dawson

Phil Hadkintson

Andy Hornby

Dan Watkins

Notes to Table 8

Note 1¢

Options under these plans were granted using market
prices around the dates of the invitations, discounted
by 20%, as follows

Effactive cate of grant Shara option

pnce £
Oct 01 562
Sep02 5975
Sep 03 574
Sep 04 5443
Sep 05 6912
Sep 06 7928

Note 2

On 5 January 2007, Andy Homby exercised options over
1,607 shares granted effective from September 2003 The
closing market price of the Group's crdinary shares on the
date of exercise was £11 42 The aggregate gain On exercise
was £9,128
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Granted {G)
Exercised
Cption At [E}or
atfactive 311206/ Lapsed (L) At
from 010107 In year 311207 Exsrcisabla
Cct 01 600 600 {E)
Sep 02 549 5493 Jan08 Jun (08
Sep 04 452 452 Jan08 Jun 08
Sep 05 791 7N Jan 11 Jun 1t
Sep 06 238 238  Jan10 JuniQ
2,630 2,030
Sep 03 1,607 1,607 (E)
Sep 08 2,065 2065 Jan12 Juni2
3,672 2,065
Sep 02 2,970 2970  Jan10 Jun 10
2970 2,970
Sep 03 1,607 1,607 (B}
Sep 08 2,218 2216  Jan14 Jun 14
3,823 2,216
Sep 03 642 642 (L)
Sep 04 1,044 1,044 Jan08 Jun 0B
Sep 06 828 826 Jan12 Jun12
2,512 1,870
Note 3

On 5 January 2007, Peter Cummungs exercised options over
600 shares granted effective from October 2001 and on

12 January 2008 exercised options over 549 shares granted
effective from September 2002 and 452 shares granted effective
from September 2004 The clasing market price of the Group's
ordinary shares on these dates of exercise were £11 42 and

£6 62, respectively The aggregate gain on exercise was £4,366

Note 4

On 6 Apnl 2007, Jo Dawson exercised options over 1,607
shares granted effective from September 2003 The closing
rnarket price of the Group's ordinary shares on the date of
exercise was £10 50 The aggregate gain on exercise was
£7,649

Note 5

Benny Higgins, whoa left on 31 December 2007, retains the
night to exarcise 2,065 share options which were granted in
September 2006 The share options will remain exercisable
until June 2008, after which they will lapse

Note 6
Details of the market price of the Group's ordinary shares
during 2007 are given in Section 103 8
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Report of the Board in relation to
remuneration policy and practice

continued

10 3 6 Free Share Plan

Table 9

Pater Cummings

Jo Dawson

Phit Hodkinson

Andy Hernby

Colin Matthew

Dan Watkins

Award
effactive
from

Aug 05
Aug 06
Aug 07

Aug 05
Aug 06
Aug 07

Aug 05
Aug 08
Aug 07

Aug 05
Aug 08
Aug 07

Aug 05
Aug 06
Aug 07

Aug 05
Aug 06
Aug 07

The free share plan 1s avalable to most Group colleagues

The plan awards colleagues free shares, usually on an annual
basis At the end of three years, shares are transferable to
colleagues, subject to the participant stil being n the Group's
employment at that tme or earlier If they are a qualfying leaver
Shares must be held n trust for five years to qualfy for full tax
and National Insurance benefits There are no performance
condiions

All Executive Directors with the exception of Mike Ellis and
Phiip Gore Randall, who were appomnted after the qualifying
date, have taken up membershup of the plan and the projected
number af shares which they would be entitied to at the end of
the relevant penod 1s set out above

Notes to Table 9

Note 1

Shares were awarded at £9 10, £9 74 and £9 45 in August 2005,
August 2008, and August 2007 respectively, the middle market
prices of the Group’s ordinary shares on the days Immediatety
preceding the dates of the awards

Awarded {A) Dividend
Released renwestmeant
At Rar shares
311208/ Forfeit {F) acquired AL
Qo7 in year nyear 311207 Releasable
347 15 362 Aug 08
31 4 325 Aug 09
317 (A) 5 322 Aug 10
658 1,009
347 15 362 Aug 08
311 14 325 Aug 09
317 (A 5 302 Aug 10
658 1,008
347 15 362 Aug 08
an 14 325 Aug 09
317 (A) 5 302 Aug 10
658 1,008
347 15 362 Aug 08
3N 14 325 Aug 09
37 (A 5 322 Aug 10
658 1,009
347 15 362 Aug 0B
3N 14 325 Aug 09
317 (A) 5 322 Aug 10
6858 1,009
a47 15 362 Aug 08
an 14 325 Aug 09
37 (A) 5 322 Aug 10
658 1,009
Note 2

Participants in this plan have an interest in dividends on the
free shares {in the form of dividend shares) as and when they
bacome due Dividends were paid on 14 May 2007 and 8
October 2007 and were reinvested m shares The closing
market prices of the Group's ordinary shares on these dates
were £10 77 and £9 56 respectively Dividend reinvestment
shares are required to be held for three years from the dates
of payment

Note 3

On 8 February 2008, 648 shares were released from the trust
on behalf of Benny Higgins who left on 31 December 2007
The closing market price of the Group’s ardinary shares on that
date was £6 58 He has no remaining shares under the plan

Note 4
Details of the market pnce of the Group's ordinary shares dunng
2007 are given in Section 103 8
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10 3.7 Interest in shares under Trusts

Certain Executive Directors, together with certain other
colleagues, are deemed to have or have had an interest or a
potential interest as potential discretionary beneficianes under

— the Group's Employee Share Ownership Trusts As such,

they were each treated as at 31 December 2007 as being
interested in the 9,701,897 ordinary shares (31 December 2006
- 5,405,010 ordinary shares) held by the trustees of these
Trusts The shares held in the Trusts will be used to satisfy share
awards under short term and long tenm incentive plans The
relevant Executive Directors’ specific ndvidual interests are
shown in Tables 5a, 5b, 6a and 6b,

- the Group's Qualifying Employee Share Ownership Trust
As such, they were each treated as at 31 December 2007 as
being Interested in the 88,301 ordinary shares (31 December
2006 — 1,697,350 ordinary shares) held by the trustee of
this Trust The shares held in the Trust will be used to satisfy
entittements of colleagues ansing on the exercise of options
under the Sharesave Plan The relevant Executive Directors’
spectfic Indwdual Interests are shown in Table 8, and

~ the Group's Share Ingentive Plan Trust As such, they were
each treated as at 31 December 2007 as beng interested
in the 20,087,238 ordinary shares (31 December 2006 -
12,664,303) held by the trustees of this Trust The shares held
in the Trust wili be used to satisfy share awards under the Free
Share and Sharebuy Pians The relevant Executive Directors’
specific ndividual interests N Free Shares are shown in Table
9 and in respect of Sharebuy are included
in Table 4

In cases where the beneficianes of the Group's Employee Share
Ownership Trusts do not have the nght to direct the trustess
how to vote on shares held in the Trusts, the trustees may vole
n a way they see fit

All of the Group’s share plans empower new 1Ssue shares to
be allotted to sahsfy share requirements The Group's past
practice has generally been to purchase shares in the market
in relation to the plans described in Sections 103 2and 103 3
and to 1ssue new shares in relation to the plans described in
Sections 103 4, 10 3 5 and 10 3 6 and the Group's afl employee
share option plan This practice was reviewed n 2007, and as
a consequence, purchased shares were also used to satsfy
awards in relahon to the plan descnbed in Section 103 5,
under the Sharebuy plan and the Group's all employee share
option plan The method by which share plan requirements
are sabsfied will again be reviewed in 2008 and any changes
to the 20G7 practice will be set out In next year's report
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10 3 8 General
The closing market price of the Group's ordinary shares at
31 December 2007 was £7 35

The closing market price of the Group’s ordinary shares
at 31 December 2006 was £11 32

The range dunng the year was £713 to £11 67

Other than as set out in this report, there has been no change
n the Directors’ interests in shares ar options granted by the
Group between the end of the financial year and 26 February
2008, the date of approval of this Annual Report and Accounts

10 3 9 Statutory performance graph

The following graph lustrates the Group's TSR performance
compared to that of a “broad equity market Index” over

2003 2007 As HBOS has been a constituent of the

FTSE 100 singe inception and as performance against sectar
companies 1S fustrated in Chart 1, the Group believes that
the FTSE 100 1s a suitable comparatar index to use for the
purposes of this graph to satisfy regulatory requirements

Signed on behalf of the Board of Directors
Karen Jones

Chair, Remuneration Committee

26 February 2008
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Report of the Board in relation to
remuneration policy and practice

continued

Appendix
Remuneration in HBOS generally

Pnncipal features

This section outlines the structure of remuneration in HBOS for
the vast majanty of colleagues Each role in HBOS 1s positioned
i one of ten categones, Levels 1 9 and the Executive Directors
The level of a role 1s determined by the knowledge required to
do it, the challenge of delivenng the required job outputs and
the accountability which the role cames The level then, in broad
terms, determmnes the salary range which can apply for the role,
the short term incenitive and long term incentive structures, and
the range of benefit and product offenngs avalable

Details of the remuneration arrangements which apply to those
in Levels 8 and 9 and Executive Directors are given in the main

hody of the report

The table below sets out the number of colleagues and full time
equivalents (FTE" in other levels and the typicat nter quartile
full time eguivalent salary range applying to colleagues in

each such level Different ranges apply to different groups

of colleagues depending on role specialism and geographic
location

Number FTE salary

Number of of FTE range

Level colisagues collzagues (EQO0)
1 35,000 30,500 13517
2 18,500 15,000 202475
3 13,000 12,500 2775355
4 6,750 6500 3854925
5 3,000 2,750 542574
6 800 800 7451085
7 175 175 125 185

This data includes international colleagues but excludes
joint venture company colleagues

Remuneration 1s, for all colleagues, generally made

up of four elements, namely salary, short term
incentive schemes, long term incentive schemes and
benefits HBOS adopts a “total reward” approach so
that colleagues appreciate the totality, the flexibiity and
the performance dnvers of therr reward package

Salary

HBOS salary policy 1s to manage salanes In aggregate,

by Level, arcund (and generally In practice up to} the
appropnate market median Whilst finance sector genenc
medians establish baseling positions, businesses benchmark
according to role specialism and to geographic location

The alignment of practice with poticy 1s one we aspire to
deliver by matching average salanes with the market median
position, whilst managing actual salaries to reflect personal
skills, experience, performance and business vulnerability

Short Term Schemes

HBOS has short term incentives which are annual,
operating plan aligned, generally team based and built
around line of sight 1ssues Participants know that these
incentives give a real chance of a zero outcome and,
equally, a real chance of a maximum outcome which, n
cash terms, may be eqguivatent to 20% of salary or mare

The cash incentive levels for 2008 are generally as follows

Incentive as % of salary

Leval Minimum Target Maximum
14 0 1012 20 30
5 o 175 35
6 0 35 70
7 0 45 675

Long Term Schemes
Almaost every colieague in HBOS enjoys faur (for Level 7, five)
long term Incentive propositons, each share based

Firstly, sharekicker Colleagues in Levels 1-6 who choose to
buy shares with therr net cash ST get 50% more shares after
three years provided they remain in the service of the Group

or rank as a qualifying leaver For colleagues in Level 7, therr
sharekicker opportunity 1s performance based, and hence “at
rsk”, and determmned by EPS performance, resulting in between
0% and 200% more shares as descnbed in Section 74

Secondly, sharesave. Colleagues who choose to save up to
£3,000 p a, by monthly ngtalments, are given the option, at the
end of three, five or seven years, to buy shares based on the
share price around the invitation date, discounted by up to 20%

Thirdly, share options/free shares In 2002, 2003 and 2004,
colleagues were given share options over 20% of salary,

and these can be crystalised after a minimurm of three and a
maximum of siX years In 2005, 2006 and 2007, colleagues
ware given free shares based on 5% of salary {maximum £3,000
p a}, and these will crystalise after a mirimum of three years
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Fourthly, sharebuy From 2007, colleagues who choose to
buy shares from pre tax salary can do so, utihsing up to £1,500
pa or 10% of basic salary, whichever is the lesser If the shares
are retaned in trust for five years or mare, they can be removed
tax free

Finally, share grants Colleagues in Level 7 were given annual
share grants over 33 33% of salary in each of the years 2002
to 2007 The same arrangements will apply in 2008 The level
of grant released 18 conditional on relative TSR performance
against a weighted finance sector basket, over a three year
penod with no grant released for performance which matches
{or 1s worse than) the average and with twice the grant released
for out performance of 3% p a or moré {intenmediate positions
being determined by Interpolaticn), as descnbed in Section 74

Benefits

Our key benefits are pensions, pad leave, company cars,
healthcare, mortgage arrangements and preferential terms for
some Group products We increasingly seek to package them
as an overall flaxible benefits proposition and a comprehensive
product offerng

Some existing colleagues have defined benefit pension
arrangements Some existing colleagues have, and all new
colleagues are etigible for, defined contribution pension
arrangements Both nclude death and il heaith benefits

In April 2006 service related pension accrual under final salary
pension arrangemenits ceased for those whose pension interest
then exceeded the ‘Lifetme Allowance’ of £1 5m In broad
terms, this 1s equivalent to a maximum pension of £75,000

p a, or such higher amount as had accrued by Aprl 2006
Similar cessations applied under monsy purchase pension
arrangements Affected colleagues recenve an annual non
pensionable cash allowance, payable monthly, in lieu of such
service related pension accrual or money purchase pension
contrbutions This cash allowance will not count as salary for
the purposes of the ncentive schemes

Similar cessattons took place in Aprl 2007 and will take effect in
April 2008 (and In each subsequent Aprif} as more colleagues’
pension interests exceed the ‘Lifetime Allowance’ applicable at
that time
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Directors’
Report

The Directors have pleasure In presenting the Annual Report
and Accounts to the members of HBOS ple in respect of the
Group for the year ended 31 Decermber 2007

Principal Activities

HBOS pic Is the holding company of the HBOS Group The
principal activities of the Group are the provision of banking and
other financial services in the UK and overseas A list of the main
subsidiary undertakings, and the nature of each comparny's
business, 1s given In Note 18 to the Financial Staterents on
page 183

HBOS Group Reorganisation Act 2006

On 17 September 2007, the Group's four banking subsidianes
In the UK were consolidated into a single legat entity holding

a single banking scence On that date, the Governor and
Campany of the Bank of Scotland registered as a pulhic imited
company in the name of Bank ¢f Scotland plc and succeeded
to the business, assets and llabilities of Halfax ple, Caprtal Bank
ple and HBOS Treasury Services plc These changes, which
were authorised by the HBOS Group Reorganisation Act 2006,
cid not have any direct impact on HBOS plc

Business Review

The Companies Act 1985 requires the Directors’ Report to
include a Business Review of the HBOS Group gmving a fair
review of the business of the Group and a descnphion of the
prncipal nsks and uncertanties facing the Group

The Group’s development and performance during the year,
position at the year end and likely future prospects are reviewed
by the Chief Executive on pages 8 to 13 and In the Dwisional
Reviews on pages 15 to 88 Financial aspects are covered in the
Group Finance Director's Report on pages 69 to 84, followed by
the Risk Management report on pages 85 to 104 and Corporate
Responsibiity an pages 105 to 110 The information n each of
these sections, which fulfils the requirements of the Business
Review, 1s incorporated into thig Directors’ Report by reference

The Comporate Responsibility repert, on pages 105 to 110,
sets out the approach of the Group to key stakeholders In
discharging ther duties, the Directors have regard to the
Interests of these stakeholders as well as to any other factors
likely to impact on the success of the Company Consideration
of these matters Is fully integrated within the Board's decision
making processes
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The Group spends approximately £2bn per annum with external
suppliers (excluding rents and rates) HBOS recognises the
importance of suppliers as stakeholders m #s business and

the importance of ensuring that it bullds effective, competitive
relationships that add value for its customers and shareholders
A dedicated Procurement function operates within the Group
and provides oversight 1o the management of these key
relabonships, setting policy and ensuring that appropnate nsk
management processes are put in place m respect of contracts
anove certan financial thresholds

The Annual Report and Accounts, ncluding this Directors'
Report, have been prepared solely for the Company’s members
as a body To the extent permitted by law, the Comparty, its
Directors, employees, agents and adwvisers disclaim habihity
to any other persans in respect of information contaned in
the Anrual Report and Accounts By therr nature, statements
contaring nsks and uncertanties facing the Group, and

any other forward looking statements, Involve uncertainty,
since future events and circumstances can cause results
and developments to differ matenally from those anticipated
The forward looking statements reflect the knowledge and
information available at the date of preparation of the Annual
Report and Accounts and the Company undertakes no
obhgation to update these forward looking statements
Nothing mn the Annual Report and Accounts shall be
construed as a profit forecast

Results and Dividends

The Group profit atinbutable to shareholders for the year
ended 31 December 2007, as shown in the Consolidated
Incorme Statement, was £4,045m (2006 £3,879m) Anintenm
dvidend of 168 6 pence per ordinary share was paid on

8 October 2007 The Directors propose a final dvidend of

32 3 pence per crdinary share to be paid on 12 May 2008

to shareholders on the register on 14 March 2008, subject

to approval at the 2008 Annual General Meeting (AGM’)

Going Concern

The Directors are satisfied that the Group has adequate
resources to continue in business for the foreseeable future
and consequently the going concern basis continues to be
appropnate In preparing the accounts
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Directors
Detafis of the Group’s corporate governance practices are set
out In the Corporate Governance report on pages 114 to 121

Biographies of the current Directors are given on pages 112
and 113 and the appointments made dunng the year are
summansed below

Directors appointed dunng 2007

Director Date of appontment
Richard Cousins 1 March 2007
John E Mack 1 May 2007
Dan Watkins 5 September 2007
Philip Gore Randall 15 September 2007
Mike Ellis 25 September 2007

Sir Bnan Ivory and David Shearer stood down from the
Board at the AGM on 25 Apnt 2007, Benny Higgns stood
down on 10 August 2007 and Phil Hodkinson stood down
on 31 December 2007

Richard Cousins was elected at the 2007 AGM, the remaining
four new Directors will retire at the 2008 AGM and offer
themselves for election Dennis Stevenson, Karen Jones

and Colin Matthew will retire by rotation and resoluticns

for ther re election will be proposed at the 2008 AGM

Having completed two three year terms as a Non executive
Director of HBOS, Charles Dunstone will retirs at the
forthcoming AGM and waill not offer timself for re election

The Chaiman has endorsed the effectiveness and commitment
of all Directors standing for election or re electhon at the AGM,
and the Senor Independent Director has given a similar
endorsement In respect of the Charman’s re election

Particulars of the Directors' remuneration, interests in shares
and share options of the Company and service contracts are
given In the Report of the Board in relation to remuneration
pokcy and practice on pages 122 to 145

The powers of the Directors, along with provisions relating to
their appointment and replacement, are set out n the Articles of
Association and governed by UK company law Any alteration to
the Articles of Association must be approved by sharehciders
The specific authonties delegated to Executve Directors are set
out In the Board Gontrol Manual, which ts descnbed more fully
in the Corporate Governance report

The Company provides directors’ and officers’ hability
Insurance, giving appropnate cover for legal action brought
aganst its Directors, and has also agreed to ndemnify
Directors in circumstances where they are not considered to
be culpabte The indemnity, which 1s a qualfying third party
indemnity provision for the purpose of the Companies Act,
I1s for the benefit of all of the Company’s current Directors
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Employees
Information on the Group's colleague strategy 1s contained
within the Corporate Responsibility report on pages 105 to 110

The Group’s Total Reward strategy aligns colleagues’ reward
with persanal, dvsional and Group performance Colleagues
are encouraged to share in the success of the Company
through participation in sts award winning share plans Further
detalls of these plans are set cut on page 125 of the Report of
the Board in relation to remuneration policy and practice, and in
Note 37 to the Financial Statements on page 208 Voting nghts
attaching to shares held In trust under the terms of the share
plans can, In general, be exercised by employees

HBOS adopts a multt media approach when communicating
with its colleagues throughout the Group This principally
involves e mail, electronic and printed magazines, intranets,
business television and face to face communication

A Group wide electronic magazine, entitled HBOS Today,
15 used to update colleagues on key business news Itis
Issued as required (rather than on a set publishing cycle)
In 2007, 41 1ssues were published

Each day several topical news stories are placed on the
Company's Intranet site typically Inked to other pages or
sites for further nformation Television programmes are used,
for example, to announce the Group's annual and half year
results to colleagues

As well as Group wide communication, colleagues also receive
specific communications talored at disional level and are

kept informed of matters which concemn them as employees
Colleagues can access HBOS HR policies and joint agreements
with the recognised trade unions via the interal Intranet site

The wviews of HBOS colleaguas are sought on a regular
basis, most notably through an annual opinion survey
conducted by MORI and through regular consuitation with
the recogrised trade unions, ACCORD and Unite, with whom
the Company has entered nto a partnership agreement

The Company continues to support calleagues’ nghts to

join trade unions Around half of the current UK workforce
are union members and the Company 1s currently working

n partnership with the unions to INcrease this number
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Directors’ Report

continued

Movement through Treasury of ordinary shares of
25p each for the year ended 31 December 2007

Acquired by the Company and transferred into Treasury
Maximum held in Treasury at any tme in the year
Cancelled out of Treasury

HBOS 15 recognised by Jobcentre Plus as a 'two tick’ employer,
actively seeking applications for employrment from disabled
people and guaranteemg an interview where disabled applicants
meet the essential cntenia for the role being apphed for In the
avent of an existing colleague becoming disabled, HBOS works
with external specialists to ensure that all possible reasonable
adjustments are made to allow the colleagua to continug in

therr existing role 1, after making all possible adjustments, a
colleague 1s not able to continue in their current role, HBOS

will fook at suttable alternative roles withun the Group and
provide retraining accordingly Traning and career development
oppartunities are open to all colleagues including disabled
colleagues and Group policies are designed with inclusion of
disabled colleagues n mind

Diversity and incluston is an integral part of the business, with
active commitment from the very top of the orgarsation Andy
Hormby, Ghief Executive, charrs the Diversity Steenng Group
Membership of the Steenng Group is made up of a nunber of
executives from across the HBOS Group and its key purpose 1S
to provide strategic direction, challenge the Group’s businesses
and remove barmers to progress in relation to the diversity
strategy HBOS has a clear plan of achvity for the coming years
and has a ‘Diversity Commutment’ which clearly sets out what
colleagues can expect from HBOS

Chantable and Political Donations

Durng the year the Group made chartable donations in the

UK of £12 74m The majority of donations were made to the
HBOS Foundation, which provides grants to chanties to fund
Intiatives pnmarily refating to financial iteracy and money advice
In addition, all funds raised by colleagues, customers and
shareholders for the Million £ Challenge were matched by the
HBOS Foundation and went to the Briish Heart Foundation,
WRVS and the Family Holiday Asscciabion in partnership with
RINLI 1n addition, a total of £933,559 has been made avallable
to chanties as a result of their affinity to the Visa Chanty credit
cards offered by the Group The affinity cards are offered in
partnership with specific chanties such as Cancer Research UK,
the RSPCA and the SSPCA

it 1s HBOS policy not to make donations to political parties
or incur polical expenditure However the law in this area
1s extrerely broad in scope and could potentially capture
legiimate business actvities not I the ordinary sense
consdered to be potical donations or political expenditure
To avoid inadvertent infringement, at last year's AGM the
Board obtained shareholders' approval for the Company
to rmake donations to EU Poliical Organisations and/or

to ncur EU Political Expenditure up to defined limits
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Number as
Number  a% ofissued Aggregate
of shares share capital gt nominal value  Aggregate cost
{milicns) 3112 2007 £m £m
496 133% 124 5000
124 033% 31
500 134% 125

Between January and March 2007, one employee was
seconded part time for two days each week by HBOS plc
to the Cross Party Group on the Scottish Econemy ({CPG)
n the Scottish Parlament

The CPG 1s not a pottical party Howsver while an exemption
exists for ‘all party' groups composed of members of the
Westminster Houses of Parliament, there 15 no such specfic
exernption in respect of the Scottish Parllament

The Company s therefore disclosing a total amount of the
donations made to the CPG during the last financial year of
£2,296, representing the proportion of the employee’s salary
paid by the Company dunng his secondment, not a cash
donation This secondment arrangement came to an end In
March 2007

Payment Policy
For the forthcoming period the Graup's policy for the payment of
suppliers will be as follows

- Payment terms will be agreed at the start of the relationship
with the supplier and will only be changed by agreement,

- Standard payment terms to suppliers of goods and services
will be 30 days from the date of a correct Invoice that has
been received for satisfactory goods or services which have
been ordered and received unless other tenms are agreed In
a contract,

- Payment will be made in accordance with the agreed terms
ar n accordance with the law if no agreement has been
made, and

- Suppliers will be advised without delay when an invoice 1
contested and disputes will be settled as quickly as possible

HBOS ple complies with the Better Payment Practice Code
Information regarding this Code and its purpose can be
obtained from the Better Payment Practice Group's website
at www payontime co uk

The Company's main trachng subsidiary undertaking, Bank of
Scotland plc, had trade creditors outstanding at 31 December
2007 representing 20 days of purchases The Campany #self

owed no amounts to trade creditors at 31 December 2007
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Share Capital

Details of the structure of the Company's share capital as at the
year end, as well as movements In the authonsed and 1ssued
share capital during the year, are provided in Note 36

to the Financial Statements on page 207

Far the purposes of the Comparies Act 2006, as at 31
December 2007 the Gompany had 1ssued ordinary and
preference share capital of £1,533m, comprising £933m

(60 86%) n orchinary shares and £600m (39 14%) n preference
shares (for the purposes of this calculation, the norminal value
of certain preference shares denominated in US dollars has
been translated at the exchange rate prevaiing on 31 December
2007) Hoiders of ardinary shares enjoy the nghts accorded

to them under UK company law including the nght to recene
the Company's Annual Report and Accounts, to attend and
speak at general meetings, to appaint proxies and 1o exercise
voting nghts Holders of preference shares have limited voting
nghts and n general may only vote on a variation of class nghts,
on a resolution to wind up the Company or in the event of the
preference dmdend being unpaid Further details regarding the
nghts and obhgations attaching to share classes are contaned
in the Articles of Association, which can be accessed on the
Company's website

There are no restrictions on the transfer of shares, pnor
approval 1s not required from the Company nor from other
holders for such a fransfer No imitations are placed on the
holding of shares and no class of shares cames special nghts
with regard to the control of the Company No restnctions

are placed on voting nghts other than as outined above with
respect to preference shares The Company 1s not aware of
any agreements between shareholders that may restnct the
transfer of shares or exercise of voting nghts

The Company has the authonty to purchase up to 376,115,726
of its ordinary shares The authonty remains valid until the 2008
AGM or, if earlier, 25 July 2008 A resoluton to authonse the
purchase of up to 373,515,896 ordinary shares will be put to the
2008 AGM

Dunng the year the Company continued to manage its capital
position actively, which resulted in returning around £500m of
capital to shareholders through a share buyback programme
Detalls of the shares acquired by the Company during the year
are set out in the table on the previous page

Disclosable Interests

As at the date of this report there 1s a disclosable interest In

the voting nghts of the Company, as notified to the Company

in accordance with Chapter 5 of the UK Lishng Authonty’s
Disclosure & Transparency Rules, as shown in the table in the
next column Other than as shown, the Company 1S not aware
of any ordinary shareholder with an interest of 3% or more in the
wssued share capital of the Company

HBOSplc Annuat Report and Accounts 2007 149

Percentage
Number of 1Issued Naturg of
Disclosabla Interasts of shares share capital holding
Legal & General Group plc 182,637,709 4 890% Direct
and/or its subsickares 18,128,077 0 485% Indirect

Significant Agreements

In terms of the Companies Act 2008, the Company has not
identrfied any sigrificant agreements that take effect, alter

or terminate on a change of control of the Company The
Company is a party to certam non matenal agreements
{including, for example, Joint Venture agreements and trust
deeds relating to certan employee share plans) that do contain
change of control provisions in the event of the takeover of the
ultmate parent company but these are not considered to be
significant on an individual basis

Fimancial Instruments

The Group's financial nsk management objectives and policies,
including its governance framework and approach to the
management of key nsks including credit nisk, market nisk and
liquidity nisk, are outined In the Risk Management report on
pages 85 to 104

Properties

The Directors are of the opinion that the current market value
of the Group’'s properties 1s not significantly different from the
amount at which they are included in the balance sheet

Auditors

A resolution to re appoint KPMG Audit Pic as auditors will be

put to shareholders at the 2008 AGM The directors who held
office at the date of approval of this Directors’ Report confirm

that, so far as they are each aware

— there I1s no relevant audit information (as defined by section
2347 A of the Companies Act 1985) of which the Company’s
Audrtors are unaware, and

- each Director has taken all the steps that they ought to have
taken as a Drector to make themsetves aware of any relevant
audt information and to establish that the Company’s auditors
are aware of that information

On behalf of the Board

CE?’—’_’

Harry F Baines
Company Secretary & Group Counsel
26 February 2008
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Statement of Directors’ responsibilities in respect
of the Annual Report and the financial statements

The Directors are responsible for prepanng the Annual Report
and the Group and parent Company financial statements
In accordance with applicable law and regulations

Company law requires the Directors to prepare Group and
parent Company financial statements for each financial
year Under that law they are required to prepare the Group
financial statements in accordance with International
Financial Reporting Standards (IFRSs’) as adopted by the
£U and applicable law and have elected to prepare the
parent Company financial statements on the same basis

The Group and parent Company financial statements

are requared by law and IFRSs as adopted by the EU to
present farly the financial position of the Group and the
parent Comparny and the performance for that penod,
the Companies Act 1985 provides in relation to such
financial statements that references in the retevant part of
that Act to financial staternents giving a true and farr view
are references to their achieving a farr presentation

in preparing each of the Group and parent Gompany financial
statements, the Directors are required to

— select sutable accounting policies and then apply them
congistently,

- make judgements and estimates that are reasonable and
prudent,

- state whether they have been prepared in accordance with
IFRSs as adopted by the EU, and

- prepare the financial statements on the going concern basis
unless it Is inappropnate to presums that the Group and the

parent Comparty will continue in business

The Directors are responsible for keeping proper accounting
records that disclose with reasonable accuracy at any time the
financial position of the parent Company and enable therm 1o
ensure that 1its financial statements comply with the Companies
Act 1985 They have general responsibility for taking such steps
as are reasonably open to them to safeguard the assets of the
Group and to prevent and detect fraud and other rregulanties

Under applicable law and regulations, the Directors are also
responsible for prepanng a Dectors’ Report, a Directors’
Remuneration Report and a Corporate Governance Statement
that comply with that law and those regulations

The Directors are responsibie for the mantenance and
integnty of the corporate and financial nformation included
on the Company's website Legistation in the UK goveming
the preparation and dissemination of financial statements
may differ from legislation in other junsdictions
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We have audited the Consalidated and Parent Company
financsal statements fthe 'financial statements’) of HBOS ple
for the year ended 31 December 2007 which comprise the
Consolidatad Income Siatement, the Consalidated and Parent
Company Balance Sheets, the Consolidated ang Parent
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to state to them in an auditor's report and for no other purpose

Tu the fullest extent permitted by law, we do not dccept or
assume respansibility to anyone other than the Company and

the Company’s memkbers as a body, for our audtt work, for this
repart, or for the epnions we have formed
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information givenin the Drectors Report inclﬁdesthai spgzcﬁ% g
wriformation presentad in the Annual Report that is cross referred
from the Business Review section of the Directors’ Report

In additon we report to you if, in our opmnion, the Company has
not kept proper accounting records, if we have not receved all

the nformation and explanalions we require for our audit, or
information specified by taw regarding drectors’ remuneration

and other fransactions 15 not disclosed »
We review whether the Corporate Govémance Statement
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We read the other information contained in the Annual
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or matenaf mgonsistencies vith the financial staten.ents Cur
responaibities do not extend 1o any other information,
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Consolidated Income Statement
For the year ended 31 December 2007

Interest income
Interest expense
Net interest iIncome
Fees and commission income
Fees and commission expense
Net earned premiums on INSurance contracts
Net trading ncome
Change n value of n force long term assurance business
Net investment ncome related to insurance and investment business
Other operating Income
Net operating income (continuing operations)
Change in investment contract liabilities
Net claims ncurred on Insurance contracts
Net change in insurance contract habiities
Change in unallocated surplus
Administrative expenses
Depreciation and amortisatton
Intangible assets other than goodwill
Property and equipment
Cperating lease assets

Goodwill impairment

Operating expenses

Imparment losses on loans and advances
imparment fcsses on Nvestment secunties
Operating profit [continuing operations)
Share of profits of jointly controlled entties
Share of profits of asscciates

Non operatng ncome

Profit before taxation

Tax on profit

Profit after taxation

Profit of disposal group

Profit for the year

Attributable to.
Parent company shareholders
Minonty interests

Basic earnings per ordinary share
Continuing operations

Disposal group

Tota

Diluted earnings per ordinary share
Continuing operations

Dispasal group

Total

Notes

28

19
20
22
19

15

17

O O M

10

2007
£m

35,012
{27,708)
7,304
2,378
(1,118)
5,616
178

16
4,613
2,304
21,291
{2,538)
{2,052)
2,244
50
(4,979)

(193)
(2249)
(985)

{1,402)
{5)
{14,070)
(2,012)
(60}
5,149
234

o
5,474
{1,365)
4,109
4
4,113

4,045
€8
4,113

106 2p

106 2p

105 5p

105 5p

2008
£m

26,742
{19,342)
7400
2,175
(1,012}
5,648
292
282
6,445
1,484
22,714
(2,910)
(2,328)
(3.894)
{569)
(4,623)

(161)
219)
812)

(1192)
55)
(15,571)
(1,742)
(71)
5,330
12
14
250
5706
4,772)
3,934
5
3,939

3,879
60
3,939

100 Sp
01p
100 6p

994p
01p
99 5p

1
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Consolidated Balance Sheet

As at 31 December 2007

Assets

Cash and balances at central banks
fterns i course of collection
Financial assets held for trading
Disposal group assets held for sale
Denvative assets

Loans and advances to banks
Loans and advances to customers
Investment sacurties

Interests in joinity controlled entities
Interests in associates

Goodwil and other mangible assets
Property and equipment
Investment properties

Operating lease assets

Deferred costs

Value of In force long term assurance business

Other assets
Prepayments and accrued income
Total Assets

Liabiities

Deposits by banks

Customer accounts

Financial labiliies held for trading
Drsposal group kabibties held for sale
Denvative iiabiiies

Naotes in Gireulation

Insurance contract habilbes
Investment contract labilities
Unaltocated surpius

Net post retirement benefit iabiltes
Current tax iabilities

Deferred tax lhabilties

Other labilities

Accruals and deferred income
Provisions

Debt securities in 1ssue

Other borrowed funds

Total Liabilities

Naotas

1
12
13

16
17
17
19
20
21
22
23
24
25

il
12
13

26
27
28
29

at
a2

a3
34
35

2007
£m

2,572
945
54,681

14,141
8,056
430,007
128,398
836

149
2,790
1,494
4,731
4,643
1,101
3,184
7,468
1,751
666,947

41,513
243,221
22,705

12,311
881
26,864
52,828
1,493
347

370
2,530
5,072
3,630
175
206,520
24,253
644,713

2008
£m

1,966
880
49,139
1,388
8,612
11,503
376,808
117,033
420

181
2,689
1,573
5,010
4,681
853
3,104
4,671
1,214
53,813

30,557
211,857
22,334
900
10,755
857
24,977
49,486
1,543
912

79
2,591
7171
3,071
201
183,650
18,692
570,642
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Consolidated Statement of
Recognised Income and Expense
For the year ended 31 December 2007

Net actuanal gain from defined benefit plans (net of tax)
Foreign exchange translation
Avalable for sale investiments
Net change in faur value (net of tax)
Net gains transferred to the Income statement {net of tax)
Cash flow hedges
Effectve portion of changes n fair value taken to equity {net of tax)
Net (gans)/losses transterred to the mcome statement (net of tax)
Revaluation of exising net assets upon acquisition of jointly controfled entity
Net {expense)/income recognised directly in equity
Profit for the year
Total recognised ncome and expense
Attnbutable to
Parent company shareholders
Minority interests

Consolidated Cash Flow Statement
For the year ended 31 December 2007

Profit before taxaton

Admstments for

Imparment losses on loans and advances
Depreciation and amortisation

Goodwill impairment

Interest on cther berrowed funds

Pension charge for defined benefit schermes
Cash contribution to defined benefit schemes
Exchange differences

Movement In denvatives held for trading
Other non cash tems

Net change in operating assets

Net change in operating labiities

Net cash flows from operating activiies before tax
Income taxes paid

Cash flows from operating activities
Cash flows from investing activiies

Cash flows from financing actvities

Net decreasa in cash and cash equivalents
Opening cash and cash equivalents

Closing cash and cash equivalents

Analysis of Cash and Cash Equivalents

Cash and balances at central banks repayable on demand
Loans and advances to banks with an ongnal matunity of less than three months
Closing cash and cash equivalents

2007
£m

32

(333)
(184}

(216)
(292)

711)
4113
3,402

3,334

3,402

2007
£m

5474

2,012
1,402
5
1,229
146
(295)
(769)
(1,487}
45
(78,863)
68,470
{2,631)
(895}
{3,526)
(289)
298
(3,517)
8,191
4674

2007
£m

1,061
3,613
4,674

2006
£m

163
(23)

190
ar)

209
86
(15)

439

3,839
4,378

4,318
B0
4,378

2008
£m

5,706

1,742
1392
55
1,157
164
{860)
3457
4,081
(902)
(6%,268)
44743
(1,033)
@91)
2,024
(1,643)
(2,106)
6.773)
13,864
8,191

2008
£m

663
7.528
8191
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Investing Activities

Sale of other intangible assets

Purchase of other intangible assets

Sale of property and equipment

Purchase of property and equipment

Sale of Investment properies

Investment in subsidianes

Disposal of subsidianes

investment In jointly controlled entities and associates
Disposal of jointly controlled entities and associates
Dvicdends receved from jointly controlled entities
Dividends receved from associates

Cash flows from investing activities

Financing Activities

Issue of shares

Orchinary share buyback ncluding costs

Purchase of cwn shares

Disposal of own shares

issue of other borrowed funds

Repayments of other borrowed funds

Interest on other borrowed funds relating to the servicing of finance
Minorty interast acguired

Minority interest disposed

Equity dvidends pad

Dwviderds pad to minarity shareholders in subsidianes
Cagh flows from financing activities

HBOSplc Annual Report and Accounts 2007

2007
£m

31
(249)
182
(307}

58
(41)
15
(396)
176
132
10
{289)

2007
£m

148
(500)
(212)

35
4,742
{928)
{1,199)

{1,747)
{39
298

2006
£m

27
(194)
60
{280)
2
{1,241)
87
(202)
29

57

12
(1.643)

2006
£m

548
(082)
(99)
52
1,571
777)
(1.163)
287
{B0)
(1,501
(@2)
(2.106)

157
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Company Cash Flow Statement
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For the year ended 31 December 2007

Profit before taxation

Adjustments for

Dwvidends receved

Interest on other borrowed funds

Pension charge for defined benefit schemes

Cash contnbution to defined benefit schemes

Cther non cash items

Net change in operating assets

Net change in operating labihtes

Net cash flows from operating activities before tax
Income taxes receved

Cash flows from operating activities

Cash fiows from investing actvities

Cash flows from firancing actmties

Net (decrease)/increase in cash and cash equivalents
Opening cash and cash egquivalents

Closing cash and cash equivalents

Analysis of Cash and Cash Equivalents

Amounts owed by Group entities with an onginal maturtty of less than three months
Closing cash and cash equivalents

Investing Activities

Investment in subsidianes

Advances to Group entities

Sale of investrment securties

Dividends recewed

Cash flows from nvesting activities

Financing Activities

Issue of shares

Ordinary share buyback including costs

'ssue of other borrowed funds

Equity dvidends pard

Interest on other borrowed funds refating to servicing of finance
Purchase of own shares

Cash flows from financing activities

2007
Em

1,652

(2,013)
776
1kh)]
{108)

9
(738)
4,309
3,879
29
3,908
(3,822)
{169}
(83)
1,260
1177

2007
Em

1,177
1,177

2007
£m

(2,480
{3,365)
10
2,013
(3,822)

2007
£m

146
{500}
2,746
(1,747)
(752)
(62)
(169)

2006
£m

2664

(2,790}
626
(24)
(685)

(5.467)
7,883
2,208
41
2,249
(124}
{1,365)
760
500
1260

2006
£m

1,260
1,260

2006
£m

2,077)
(846)

2,790
{124

2006
£m

548
(982)
1,255
{1501}
(B26)
{59)
(1,365)

1
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Notes to the
Financial Statements

Accounting Policies

Financial Statements

The financial statements of HBOS plc compnse the Consolidated
Income Staterment and the Consolidated and Company Balance
Sheets, Cash Flow Statements and Statements of Recognised
Income and Expense together with the related Notes to the
Accounts The notes include information contaned in the
Business Review on pages 21 0 22, 29 to 30, 47, 48, 53, 56,

76, 77, 89 to 102 and 103 that are cross referenced nto the
financial statements These disclosures are required under

IAS 1 ‘Presentation of Financial Statements’ relating to the
managernent of caprtal and under IFRS 4 ‘Insurance Contracts’
and IFRS 7 ‘Financial Instruments Disclosures’ relating to the
nature of nsks and ther management These disclosures form
an integral part of the financial statements and are prefaced as
such on the respective pages

Statement of Comphance

The financial statements have been prepared In accordance
with Intermational Financial Reporting Standards (IFRS') and
Interpretations rssued by the International Financial Reporting
Interpretations Committee (IFRIC") as adopted by the European
Unicn The Group has not utiised the “carve out” provisions in
respect of full farr value and portfolio hedging of core deposits In
|AS 39 ‘Financial Instruments Recogrition and Measursment’
as adopted by the European Union and consequently, the
financial statements comply with International Financial
Reporting Standards The standards applied by the Group

and Company are those endorsed by the European Union and
effective at the date the financial statements are approved by
the Board

The financial statements also comply with the relevant provisions
of Part VIl of the Companies Act 1985, as amended by the
Comparies Act 1985 (Internatonal Accounttng Standards and
Other Accounting Amendments) Regulations 2004 Additionally
the Group has applied Financial Reporting Standard 27 'Life
Assurance' 1ssued by the UK Accounting Standards Board

as appropnate

Basis of Preparation

The financial statements have been prepared under the historical
cost basis, except that the following assets and liabilities are
stated at therr far values denvatives, financial instruments held
far trading, financial nstruments designated at far value through
the mcome statement, financial nstruments classified as
avalable for sale and investment properties In addition
Insurance contracts, Investment contracts with discretionary
participation features and value of in force long term assurance
business Included N the insurance and INvestment business are
prepared on the basis set out In the applicable accounting policy

IFRS Apphed in 2007

The following IFRS standards and IFRIC interpretations

have been applied in 2007 IFRS 7 ‘Financial Instruments
Disclosures’, the amendment to 1AS 1 ‘Presentation of
Fmancial Statements’ on capital disclosure, IFRIC 7 ‘Applying
the Restatement Approach under IAS 29 Financial Reporting
in Hypennflatonary Economies’, IFRIC 8 ‘Scape of IFRS 2
Share based Payrment’, IFRIC @ ‘Reassessment of Embedded
Denvatives' and IFRIC 10 ‘Intenm Financial Reporting and
Imparment” There 1s no matenal financial iImpact ansing
from the application of these standards and interpretations
The financial statements have been updated to include new
disclosures ansing from these standards and interpretations

www hbosplc com

IFRS Not Yet Applied

The following standards and interpretations have been adopted
by the European Union but are not effective for the year ended
31 December 2007 and have not been apphed in prepanng the
financial statements

IFRS 8 ‘Operating Segments’ which 1s applicable for periods
commencing on or after 1 January 2009 The application

of this standard i 2007 would not have had any financial
impact Dunng 2008 the Group will be assessing the standard
against Its business model and the disclosures will be revised
accordingly in the 2008 financial statements

IFRIC 11 'Group and Treasury Share Transactions’ which is
effective for penods commencing on or after 1 March 2007 The
application of this Interpretation in 2007 would not have affected
the Group consolidated financial statements because the
Interpretation deals with accounting for share based payments
at subsiciary level At Company level no matenal adjustrent
arises since these costs are already recharged

The following standards and interpretations have not yet been
adopted by the European Union, are not effective for the

year ended 31 December 2007 and have not been applied

in prepanng the financial statements Where appropriate
disclosures will be revised in the financral statements in the year
in which the standard or interpretation becomes applicable

IAS 1 ‘Presentation of Financial Statements’ which is effective
for penods commencing on or after 1 January 2009 The
application of this revised standard in 2007 would not have had
any financial mpact on the financial statements It wilbmpact the
presentation and format of the pnmary statements and notes
and these disclosures will be revised accordingly In the 2009
financial staternents

Revised IAS 23 'Borrowing Costs’ which 1s applicable to
borrowing costs related to qualifying assets for which the
commencement date for capitalisation 13 on or after 1 January
2009 The application of this revised standard in 2007 would not
have had a material Impact on the financial statements

IFRIC 12 ‘Service Concession Arrangements’ which 1s effective
for perods commencing on or after 1 January 2008 The
application of this Interpretation In 2007 would not have had a
matenal impact on the financial statements

IFRIC 13 ‘Customer Loyalty Programmes’ winch is effective for
perods commencing on o after 1 July 2008 The application of
this Interpretation n 2007 would not have had a matenal mpact
on the financial statements

IFRIC 14 ‘Defined Benefit Assets and Minsmum Funding
Requirements’ which 1s effective for penods commencing on
or after 1 January 2008 The application of this interpretation
in 2007 would not have affected the financial statements given
the financial position, funding profile, matunty and rules of the
Group's defined benefit schemes

The following standards have been 1ssued dunng 2008, have
not been endorsed by the European Union, are not effective for
the year ended 31 December 2007 and have not been applied
In prepanng the financial statements

IFRS 2 ‘Share based Payments’ amendment on “Vesting
Conditions and Cancellatons' which is effective for pericds
commencing on or after 1 January 2009
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Revised IFRS 3 ‘Business Combinations (2008} and Revised
IAS 27 ‘Consoldated and Separate Financial Statements {2008y
are effective for penods commencing on or after 1 July 2009

Amendments to IAS 32 ‘Financial Instruments Presentation’
and IAS 1 'Presentation of Financial Statements’ — Puttable
Financral Instruments and Obligations Ansing on Liquidation are
effactive for periods commencing on or after 1 January 2009

The Group has been monitonng the progress of these revised
standards through the discussion papers and exposure drafts
issued and will assess therr impact on the financial statements
of the Group during 2008

The accounting pelictes below have been consistently applied
to all penods presented In these financial statements Certan
comparative amounts have been reclassified to conform to the
current year’'s presentation

Basis of Consolidation

The conschidated financial statements include the results of the
Company and its subsidiary undertakings, together with the
Group's Interests in associates and jontly controlled entities

The financial statements of entitles controlled by the Group are
consolidated in the Group financial statements commencing
on the date control 1s obtaned unitl the date control ceases
Control 1s defined as being where the Group has power, directly
or indirectly, to govem the financial and operating policies

of such entities so as to obtain benefits from its actvities

In assessing control, potential voting nghts that presently

are exercisable or convertible are taken into account When
assessing whether or not a special purpose entity (‘SPE’) that
has been sponsored by the Group should be consclidated

or not, the Group considers the indicators of controf that are
included in the Standing Interpretations Committee ('SIC’)
Intarpretation 12 ‘Consolidation — Special Purpose Entities’
and If these are met the SPE 1s included in the consolidation

All ntra group balances, transactions, Income and expenses are
elirminated on consolidation

Recogrition and Derecognition of Financial Assets and
Liabilities

The Group recognises loans and advances to customers and
banks, deposits by banks, customer accounts, debt secunties
i 1ssue, other borrowed funds and other financial assets and
llabiities upon ongination

The Group derecogrises a financial asset when the contractual
nights to the cash flows from the asset exprre or it transfers the
night to receive the contractual cash flows on the financial asset
In a transaction in which substantially all the nsks and rewards of
ownership of the financial asset are transferred Any interest In
the transferred financial asset that I1s created or retained by the
Group 1 recagnised as a separate asset

The Group derecognises a financial llablity when its contractual
obligations are discharged or cancelled or expire

Dernvatives

Dervatives are measured at fair value and imbally recognised on
the date the contract 1s entered into Where the fair value of a
denvative 1$ positive, it 1s carmed as a denvative asset and where
negative as a dervative labiity The gan or loss from changes
In far value 1s taken to net trading income, except for INterest
from denvatives used for econormic hedging purposes that do
not qualify for hedge accounting treatment which s taken to net
interest ncome, INsurance and investment related denvatives
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which are taken to net Investrment income related to insurance
and investment business or when cash flow hedge accountng
1s employed

Hedge accounting allows one finanoal nstrument, generally

a derivative such as a swap, to be designated as a hedge of
another financial instrument such as a loan or depasit or a
portfolio of the same At nception of the hedge relationship
formal documentation 1s drawn up specifying the hedging
strategy, the component transactions and the methodology that
will be used to measure sffectveness

Monitoring of hedge effectiveness 18 undertaken continually

A hedge 1s regarded as effective f the change in far value or
cash flows of the hedge instrument and the hedged item are
negatively correlated within a range of 80% 1o 125%, either for
the penod since effectiveness was last tested or cumulatively
since Inception

The Group uses three hedge accounting methods

Firstly, fair value hedge accounting offsets the change in the fair
value of the hedging instrument against the change in the far
value of the hedged tem in respect of the nsk being hedged
The hedged ttem 15 adjusted for the farr value of the nisk being
hedged irespective of its financial Instrument classification
These changes in far value are recognised N the income
staternent through net trading ncome  Adjustments made to the
carmying amount of the hedged item for farr value hedges will be
amortised on an sffective interest rate basis over the remaining
expected Iife in ine with the presentation of the underlyng
hedged tem If the hedge 15 highly effective the net impact on
the Income staternent 1S minimised

Secondly, cash flow hedge accounting matches the cash

flows of hedged tems aganst the corresponding cash flow of
the hedging denvative The effective part of any gain or loss

on a hedging nstrument 1s recognised directly In equity in the
cash flow hedge reserve and the hedged tem 18 accounted

for in accordance with the policy for that financial Instrument
Any ineffective partion of the hedging instrument’s fair value is
recognised Immediately in the iIncome statement through net
trading income The amount deferred in reserves remains until
the designated transaction occurs at which tme it is released
and accounted for in the income statement in ine with the
treatment of the hedged tem Where the hedge relationship
subsequently proves ineffective, or where the hedged item 1S
settied early or 1s teyminated, the asscciated gains and losses
that were recognised directly In reserves are reclassified 1o

the ncome statement through net trading income Where the
hedging iInstrument expires or 1s terminated before the forecast
transachon occurs, the associated gans and losses recognised
In reserves remain deferred until the forecast transaction occurs

Thirdlly, hedging of net investments i foreign cperations is
discussed within the foreign currencies accounting policy

A denvative may be embedded in another financial
instrument, known as the host contract Where the ecanomic
charactenstics and nsks of an embedded dertvative are not
closely related to those of the host contract, the embedded
denvative Is separated from the host and held separately on
the balance sheet at far value, except for those instruments
that have heen designated at farr value through the Income
statement, where the denvative 1s not separated from the host
nstrument Changes m far value are taken to the Income
statement through net trading income, and the host contract
1s accounted for in accardance with the policy for that class of
financial instrument
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Notes to the Financial Statements

continued

\f quoted or market values are not avallable then denvative
farr values are determined using valuation techniques that
are consistent with techniques commanty used by market
participants to price these instruments  These techniques
include discounted cash flow analysis and other pricing
models The farr values calculated from these models are
regularly compared with prices obtained in actual market
transactions to ensure reliability In all matenal instances
these techniques use cnly observable market data

Loans and Advances

Loans and advances heid for trading principally consist of
reverse repurchase agreements, are carried af far value and are
classified as financial assets held for trading Gains, losses and
related ncome are taken to net trading income as they anse

All other loans and advances are classified as loans and
recenvables They are intially recognised at the draw

down date at the far value on the commutment date plus
directly attnbutable incremental transaction costs They are
subsequently carmed at amortised cost using the effective
interest method less provision for impaiment

The farr value of loans and advances to customers I1s measured
at the commitment date and calculated by discounting
anticipated cash flows, Including Interest, at a current

market rate of Interest The far value of fioating rate loans

and advances and overmight deposits 1s considered by the
Group to be equal to the carrying value as these loans and
advances are accounted for at current interest rates and
credit nsk 1s assessed in the impairment review The fair value
of fixed interest bearing accounts 1s based on cash flows
discourtted using current money market interest rates for
debts with similar maturity and credit nsk charactenstics

Loans and advances that are performing in accordance
with the underlying contract are classified as naither past
due nor mpaed If a customer falls to make a payment
that 1s contractually due the loan 1s classified as past due
If subsequently all contractually due payments are made
the loan reverts 1o 1ts nerther past due nor mparred status

The Group assesses imparment individually for financial assets
that are significant and indwvidually or collectively for assets that
are not sigmficant The estimation involved in these impairment
assessments I1s considered a cnhical accounting estimate

Indnvdual impairment 1s iIdentified at a counterparty specific level
following objective evidence that a financial asset 1s impaired
This may be after an interest or pnncipal payment 1s missed,
when a bardang covenant is breached or when the counterparty
s expenencing significant financial difficulties including cash
flow problems Objective evidence may also arnse from wider
economic and financial market indicators including factors that
pertain to a particular industry sector or local economy The
present value of estmated cash flows recoverable i1s determined
after taking into account any secunty held The amount of any
impairment 1s calculated by comparing the present value of the
cash flows discounted at the loan’s onginal effective interest rate
with the carrying value If mparred, the carrying value 1s adjusted
and the difference charged to the income statement

The wniten down value of the impaired loan 1s compounded
back to the net realisable balance over time using the onginal
effective Interest rate This 1s reported through interest ncome
in the incoms statement and represents the unwinding of

the discount

Awrite off 1s made when all or part of a clam 15 deemed
uncollectable or forgiven Write offs are charged aganst
previously established provisions for impairment or directly
to the Income statement

In circumstances where an asset has been indwvidually assessed
for imparment and no objective evidence of mparment exists,
then it will be subject to a collective assessment

Collective mparrment 1s dentfied for groups of assets that share
similar nsk charactenstics Collective Impairment (s assessed
using a methodology based on existing nsk condiions or events
that have a strong correlation with a tendency to default

Loans and advances that are subject to collective impairment
provisioning are deemed to be impaired loans where Interest or
capital payments are past due by more than three months

Loans and advances that are past due or impared may have
the terms and condions renegotiated Loans and advances
are classified as renegotiated if they fulfill the definiion of a
troubled debt restructurnng When the renegotiated contract
becomes effective, the loan 1s subsequently classified as past
due, imparred or neither past due nor Impaired according to
its performance under the renegotiated terms

Loans and advances to customers include advances that

are subject to non returnabie finance arrangements following
secuntisation of portfolios of mortgages and other advances
The principal benefits of these advances are acquired by special
pUrpose secuntisabon entities that fund thewr purchase primanly
through the 1ssue of debt secunties In 1Issue

Syndications

Syndication actnty 1s undertaken as part of the Group's credit
nisk management strategy The Group considers that loan
commitments and subsequent draw down form one contract
The loan 1s recogrised at the date of the draw down and initial
far value 1s measured at the commitment date Loans pending
syndication are classified as loans and recenvables and
deracogrised upon sell dawn when the risks and rewards are
transferred to a third party

Finance Leases and Operating Leases

Assets leased to customers that transfer substantially all the
risks and rewards incidental to cwnership to the customer are
classified as finance leases Together with nstalment credit
agreements, they are recarded at an amount equal to the net
investment in the lease, less any provisions for Imparment,
within Joans and advances to customers

The difference between the gross recevable and the present
value of the recenable 1s recognised as unearned finance
income Lease income 18 recognised over the term of the lease
using the net nvestment method, which reflects a constant
periodic rate of return on the net investment

All other assets leased to customiers are classified as operating
leases These assets are separately disclosed in the balance
sheet and are recorded at cost less accumulated depreciation,
which 1s calculated on a straight line basis Operating lease
rentals are recogrised In operating income on a straght ine
basis over the lease term Operating lease assets are reviewed
for mpairment when there 1s an indication of impairment

Investment Secunties
Investment secunties held for trading are classified as financial

assets held for trading and are camed at far value Gans,
losses and related Income are taken to net trading income as
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they anse Investment sscunties designated at far value through
the ncome statement are camed at far value Gains, losses
and related income are taken to other operating Income as

they anse, except for those related to insurance and investment
business which are taken to net investment income related 1o
insurance and nvestment business

Debt secunties other than those held for trading or designated
at farr value and for which there is no active market at inception
are classified as loans and receivables They are initially
recognised at farr value plus directly related incremental
transaction costs and are subsequently camed on the balance
sheet at amortised cost using the effective Interest rate method
less provision for imparment

All other investrment securties are classified as available for

sale They are inmally recognised at far value plus directly
related incremental transaction costs and are subsequently
carmed on the balance sheet at far value Unrealised gains or
losses anse from changes in the far values and are recognised
directly In equity in the avallable for sale reserve, except for
impairment losses or foreign exchange gains or losses retated
to debt secunties, which are recognised immediately I the
income statement N iMpainment on nvestment secunties or
other operating income respectively Income on debt secunties
1s recognised on an effective Interest rate basis and taken to
interest ncome through the income statement Income from
equity shares is credited to other operating income, with Income
on listed equity shares being credited on the ex dividend date
and income on unlisted equity shares being credited onan
equivalent basis On sale or matunty, previously unrealised gans
and losses are recognised in other operating INncome

Impairment losses on available for sale equity Instruments are
not reversed through the income statement Any InCrease In

the fair value of an available for sale equity mstrument after an
imparrment kass has been recognised 1s treated as a revaluation
and recognised directly In equity Anmpairment loss on an
avallable for sale debt nstrument 1s reversed through the
income statement, if there 1s ewidence that the increase in far
value 1s due to an event that occurred after the impairment foss
was recognised

The farr value of investment secunties trading in active markets
Is based on market prices or broker/dealer valuations Where
quoted prices on INstruments are not readily and regularty
avallable from a recognised broker, dealer or pricing service,

or avallable prices do not represent regular transactions n the
market, the farr value 1s estimated These estimates use quoted
market prices for secunties with similar credit, maturity and
yield charactenstics or similar valuation models Asset backed
securities (‘ABS'} not traded in an active market are valued using
valugtion models that include non market observable INputs
These models use observed issuance pnces, benchmarking
methodology and modelled market correlations For each asset
class within the portfolio, the implied spread armved at by using
this methodology I1s applied to the secunties within that asset
class Additional assessments are then made for possible
detenoration n credit nsk for each ndmvidual secunty

The Group uses settlement date accounting when recording the
purchase and sale of mvestment secunties, with the exception
of those held for trading for which trade date accounting is used

Jointly Controlled Entities and Associates
Jointly controlled entities are entiies over which the Group has
jomt control under a contractual arrangement with other parties
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Assaciates are entrties over which the Group has aignificant
influence, but not contral over the financial and operating
policies Sigruficant influence s the power to participate in the
financial and operating policy decisions of the entity but 1s not
control over those policies

The attnbutable shares of resuits of associates and jointly
controlled entities, generally based on audited accounts,
are included in the consolidated financial statements using
the equity method of accountng The share of any losses 1S
restnicted to a level that reflects an obhigation to fund such
losses

Goodwill

The excess of the cost of a business combination over the
interest in the net fair value of the identfiable assets, labilities
and contingent kabilites at the date of acquisition of a business
Is capitalised as goadwill The goodwill 1s allocated to the

cash generating units or groups of cash generating units that
are expected to benefit from the acquisitions concerned In
most cases, the cash generating uruts represent the business
acquired

After iniral recognition, goodwill 1s measured at cost less any
accumulated impairment losses Cash generating units to which
goodwill1s allocated are subject to a semi annual Impairment
review at 31 March and 30 September and whenever there 1s

an ndication that the umit may be imparred, by comparng the
value In use with the carrying value When this indicates that

the carrying value of goodwil 1s not recoverable, it 1s irrevocably
written down through the income statement by the amount of
any impawed loss identified Further details of the calculation are
given In the critical accounting estimates and in Note 19 IFRS 3
‘Business Combinations’ has not been applied retrospectvely to
business combmations that occurred before 1 January 2004

Software

Costs associated with the development of software for internal
use, subject to de minymis limits, are capitalised if the software
1s technically feasible and the Group has both the intent and
sufficient resources to complete the development Costs are
only capitalised If the asset can be rediably measured and will
generate future economic benefits to the Group erther through
sale or use

Only costs that are directly attnbutable to bnnging the asset into
working condition for its ntended use are capitalised These
costs iInclude all directly attnbutable costs necessary to create,
produce and prepare the asset to be capable of operating

In a manner intended by management Other development
expenditure 1s recognised n the income statement as an
expense as Incurred

Capitalised development expenditure and purchased software
15 stated at cost less accumulated amortisation and Impairment
losses Once the software 1s ready for use, the capitahsed
costs are amortised over ther expected hves, generally four
years Caprtahsed software Is assessed for impament where
there 1s an indication of mpawrment Where imparrment exists,
the carrying amount of the asset s reduced to its recoverable
amount and the imparment loss recognised in the ncome
statement The amortisation charge far the asset 1s then
adjusted to reflect the asset's revised carrying amount

Subsequent expenditure 1s anly capitalised when it Increases
the future economic benefits embodied In the specific asset to
which it relates
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Notes to the Financial Statements

continued

Purchased Value of In Force Investment Contracts

The Group's contractual nghts to benefits from providing
Investment management services In relation to Investment
contracts acquired in business combinations and portfolio
transfers are measured at far vatug at the time of acquisition
The resulting asset 1s referred to as purchased valus of In
force Imvestment contracts (PVIF’) and 1s amortised over the
estmated Ives of the contracts on a systematic basis At each
reporting date an assessment 1s made to determine if there

15 any iIndication of mparment Where mparrment exists, the
carrying amount of the asset Is reduced to Its recoverable
amount and the imparrment loss recognised in the ncome
statement The amortisation charge 1s then adjusted to reflect
the revised carrying amount

Property and Equipment
Property and equipment is stated at cost less accumulated
depreciation and mparment losses

Freehold land 1s not depreciated Freehold and leasehold
property, other than freehold nvestrment properties, 1 stated at
cost and depreciated over fifty years or the length of the lease
term if shorter Improvements to leasehold properties are stated
at cost and are depreciated In equal Instalments over the lesser
of the remaining life of the lease or eight years Premiums are
amortsed over the penod of the lease

The cost of equipment, which includes fixtures and fitings,
vehicles and computer hardware, less estimated residual value,
1s written off In equal Instalments over the expected lives of the
assets, generally between three and eight years

Subsequent costs are included in the asset's carrying

amount, onty when 1t 1s probable that future econormic benefits
associated with the tem will flow to the Group and the cost of
the item can be measured relably

Property and equipment 1s assessed for impaiment where
there 1s an indication of impaiment Where impainment exists,
the carrying amount of the asset 1s reduced to s recoverable
amourit and the impaimment loss recognised in the ncome
statement The depreciation charge for the asset is then
adjusted to reflect the asset’s revised carrying amoint

Investment Properties

Investment properties, which are defined as properties held
either to eam rental income or for capital appreciation or bath,
are mitially recognised at cost and are far valued annually

Any gains or tosses ansing from a change in the: fair value are
recognised In the iIncome statement in the penod that they
occur through other operating 1Income, except for those relating
to nsurance and investment business, which are taken through
net nvestment income related to nsurance and investment
business Investment properties are not depreciated

Investments in Subsidiaries

Investrments In subsidianes are ncluded in the Company's
financial statements These compnse equity mvestments in, and
caprtal contnbutions to subsidiary entites These are camed

at cost less impaiment provisions At each reporting date an
assessment is undertaken to determmune If there 1S any indication
of mpairment This assessment can Include reviewing factors
such as the solvency, profitability and cash flows generated by
the subsidiary [f there 1s an indication of imparment, an estimate
of the recoverable amount 1s made 'f the carrying value exceeds
the recoverable amount then a provision for impairment Is made
to reduce the carrying value to the recoverable amount

Disposal Group

Assets and liabiites of a disposal group are classified as held
for sale where the carrying amount will be recovered pnncipally
through a sale transaction as opposed to continuing use This
applies where the assets and liabilties are avallable for sale

In their present condition, subject only to the terms that are
usual and customary for the sale of such assets and liabiities,
and when a sale 1s highly probable and expected to complete
within one year of being classfied as a disposal group Disposal
groups are measured at the lower of carmying amaount and far
value less costs to sell

Deposits by Banks and Customer Accounts

Deposits by banks and customer accounts held for trading are
classified as financial lahilites hetd for trading and are carned

at far value Gans, losses and related income are taken to net
trading income as they anse All other customer accounts and
deposits by banks are held at amortised cost using the effective
interest rate method

The fair value of customer deposits with no stated matunty date
1 the amount repayable on demand The estimated fair value
of fixed Interest beanng deposits and cther borrowings with

no quoted market pnce is calculated using a cash flow model
discounted using interest rates for debts with similar matunties

Repurchase Agreements

Debt securities sold subject to repurchase agreements are
retained within the balance sheet where the Group retains
substantially all of the risks and rewards of ownership Furds
receved under these arangements are mcluded within
deposits by banks, customer accounts or financial labilities
held for trading Corversely, debt secunties acquired under
commitments to resell are not recogrised in the balance sheet
as debt secunties where substantially all the nsks and rewards
do not pass to the Group In this case, the purchase price

15 included within loans and advances to banks, loans and
advances to customers, or financial assets held for trading
The difference between sale and repurchase prices for such
transactions 1s reflected in the Income statement over the hves
of the transachons, within nterest payable or mterest recewvable
as appropnate

General Insurance Business

The Group underwrites general insurance products For each
general nsurance policy underwntten, premiums {net of refunds)
are credited to net eamed prermiums on INsurance contracts
over the penod of nsk coverage of the nsurance policy

The cost of clams notified but not settled and clams incurred
but not reported at the batance sheet date are esimated

and provided for Claims incurred comprise the settlement

and handling costs of pard and cutstanding clams arising

from events occurnng dunng the financial year together with
adjustments to prior year claims provisions Estimates are
based upon an assessment of the likely costs taking account
of all known facts Where the outcome of outstanding cases Is
unclear, statistical technigues are used which take inta account
the cost of recent similar claim settlements

Costs related to the acquisition of new insurance contracts
(including commissions paid to intermecharies and other related
administrahon costs) are capitalised as deferred acguisition
costs ('DACY and amortised on the same basis that premiums
are recognised
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Where the expected value of clams and expenses attributable
to unexpired nsk penods exceed the value of uneamed
premiums less DAC, at the balance sheet date, additional
provisions are made for the anticipated losses

The accounting policies set out above In respect of the
measurement of the INsurance contract labilites nclude
lability adequacy testing that meets the requirements of IFRS 4
‘Insurance Contracts’

Long Term Assurance Business Product Classification
The Group has classified its long term assurance business N
accordance with IFRS 4 'Insurance Contracts’ as follows

- Insurance contracts are contracts containing significant
Insurance nsk,

- Investment contracts with a discretionary participatan feature
{'DPF') are contracts that do not contam significant insurance
nsk but that contain discretionary participation features, which
are with profit contracts, and

- Irvestment contracts are contracts that have nesther
significart msurance nsk nor a DPF

Insurance Contracts and Investment Contracts with DPF
Insurance contracts and investment contracts with DPF iabilibes
written within the with profit fund, including both tradiional and
unitised with profit contracts, are calculated with reference

to the expected payout using realistic and, where applicable,
markst consistent assumptions in accordance with FRS 27 For
INsurance contracts, prémiums are recognised as revenuse when
due from the policyholder and clams payable are recorded
when notified For unitised with profit cantracts, where the
policyholder has the chaice to mvest In a unit inked investment
fund, deposits and withdrawals are accounted for directly on
the balance sheet Similarty, for nvestment contracts with DPF,
deposits and withdrawals are accounted for directly in the
balance sheet

In 2007, nsurance coniract labiities within the non profit funds
are calculated in accordance with the Prudential Sourcehiook
for Insurers (NS PRU’) 1ssued by the UK Financial Services
Authonty, including the impact of PS06/14 ‘Prudential

changes for Insurers’ 1ssuied In December 2006 Premwms

are recognised as revenue when due from the policyholder

and claims payable are recorded when notfied in the income
statement The cost of clams 1s estimated based upon an
assessmant of the likely costs taking account of all known facts

The accounting policies set out above n respect of the
measuwrement of the insurance contracts wrtten within the
with profit and non profit funds and investment contracts with
DFF liabiiies include habiity adequacy testing that meets the
requrements of IFRS 4 ‘Insurance Contracts’

Value of In force Long Term Assurance Business (‘'VIF’)
The Group places a value on the insurance contracts and
investment contracts with DPF, which represents the present
value of future cash flows attnbutable to the Group with
respect to these contracts The change in VIF 15 accounted
for as revenue

In force business 1s defined as all policies where the first
premium has been paid For traditional with profit business,

the surplus attributable to the Group equates to one ninth of the
cost of the bonuses declared in any year The level of assumed
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future bonuses 1s calculated by projecting the portfolio of with

profit business forward and applying reversionary and terminal
bonus rates so as to exhaust the projected assets attributable
to with profit policyholders

Investment Contracts

The Group’s Investment contracts, which include collective
investment schemes, are primarly unit inked These contracts
are managed and evaluated on a far value basis in accordance
with the terms of the contracts as benefits are linked to the

fawr value of the assets supporting the contracts Accordingly,
the nvestment contract labililes have been designated at far
value through the income statement with fair value changes
recognised through change in investment contract labilities
The farr value of the lliabilities 1s estirmated using a valuation
technigue In accordance with this technique the liability 1s
established as the bid value of the assets held to match the
flabibty, less an allowance n relation to deductions made to the
lability for caprtal gains tax on the gains relating to the matching
assets Deposits and withdrawals are accounted for directly

in the balance sheet as adjustments to the liabiiity with other
changes recognised m the income statement

Revenue n relation to mvestment management services IS
recogmised as the services are provided Incremental costs
directly attributable to secunng the Group’s contractual nght

to benefit from providing Investment management services in
relation to investment contracts, other than through a business
combination of portfolio transfer {refer to the accounting

policy for ntangible assets), are recognised as an asset if it1s
probable that they will be recovered Incremental costs include
commissicns paid to intermecharies and other sinlar costs This
asset, referred to as deferred ongnation costs, 1s amortised

as the related investment management revenue i1s recognised,
and its recoverability assessed at each balance sheet date on a
portfolio basis

Unallocated Surplus

The unallocated surplus 1s accounted for as a iability as
permitted by IFRS 4 The carrying valus of the unallocated
surplus 1S determined as the residual assets of the with profit
fund after providing for the wath profit labilities in accordance
with the policies described above

Post Retirement Schemes

The Group's net obhigation in respect of defined benefit pension
plans I1s calculated separately for each plan The net abligation
represents the present value of the future benefits owed to
employees In retumn for thewr service In the current and prior
periods, after the deduction of the far value of any plan assets

The discount rate used is the market yield on high quality
corporate bonds at the balance sheet date that have matunty
dates approximating to the terms of the Group’s obligation

The calculation Is performed by a qualified actuary using the
projected unit credit method Actuanal gains and losses arising
are taken directly to equity i1 the penod in which they are
Incurred

The charge to the income statement for defined benefit
schemes includes current service cost, past service cost, the
Interest cost of the scheme liabilities and the expected return on
scheme assets

The cost of contributions to defined contribution pension
schemes are recognised as an expense in the ncome
statement as incurred
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Notes to the Financial Statements

continued

Taxation

Income tax on the profit or loss for the year comprises current
and deferred tax Income tax Is recogrsed n the Income
staterment axcept to the extent that it relates to tems recogrised
directly In equity, in which case it s recognised n equity The
tax charge Is analysed between tax that 1s payable in respect

of policyhalder returns and tax that s payable on shareholders’
equity retums This allocabon 1s based on an assessment of the
eftective rate of tax that is applicable to shareholders’ equity for
the year

Deferred tax 1s provided using the balance sheet iability
method, providing for termporary differences between the
camying amounts of assets and liabilities for financial reporting
purposes and the amounts used for taxation purposes The
following differences are not provided goodwill not deductible
for tax purposes, the nihal recognition of assets and labilities
that affects netther accounting nor taxable profit and differences
relating to nvestments In subsidianes 1o the extent that they
will probabty not reverse in the foreseeable future The amount
of deferred tax provided 1s based on the expected manner of
realsation or setlement of the carrying amount of assets and
labilities, based on tax rates that are enacted or substantially
enacted at the balance sheet date

Provisions

The Group recognises a provision (f there 1s a present obligation
as a consequence of erther a legal or a constructive obligation
resulting from a past event To recognise this it should be
probabe that an outflow of economic resources, that can

be reliably measured, will be required to settie the obligation
Provisions are measured as the discounted expected future
cash flows taking account of the nsks and uncertantes
associated with the specific iability where appropnate

A constructive obligation 1s onty deemed to exist In respect of
restructunng provisions once a detatled restructunng plan has
been formally approved and the plan has been announced
publicly or work on the restructure has commenced

As explaned under cntical accounting judgements, If the
Group assesses that a constructive obligation for a regulatory
provision exists then a provision (s established Where the
provisioning critena are met, the Group makes provrsion for the
estimated cost of making redress payments to customers In
respect of past product sales where the sales processes have
been deficient To calcutate the provision the Group estimates
the number of cases reguinng redress and the average cost
per case These are dependent upon, inter alia, the volurme

of claims, the actions of regulators and, as appropnate, the
performance of nvestments As progress 18 made in setting
clams, If necessary, the Group revises Its judgements and
estimates based on the emerging trends

Regulatory provisions held in respect of customer remediation
where a legal obligation exists or the Group considers that a
constructive obligation exists are set out in Note 33

Debt Securities in Issue

Debt secunties In 1ssue held for trading are classified as
financial liabilites held for trading and are camed at far value
Gans, losses and related Income are taken to net trading
Income as they arise Debt secunties in 1ssue designated at far
value through the Income staterment are carned at far value
Gains, losses and related income are taken to other operating
income as they anse, except for those related to insurance

and investment business which are taken to net Investment
income related to Insurance and nvestment business All other
debt securties in 1ssue are held at amortised cost They are
witially recognised at fair value plus directly related incremental
transaction costs and are subsequently camed on the balance
sheet at amortised cost using the effective interest rate method

Farr values are calculated based on quoted market pnces
Where quoted market prices are not avallable, a cash flow
model 1s used, discountad using an appropnate current yield
curve for the remaining term to matunty

Other Borrowed Funds

Other borrowed funds compnses preference shares that
are classified as debt, preferred secunties and subordinated
Iiabilities, all of which are held at amortised cost, using the
effective interest rate method

Preference shares are classified as debt where they are
redeemable on a specific date, or at the option of the
shareholders, or If dividend payments are not discretionary
Dividends on preference shares classified as debt are
recogrised in the Income statement through nterest expense

Preferred secunties 1ssued at or close to market values are
classified as debt where they are redeemable on a specific
date, or at the option of the holders, or If Interest payments are
not discretionary The interest payable on such secunties 1s
recognised In the income statement through interest expense

Subordinated habilities consist of dated and undated loan
capital The nterest payabtle Is recogrised in the income
statement through iInterest expense

Netting

The Group nets loans, deposits and dervative transactions
covered by master agreements and when there 1s a legal nght
of offset and where simultaneous or net settlement 1s permitted
under the terms of the relevant agreement and where there Is
the intention and ability to settle on a net or simultaneous basis

Foreign Currencies
The financial statements are presented In stering which 1s the
Company's functional and presentation currency

Foreign currency transactions are transtated into stering at the
exchange rate prevading at the date of the transaction

Monetary assets and labilities are translated at the closing rate
at the date of the balance sheet Exchange differences ansing
are recogrised In the income statement except for differences
arising from net Investment hedges and dernvatives refated to
cash flow hedges which are recognised directly in equity

Non monetary assets and liabiites camed at histoncal cost are
translated using the historical exchange rate

Non monetary assets and habiliies camed at far value are
translated at exchange rates on the date the fair value 1s
determined Exchange differences ansing are recognised in
the income statement except those relating to avalable for sale
financial assets {equity Investments), which are recognised
directly In reserves

The results and financial position of all Group entities that have
a functional currency different from stering are translated into
sterling as follows
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- assets and liabilities for each balance sheet presented are
translated at the closing rate at the date of the balance sheet,

- goodwill and farr value adjustments ansing on the acquisition
of a foreign entity are treated as assets and habiities of the
foreign entity and translated at the closing rate, and

~ ncome and expenses are translated at the average
exchange rates for the penod (unless this 1s not a reasonable
approximation of the cumulative effect of the rates prevaiing
on the transaction dates, in which case Income and expenses
are translated at the dates of the transactons)

All resuiting exchange differences are recognised as a separate
component of other reserves within equity

On consohdation, exchange differences ansing from the
transtation of the net investment in foreign operations, and of
horrowings and other currency instruments designated as
hedges of such nvestments, are taken to equity where the
hedge 1s deemed to be effective When a foreign operation 1s
sold, such exchange differences are recegnised in the income
statement as part of the gain or loss on sale The ineffective
portion of any net INvestment hedge 1s recogrised in the income
statement Immediately

Cumulative translation differences for all foreign operations
are deemed to be zero at 1 January 2004 Any gain or loss
on the subsequent disposal of a forexgn operation will exclude
translation differences that arose before 1 January 2004, but
include later translation differences

Cash and Cash Equivalents

Cash and cash equivalents are held for the purpose of meeting
short term cash commitmenits rather than investing or other
purposes Cash and cash equivalents conetst of cash and
balances at cenfral banks that are freely avalable, and loans
and advances to banks with an cnginal matunty of three months
or less excluding financial assets that are held for trading
purposes

Share based Payments

The Group predominantty operates equity settled share

based compensation schemes in exchange for employee
services received The fair values of options or shares granted
are determined at the date of grant and expensed over the
vesting penod The fair values of the options or shares granted
are measured using vanous models, talking nto account the
terms and conditions upon which the options and shares were
granted Market conditions are taken into account to set the
fair value at grant and are not updated Non market vesting
conditions, Inciuding non market performance conditions,

are not reflected in the grant date far value but are reflected
within estimates of the number of ophons or shares expected
to vest Any adjustments required as a result of updating these
estimates are taken to the incorme statement over the remaining
vesting penod Modifications are assessed at the date of
modification and any Incremental charges required are charged
to the Income statement over any remaining vesting penod For
share based compensaton schemes settled by the Company
a recharge equal to the cost dunng the penod 1s made to
subsidiary companies
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Effective Interest Rate

Revenue on financial Instruments classified as foans and
recevables, avalable for sale, or financial labiities at amortised
cost, s recognised on an effective interest rate basis This
calculation takes into account interest receved or paid and
fees and commissions paid or receved that are integral to the
vield as well as incremental transaction costs The effective
Interest rate 1s the rate that discounts the expected future cash
fiows over the expected Ife of the financial mstrument or, where
appropnate, a shorter penod, to the net camying amount of
the financial Instrument at iniial recognition These caleulations
are undertaken on a portfolio basis other than in respect of
sigrnsficant balances, relating principally to larger corporate
customers, which are assessed ndvidually In applyng the
portiolio basis, the Group makes use of vanous statistical
modeling techniques which are specific to different portfolios
In estimating the expected cash flows from early redemptions
and related fees to the extent that these are applicable

In calculating the effective nterest rates of indmdually
significant balances, the Group takes Into account a number
of relevant considerations to estimate the cash flows from
early redemptions, Including previous expenence of customer
behaviour, credit scoring of the customer and anticipated
future market condrons at the date of acquisition The
estmation of eary redemption cash flows and ther impact

on the expected life Is considered under critical accounting
estimates

Fees and Commussion

Fees and commission Income and expense i1s recognised in
the Income statement as the related service 1s provided except
those that are integral to the sffective interest rate calculations
or to Investment contract deferred ongination costs

Fees and commussion recognised in the Income statement
include service fees, agency and management fees, transaction
fees, guarantee fees, letter of credit fees, asset management
fees and non utsation fees

Syndication and underwriting fees are spread over the expected
terrn of the sell down In the event of the loan not being sold
down then no fees are recognised

Fees and commussion included in the effective interest

rate calculation are those that are ingremental and directly
attrbutable to the onginahon of the product and which are
integral to the yield of the product These include arrangement
fees, Incentives such as cash backs, intermediary fees and
commissions, high loan to value fees and procurement fees

Guarantees

Financial guarantees are contracts that require the Group to
make specified payments to remburse the holder for a loss 1t
incurs because a specified debtor fals to make payment when
due in accordance with the terms of a debt mstrument

Intra group financial guarantee contracts n the Company
financial statements are accounted for as general nsurance
contracts This practice also applies to any new Intra group
financial guarantees written

Loan Commitments
Provision is made for undrawn loan commitments which have
become onerous
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Notes to the Financial Statements

continued

Cntical Accounting Judgements

The preparation of the financial statements necessarily requires
the exercise of judgement both n the application of accounting
policies which are set out on pages 160 to 167 These
judgements are continually reviewed and evaluated based on
tistorical expenence and other factors The pncipal cntical
accountng judgements made by the Group that have a materal
financial Impact cn the financial statements are as follows

Designation of Financial Instruments

The Group has classified its financial nstruments in accordance
with 1AS 39 ‘Financial Instruments Recognition and
Measurement’ In some instances the classification 1s prescnbed
whilst In others the Group 1s able to exercise judgement in
determining the classification as follows

- Non denvatve financial assets, other than those held for
trading, where there 18 no active market and which have
fixed or determinable payments are classified as ‘loans and
recevables’,

- The Group's 'trading' portfolio 1s classified as ‘held for trading’
The Group exercises Judgement in determining which financial
nstruments form part of its trading book This 1s determined
at acquisition by the purpose for which the instrument 1s
acquired and the business area that acquires i,

- Derwvative Instruments are automatically classified as ‘at far
value through the income statement’ unless they form part
of a qualifying hedging relationstwp The Group's accounting
policy for hedge accounting 1s descnbed under the palicy for
dervatives,

- Instruments that are deemed by the Group on initial
recogrition to eliminate a measurement mismatch or where
they contain an embedded denvative which 1s not separated
from the host contract are designated on imitial recognition
as 'at far vaiue through the Income statement’ In addition
portfolios of assets, labilities or both that are managed and
the performance evaluated on a far value basis In accordance
with a documented nsk or investment management strategy
are designated on initial recognition ‘at fair velue through the
income statement’

- In addition the venture capital exemption s taken for
investments where sigruficant influence or joint control
1s present and the Investing area operates as a venture
capital business These investments are designated ‘at far
value through the income staternent’ This pohcy Is apphed
consistently across the Group's portfolios Judgement 1s
apphed when determining whether or not a business area
operates as a venture capital business The judgement 1s
based on considaration of whether, in particular, the pnmary
business activity 1S Invasting for current income, capital
appreciation or both, whether the investment actvities are
clearly and objectively distinct from any other actvities of
the Group, and whether the investee operates as a separate
business autonomous from the Group,

- Assets In support of the general insurance and long term
assurance businesses are designated by the Group, as ‘at far
value through the income statement’,

- Investment contracts within the long term assurance business
are designated by the Group as “at far value through the
ncome statement’,

- The Group has chosen not to designate any financial assets
as ‘held to matunty’,

- All other financial assets are automatically classified as
‘available for sale’, and

- All other financial liabilities are automatically classified as ‘at
amortised cost’

The accounting treatment of these financial instruments 1s set
out in the relevant accounting policy

Impairment of Available for Sale Investments

The Group has considered the fall in far values of nvestments
classified as avatable for sale to ascertain whether any
impairment has occurred Imparrment is recognised when there
1s objective evidence that a specific financiat asset 15 impatred
Evidence may include a debt issuer faling to make an interest
or principal repayment or breaching a covenant within the
secunty’s terms and conditions or a significant or prolonged
decline in the far value of an equity nstrument below its cost
Except when a default event has occurred, the deterrmination
of whether or not objective evidence of impairment is present
requires the exercise of cntical accounting judgernent by the
Group

Unarranged Overdraft Charges

The Group’s accounting policy In respect of regulatory
provisiens 1s given In the section an provisions In the
absence of a legal obligation, judgement 1s necessary in
determining the existence of a constructive obligation

In respect of the clams made for refunds of unarranged
overdraft charges, the judgement of the Group 1s that there 1s
no constructive obligation pending the outcome of the legal
case The contingent liability in respect of ‘ex gratia” refunds
of unarranged overdraft charges is expiained n Note 41

Syndications

As explained in the accounting policy on syndications, the
Group has elected to treat loans and advances pending
syndication as loans and receivables rather than account for
them as trading assets Accordingly these are intially recognised
at the draw down date at the far value as at the commitment
date plus directly attributable incremental transaction costs

Critical Accounting Estimates

The preparation of the financial statements requires the
Group to make estmations where uncertainty exists The
principal crittcal accounting estimates made by the Group
are conaidered below Disclosures about estimates and the
related assumptions are also included in the appropriate Note

Fair Values

The designation of financial Instruments for measurement
purposes Is set out under the eritical accounting judgements
above and the valuation methodologies for financial instruments
are set out In the appropnate accounting policies

Denvatives and other financial Instruments designated as at farr
value through the income statement or avallable for sale are
recognised at far value

As explaned in the accounting policy on investment secunties,
asset backed securtiss ('ABS’) not traded in an active market
are valued using valuation models that include non market
observable nputs These models use observed 1Issuance
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prices, benchmarking methodology and modelled market
comelations For each asset class within the ABS portfalio, the
implied spread armved at by using this methedology 1s apphed
10 the secunties within that asset class Additional assessments
are then made on possible detenoration in credit nsk for each
individual secunty

At 31 December 2007, the vatue of ABS measured using
madels with non market abservable mputs compnised
Investment secunities of £5,404m (2006 £ril} within financial
assets held for trading and £12,386m (2006 Enil} within assets
classified as avallable for sale

During the year, a £78m pre tax negative farr value adjustment
was recegrised In the Income statement, within net trading
income, on ABS that were valued using models with non
market observable inputs (2006 £nil) In addition to this a post
tax negative farr value adjustment of £158m (2006 £nil) on ABS
classified as avalable for sale was recognised in equity reserves

For ABS asset valuahions using non market observable inputs,
the effect of a one basis point move in credit spreads would
resuit n a pre tax movermnent of £2m for ABS assets classified
as held for trading and a post tax movement of £4m, recogrised
In equity reserves, on assets classified as avallable for sale

The use of non market abservable Inputs in the valuation
models will direnish as and when activity retums to these
markets

Impairment Losses on Loans and Advances

impairment loss calculations nvolve the estimation of future
cash flows of loans and advances based on observable data

at the balance sheet date and historical loss expernence for
assets with similar credit nsk charactenstics These calculations
are undertaken on a portfolio basis other than in respect of
significant balances, relating prncipally to larger corporate
customers, which are assessed individually In applying the
portfolio basis the Group makes use of vanous stabshcal
modeling techniques which are specific to different partfolio
types In calculating mdividual imparment provisions the Group
takes account of a number of relevant considerations including
histoncal expenence, future prospects of the customer, value of
collateral held and reliabilty of information

Defined Benefit Schemes

The expected cash flows used in the calculation of the defined
benefit schemes' labiities Include a number of assumptions
around mortality, Inflation rates applicable to defined benefits
and the average expected service lives aof the employees The
selection of these assumptions and the setection of the discount
rate have a matenal impact on the estmation of the pension
labiities The discount rate used by the Group to calculate the
defined benefit scheme habiliies 15 based on the market yeld
at the balance sheet date of high quality bonds with a similar
duration to that of the schemes’ labilites The sensitivity of the
scheme liabilities to changes n the prncipal assumptions used
are set out n Note 29
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Long Term Assurance Business

The estimation of the Group’s Insurance and Investment
contracts with discretionary participating features (DPF’)
liabilibes and retated value of in force ('VIF') assets relles on a
number of assumptions In forecasting future experence The
selection of appropriate assumptions requires the application
of materal udgement and 1s made with reference to histonic
trends, taking Into account the analysis of actual versus
expected expenence as well as ndustry data The sensitvity of
the Group’s results 1o changes in certain key vanables on long
term insurance contracts and nvestment contracts with DPF are
disclosed in Note 24

As descnbed in the accounting policy for insurance contracts
and investment contracts with DPF and in the descnption of
long term assurance business in Note 26 assumptions are
made when calculating the value of these contracts, which also
impact on the value of the VIF and the unaliocated surplus The
Group applies significant judgement when selecting the rates of
persistency to be used in these calculaions The considerations
given to lapse and surrender rate assumptions are detaled in
Note 26

Effective Interest Rate

As described In the accounting policy for effective interest

rate, the Group uses statistical and mathematical models to
calculate the effective yield for loans and advances The Group
apphes judgement when detenmining the expected Ife of these
loans The underlying products usually allow the customer to
make early repayment before the contractual matunty date In
estimating the expected life of the loan, the Group takes Into
account a number of relevant considerations when the assat

Is inthally recogrised to estmate the cash flows from earty
redemptions iInctuding the type of product, previcus expenence
of custormner behaviour, credit scoring of the customer and
anticipated future market conditions  After initial recognition the
cagsh flows from early redemptions are not reassessed in the
effective interest rate calculation in the light of actual expernence
If the estimated Ife of the Retall portfolio were 10 Increase or
decrease by one month then the carmying value of the Retall
portfolio would increase or decrease by £18m respectively

Goodwill

Goodwill anises on the acquisition of a business As explained in
the accounting pohcy for goodwill it 1s subject to a six monthly
impameant review by companng the value in use with the
carrying value When this mdicates that the carrying value 1s not
recoverable it I1s witten down through the income statement as
goodwill impairment

The value In use calculation uses cash flow projections based
upon the five year business plan with cash flows thereafter
being extrapotated using growth rates in the range of 2 25%

to 2 50%, reftecting the long term nature of the businesses
concemed and the long term trend n growth rate of the
respective econamy The pre tax discount rates used in
discounting the projected cash flows are in the range of 10% to
12 2% reflecting the perceived nsk within those businesses As
at 31 December 2007 the camying value of goadwill held on the
balance sheet 1s £1,940m (2006 £1,889m) as shown in Note 19
With the exception of geodwill which has been imparred by £5m
during the year leaving a carmying value of £10m, the aggregate
headroom between the value In use and carrying value of
goodwill plus net assets of the businesses 1s sufficiently large
that changes in growth and discount rates, after allowing for
current credit conditions, would have no material Impact on the
goodwill mpairment charge

1
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Notes to the Financial Statements
continued

1 Income

included within net interest income are the foliowing
Interast income on financial instruments not designated at farr value through the income statement
interest expense on financial nstruments not designated at far value through the income statement

Net trading income compnses
Equity and commeodity mstruments and related denvatives
Interest bearing secunties and refated dervatives
Foreign exchange and related denvatves
Far value hedges
Net gans/{losses) from hedging instruments
Net {losses)/gains from hedged tems
Cash flow hedge neffectiveness recogrised

Included within net operating income are the following
Cash flow hedges
Net gains/{losses) refeased from equity into income
Financia! instruments at far value through the income statement
Net gains and losses from trading financial nstrurments and non hedging dernvatives
Net gans and losses from designated financial instruments
Avalable for sale financial Instruments
Dividend income
Net realised gains on sate
Financial mstruments designated as loans and receivables
Net realised gains on sale

2 Non operating income

Non operating INCome COmMprises

Profit on the sale and leaseback of certain branch premises

Profit on the part disposal of Rightmove pic {Note 17)

Profit on the sale of Insight Investment Management (C 1) Limtted

Profit on the diution of sharsholding in invista Real Estate Investment Management Holdings pic {‘Invista’)
Profit on the sale of Retall Financial Services Limited

Profit on the sale of Drive Financial Services LP

3 Change in Investment Contract Liabilities

Net change in investment contracts designated at fair vatue through the income statement
Net change n nvestment contracts with DPF

4 Administrative Expenses

Administrative expenses include

Mortgage endowment compensation

Charge in respect of ‘ex grata’ refunds of unarranged ovardraft charges (Note 41}
Administrative expensas also Include

Colleague cests (Note 5)

Accommodation, repars and mantenance

Technology

Marketing and communication

2007
£m

34,807
27,358

92
58
72

1,184
(1,227}
)

178

417

222
5,229

291
263

2007
£m

28
59

9

2007
fm

2,451
87
2,538

2007
£m

122

2,911
450
213
380

2006
£m

26,733
19,269

20
164
95

{2.674)
2,688

292

(123)

324
5,401

25
244

2006
£m

22
17

22

180
280

2006
em

3,034
{124)
2910

2006
£m

95

2,674
421
238
367
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5 Colleagues

Group Company
2007 2006 2007 2006
Number Nurmber Number Number

The average number of colleagues employed duning the year was
Full ime 57,129 55,234 53,455 52033
Part time 16,958 16,616 16,265 16,229
74,087 71,850 69,720 68,262

The Group refers to its employees as colleagues Most UK based colleagues are contractually employed by the Company The expense refated to
these colleagues 1s racharged to the subsidiary that gans the benefit of therr employment and accordingly there are no resicual staff costs held by

the Company

2007 2006
£m £m

The aggregate remuneration payable n respect of Group colleagues is included withn administrative expenses and compnses
Wages and salaries 2,340 2137
Social secunty costs 226 228
Pensicn costs (Note 29) 201 205
Other post retirement benefits (Note 29) 5 3
Expense ansing from share based payments {Note 37) 139 101
2,911 2674

6 Directors’' Remuneration

2007 2006

£'000 £000

Emoluments 11,834 9,577
Total potential pre tax gains on share options exercised 715 402
Tota! value of shares vested under long term incentive schemes 4,989 6,681

Retrement benefits accrued to one Director for part of the year until benefits reached the ‘Litetime Allowance' In 2006 retirement
benefits accrued for ane Director for the full year and n respect of five Directors until 5 Apnl 20086 at which point their benefits
were above the 'Lifatime Allowance’ at 'A day' Thereafter further service based accrual ceased with all Directors receving an
annual non pensionable cash allowance of 25% of salary, payable monthly, In lleu These payments are meluded n emoluments
A detaled analysis of Directors' emolurments, pension entiiements, share Interests, share options and shares recewved under
Incentve schemes is given on pages 123 to 143 in the 'Report of the Board In relation to reruneration policy and practice’

7 Auditors’ Rermuneration
The aggregate remuneration of KPMG Audit Plc and its associates for audit and other services (excluding value added taxes)

included within admirsstrative expenses 1s analysed below
2007 2006

£m £m
Statutory audit of the Company and HEOS consolidation 03 03
Fees payable for ather services
Audit of the Company's subsidiaries and associates 77 65
Other services pursuant to legistation 10 14
Tax services (compliance and advisory) [+X -] 09
Services relating to mformation technology 01 03
Services relating o corporate finance transactens 03 07
Cther senvices 12 11
Total other services 11 109
114 12
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Notes to the Financial Statements
continued

7 Auditors’ Remuneration continued

Other services pursuant to legislation ncludes work in support of regulatory reporting and listing ndes and includes the review
of the half yearly results Other services relating to corporate finance transactions includes fees for reviews N relation to capital
and debt 1ssues, securitisations and covered bond Issues

In addition to the fees included In the consolidated accounts a fee of £l (2006 £0 2m) was paid to the auditors in respect of the
Company's pension scheme

In respect of the Company, fees in respect of the statutory audit were £22,000 (2006 £22,000) and other fees amounted to
£0 3m (20086 £0 2m)

Details of the Audit Committes policy coverng the engagement of the external auditors to undertake non audit work on behalf

of the Group 1s given In the Corporate Governance Report on page 119

8 Segmental Analysis
Business Sector

2007
Traasury &
Insurance & Asset Group
Retail Corporate Investment International Management Items Total
£m £m €m £m £m fm £€m
Net interest income — internal {1,050} {1,330) (70) {1,269) 3,719
Net Interest ncome — external 5,149 3,381 (28) 2,357 {3,555) 7,304
Net fee and cormmission income — internal 190 7 {168} 21 {50}
Net fee and commission iIncome — external 1,075 393 {521) 45 268 1,260
Net trading income — external N 65 n 3) 130 178
Other operating Income — internal 19 15 45 (79}
Other operating Income — external 58 2,044 9,611 652 184 12,549
Net operating income 5,434 4,575 8,817 1,848 617 21,291
Administratrve expenses — nternal {672) {151) {113) {6} (42) 984
Administrative expenses — external (1,523) (689) (680) (665) (296) {1,126) {4,979)
Depreciation and amortisation (70) {1,018) (57) (54) {4) (199) (1,402)
Goodwill impairment {s) {5)
Other operating expenses (7,406) (278) {7.684)
Operating expenses (2,265) (1,858) {8,261) (1,003) (342) (341) (14,070)
Imparment losses on loans and advances (1,294) (602) {116) (2,012)
Imparrment logses on investment secunties (22) (37) {1} (60)
Operating profit 1,853 2,078 556 728 275 {341) 5,149
Shara of profits of jointly controlled entities
and associates ()] 232 {2 17 (4} 234
Non operating incoma a7 4 o
Profit before taxation 1,931 2,310 554 745 275 (341) 5,474
Total assets 260,055 121,841 88,454 76,087 119,807 703 666,947
included In total assets
Intarests in jontly contrelled entities
and associates 83 786 (41) 133 24 985
Leans and advances to customers 253,389 109,292 67,094 232 430,007
Total iabihities 221,526 S1177 83,297 35,806 245,604 703 644,713
Inctuded n total halties
Customer accounts 158,320 44,048 101 23,585 17,167 243,221
Capttal expenditure on property
and equipment and software 8 43 1 83 16 397 558



In March 2007 the Group announced a divisionat reorg
part of Corporate division moving from International dvision Accordingly the 2006 comparatives have bee

new structure

Net interest mcome — internal

Net interest income — external

Net fee and commission income  internal
Net fee and commission Income — external
Net trading Income — external

Other operating income — Internal

Other operating mcome — external

Net operating Income

Administrative expenses — internal
Admiristrative expenses — external
Depreciation and amorisation

Goodwill impairment

Cther operating expenses

Operating expenses

imparrment losses on loans and advances
Impairment losses on investment secunties
Operating profit

Share of profits of jontly contralled entities and
associates

Non operating Income

Profit before taxation

Total assets®

Included in total assets

Interests in jontly controlted entities and
associates

Loans and advances to customers
Total labilties®

Included in total hrabiities

Customer accounts

Capital expenditure on property and
equipment and software

www hbosplc com

Retail
£m

(395)
4,583
186
112
9

(1

44
5,538
658)
1,495)
&9

(2,222)
{1,007}

2,219

2
48
2,269

242,960

57
237,710

237410

144,577

7
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anisation under which the Group’s European Corparate business became

Corporato
£m

(547)
2,51
i
347
3¢

1,374
3,726
(165}
616)
(827)
@

(1649)
(429)
69
1,579

156
1,735

100,860

536
89,657

92,410

39,519
39

Insurance &
Invastment
£m

{70)
23)
(185)
{480}

11,561

10,803
(@8}
671)
&1
(14)
9,242)
{10,076)

727
@7
690

82,656

(43)

77,421

18

Intarnational
£m

(1,149)
2,285
4

25

4

859
2,028
]
(581)
@9

{459)
{1,091
{216)
2
719

180
903

57,900

51
48,684

57,794

17,509

72

Treasury &
Asset
Managemant
£m

2,161
{1,956}
(16)
159
249

)

21
819
22)
(266)
@

(292)

327

1
22
350

106,658

857
104,828

10,252

10

Group
tems
£m

945
1994)
(192)

241)

(241

{24%)

779

779

351

(@ Thetotal assets and ‘otal babilties of Gorporate includa £1388m and £809m respecively being the assets and labiltes of the disposal group

(b) International dwision includes the income and expenses of Drive which was disposed of dunng 2006

n restated to reflect the

2008

Total
£m

7,400

1163
292

13,859
22,714

(4,623)
{1,192)
(55)
@701
(15,571)
(1,742)
{71
5,330

126
250
5,706

581,813

601
376,808

570,642

211,857

497

1
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Notes to the Financial Statements

continued

8 Segmental Analysis continued
Geographical

The table below analyses the Group resutlts and assets by geographical area based on the location of the customer For funding

generating the interest INncome

Net interest income

Net fees and commission (NCome

Net trading Income

Other operating Income

Net operating income

Admiristrative expenses

Depreciation and amortisation

Goodwill imparment

Other operating expenses

Qperating expenses

Imparment losses on loans and advances
imparrment on investment secuntes
Operating profit

Share of profits of gntly controfled entites and
asscciated undertakings

Non operating income

Profit before taxation

Total assets
Inclucied in total assets

Interests in jointly conirolled entities and
associates

Total iablities
Capital expenditure on property and eguipment and software

UK
£m

6,044
1,110
144
11,135
18,433
{4,289)
(1,341)
(5)
(6,743)
{12,378)
{1,893)
(59)
4,103

51
1
4,245

532,572
703

498,17
473

Rast
of worfd
£m

1,260
150
34
1,414
2,858
(690)
{61

(941)
{1,692)
(119}
(1}
1,046

183
1,229
134,375
282

146,296
83

2007
Total
£m
7,304
1,260
178
12,549
21,201
(4,979)
{1,402)
(S}
(7,684}
{14,070}
2,012)
(60}
5,149

234
2]
5,474

666,947

644,713
556

Uk
£m

65393
937
284

12,852

20,266

(3,044)
(1,121)
{58)
(8,857)
(14,077}
{1,521)
(69}
4,599

85
70
4734

499,767
536

484,284
425

Rest
of world
£m

1,007
228
8
1,207
2,448
(579)
7H

(844)
(1.494)
{221)
@

731

61
180
972

92,048
65

86,358
72

costs where the location of the customer cannot be ascertaned, the interest expense 1S matched to the location of the customer

2006
Total
£m
7400
1,183
292
13,859
22,714
{4,623)
{1,192
(55)
(9.701)
(15,571)
(1,742)
)
5,330

126
250
5,706

581,813

570,642
497



www hbosplc com

9 Taxation

Current tax

Corporation tax charge at 30%
Ralef for overseas taxation
Overseas taxation

Deferrad tax charge {Note 31)
Deferred tax changes n rates of corporation tax (Note 31)

Total Income tax on profit

The above tax expense 1s made up as follows
Tax on policyholder returns

Tax on shareholder returns

HBOSplc Annual Report and Accounts 2007

2007
£m

1,124
(73)
293

1,344

199
(178)
21

1,365

18
1,347

175

2008
£m

978

(73
206
1,111
661

661
1,772

220
1,552

The effective tax rate for the year s 25% (2006 31%) which is lower (2006 higher} than the standard rate of corporation tax In the UK

{30%} The differences are explaned below

Profit before taxation

Profit multiphed by the standard rate of corporaticn tax in the UK of 30% (2006 30%;}
Effects of

Changes in rates of corporation tax on deferred tax assets and labiities
{Income not chargeable)/expenses not deductible for tax purposes

Net effect of differing tax rates overseas

Book gains covered by tax exermptions/indexation

Policyhcider tax/cifering tax rates for fe assurance business
Impairment cn mvestment securties

Adjustments in respect of previous penods

COther

Total ncome tax on profit

Current tax credit recogmsed directly m equity

Relating 1o share plans

Ralating to avasiable for sale investments

Deferred tax (credit)/charge recognised directly in equity (Note 31
Relating to share plans

Relating to avallable for sale investments

Relating 10 cash flow hedges

Relating to employee benefits

Relating to long term assurance

Ralating to other

in addition there 1s £1m {2006 £nil} recognised in equity relating to changes in the rates of carporation tax {Note 31)

2007
£m

5,474
1,642

(178}
(48}
29
(80)
13

16
(14)
(5}
1,365

(21)
17
{138)

64
{65)
(219)
130
5
1
(a6)

2006
£m

5,706
1,712

18
{109)
154
23
)
(286)
1,772

24
(10)
@4

{62)
20
125
56

139
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Notes to the Financial Statements
continued

10 Earmings per ordinary share
Basic and diluted eamings per ordinary share are based upon Group profit attnbutable to ordinary shareholders of £3,965m
(2008 £3,820m) which I1s calculated as follows

2007 2006

£m £m

Profit attrbutable to parent company sharehoiders 4,045 3,879
Proftt attributable to preferance shareholders {80) (59)
Profit attributable to ordinary shareholders 3,965 3,820
Profit of disposal group held for sale attrbutable to ordinary shareholders (3)
Profit attributabte to ordinary shareholders for continuing operations 3,965 3,817

To calcutlate basic earnings per ordinary share the weighted average number of 25p ordinary shares is used and for diluted
eamings per ordinary share the wexghted average number of actual and potential 25p ordinary shares 1s used Details of these
are given below

2007 2006
Number Number
million millien
Actual weighted average number of shares in 1ssue 3,735 3,796
Adjustment for weighted average number of shares on which opticns have been granted but not yet exercised 23 42
Potential weighted average number of shares in issue 3,758 3,838
The basic and diluted earmings per ordinary share are given below
2007 2006
pence pence
Basic earmnings per ordinary share
Continuing operations 106 2 1005
Disposal group 01
Total 106 2 1006
Diluted earnings per ordinary share
Continuing operations 1055 994
Disposal group 01
Total 1055 995
41 Financial instruments Held for Trading
Financial assets and habiliies held for trading (cther than denvatives) are as follows
2007 2006
£m £m
Financial assets held for trading
Debt securties 36,723 34,884
Loans and advances to banks 11,601 11,870
Loans and advances to customers 6,357 2,379
Other assets 6
Total 54,681 49,139
Financial habilities held for trading
Debt securties in 1ssue 469 376
Deposits by banks 8,989 10,014
Customer accounts 13,247 11,551
Other habiities 393

Total 22,705 22,334



12 Disposal group
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The assets and liabiities of the disposal group were acquired in 2006 with a view to subsequent disposal They compnse the
Mother Tepco Limited group of companies, that includes McCarthy & Stone ple, a UK provider of retirement homes In which
the Group had a 58 3% equity interest at 31 December 2006 The assets and liabilities were sold dunng 2007 and within twelve

months of the acquisition date As the disposal was made at the valus at whic

h the group was held at 31 December 2006 no

additional profit arose in 2007 that 1s attnbutable to the shareholders of the HBOS Group

13 Derivatives

The Group's denvative transachons are either cu
by the nvestment strategies or are camed out fo
for economic hedging purposes does not quallfy for hedge accounting,

Group

Derivatives held for trading
Exchange rate related contracts
Forward foreign exchange
Cross currency swaps

Options

Interest rate related contracts
Interest rate swaps

Forward rate agreerments
Options

Futures

Equity/index and commodity related contracts
Options and swaps

Credit related contracts

Credit default swaps

Total denvatives held for trading
Denwvatives held as quaiifying hedges

177

stomer dnven and generally matched, held within policyholder funds as permitted
r proprietary purposes within limits approved by the Board Where a dervative held
it 1s classified below as held for trading

2007 2006
Fair vatue Fair valug
Asset Laability Assat Liability
£m £m £m £€m
1,035 856 409 923
667 297 371 450
1 1 28 14
1,703 1,154 806 1,387
5,855 5,606 3,705 3.821
19 1 46 45
225 287 176 100
20 a0 222 250
6,219 6,044 4,148 4,216
1,412 870 1,188 714
47
9,381 8,068 6,143 6,317
4,760 4,243 2,469 4,438
14,141 12,31 8,612 10,755
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Notes to the Financial Statements
continued

13 Denvatives continued

The Group uses interest rate swaps, cross currency swaps and other dervative mstruments to hedge and reduce the interest rate
and currency exposures that are inherent I any banking business The hedge accounting strategy adopted by the Group 1s to utiise

a combination of the macro cash flow, micro far value and net Investment hedge approaches

The Group has entered nto dervative contracts for qualifying hedges as noted below

2007
Group Farr value
Asset Liability
£m £m
Derivatives held as qualifying hedges
Dervatives designated as fair value hedges
Interest rate swaps 732 575
Forward foreign exchange 27
Cross currency swaps 1,679 1,682
Opticns
2,411 2,284
Derwvatves designated as cash flow hedges
Interest rate swaps 1,558 1,801
Forward rate agreements 10 4
Cross cUrrency swaps 756 139
Futures 25 15
2,349 1,959
Total derivatives held as qualifying hedges 4,760 4,243

Agset
£m

501

246

747

1,643
20
14
45
1,722
2,469

2008
Fair value

Liablity
£m

441

7
2,240
4
2,692

1,321
9
805
1
1,746
4,438

The Company has denvatives designated as far value hedges These comprise cross currency swaps with an asset far value of
£154m (2006 £1m) and a liabiity far value of £49m (2006 £55m) and interest rate swaps with an asset farr value of £8m (2006 Enl)

and a hability far value of £7m (2006 £1m)

14 Loans and Advances to Customers

Retall secured lending

Retail unsecured lending

Corporate, International and Treasury

Gross loans and advances to customers
Impairment losses on loans and advances (Note 15)
Net loans and advancaes to customers

2007
£m

235,849

19,831
177,700
433,380
{3,373)
430,007

2006
£m

219,828
20,002
140,060
379,867
(3,089
376,808
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The Group's lending exposure before imparrment provisions and before taking account of collateral 1s analysed below

Agnculture, forestry and fishing
Energy
Manufacturng industry
Construction and property
Hotels, restaurants and wholesaie and retall trade
Transport, storage and communication
Financial
Other services
Indviduals
Home mortgages
Qther personal tending
Non UK residents

Loans and advances that are netther past due nor imparred
Loans and advances that are past due but not mparred {Note 43)
Impaired loans {Note 43)

2007 2006
£m £m
647 686
1,269 1,571
4,332 4,392
35,099 30177
8,620 8,705
4,834 6,560
4312 5,466
25,748 16,961
235,71 219,716
22,229 20,196
90,518 65,467
433,380 379,897
2007 2008
£m £m
412,047 358,536
10,786 12,602
10,547 8,759

433,380 379,897

Includead in loans and advances that are neither past due nor impaired are £229m (2006 £380m) of troubled debt restructured loans

that would have been past due or imparred had their terms not been renegotiated

1 oans and advances to customers include advances that are secuntised under the Group's secuntisation programmes, the majority
of which have been sold by subsidiary companies to bankruptcy remote special purpose entihes, funded by the 1ssue of debt on
terms whereby some of the nisks and rewards of the portfolio are retaned by the subsidiary Accordingly, alt these advances are
retained on the Group’s balance sheet with the debt issued included within debt securnties In ssus {Note 34}

The Group's principal secuntisation programmes and the type of Ioans and advances securitised are as follows

Pregramme Type of ican
Permanent UK resicential mortgages
Mound UK residential mortgages
Swan Australian residential mortgages
Candide Dutch residential mortgages
Prominent Commercial loans
Covered Bonds UK residential mortgages
Social Housing Covered Bonds UK residential mortgages
Pendefora LUK residentizl mortgages
Melrose Commercial loans
Other UK residential mortgages

2007 2008
£m £m
31,577 35,038
4,545 5,692
2,726 1,756
2,491 2,683
1,101 798
34,704 23,476
2,362 2,362
2,508
750 817
104 110
82,868 72,730

In addrtion 1o the programmes above loans and advances totaling £14,089m (2006 £6,626m) relating to UK residential mortgages

have been securitised using credit default swaps
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14 Loans and Advances to Customers continued
Loans and advances to customers include finance leases analysed as follows

Gross wnvestment in finance receivables
Within one year

Between one and five years

More than five years

Less unearned finance income
Present value of minimum lease payments

Analysed as

Within one year

Between one and five years
More than five years
Finance lease recevables

At 31 December 2007 total unguaranteed residual values accrued to the benefit of the Group amounted to £20m (2006 £47my)
At 31 December 2007 total accumulated allowance for uncallectable minimum lease payments receivable amounted to £65m

(2006 £31m7)

15 Impairment Provisions and Losses on Loans and Advances

Impairment provisions

At 1 January

New imparment provisions less releases
Amounts written off

Disposal of subsidiary undertakings
Discount unwind/interest income on impaired loans and advances to customers
Foreign exchange translation

At 31 December

imparrment provisions are held in respect of
Retan secured lending

Retail unsecured lending

Corporate and international

Impairment losses

New impaument provisions less releases
Recovenes of amounts previcusly written off
Net charge to income statement

2007
£m

3,151

5,051

4,211
12,413
(3,118)
9,295

2,616
4,004
2,675
9,295

2007
£m

3,089
2,111
{1,726)

(129)
28
3,373

330
1,919
1,124
3,373

2007
£m

2,111
(99)
2,012

2006
tm

2,993
4719
4,452

12,964
(3,213)
8,951

2477
3,531
2,943
8,951

2008
£m

2,938
1,819
(1,485)

{69)
99)
(19)
3,088

408
1,700
981
3,089

2006
£m

1,819
(77)
1,742
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Group 2007
Policyholder
assets at fair At fatr value
value through thraugh
the income the mcome Available Loans and
statamant statement for sale recewables Total
£€m £m £m £m £m
Listed
Debt securities 20,712 7,774 31,844 60,430 o
Equity shares 46,875 393 261 47,529 5
Total hsted 67,587 B,167 32,205 107,959 g
Unhisted 'Eﬂ
Debt securities 2 1,022 14,833 1,266 17,423 o
Equity shares 94 274 2,048 3,316 ‘SD
Total unhisted 96 1,206 17,781 1,266 20,439 g
Total 67,683 9,463 49,986 1,266 128,398
Compnising
Debt securities 20,714 8,796 46,777 1,266 77,553
Equrty shares 46,969 667 3,208 50,845
Group 2006
Polleyhoider
assets at fair Atfarr value
value through through
the income the mgome Available Loans and
statement statement for sale receivables Total
£m £m £m £m £m
tisted
Debt secunties 19,621 4170 26,821 50,812
Equity shares 45,525 197 1l 45,773 Q
Total listed 65,346 4,367 26,872 96,585 %
Unhsted 3
Debt securties 39 1,710 15,772 493 18,014 2
Equity shares 222 2210 2,432 8
Total unhisted 39 1,932 17.982 493 20,446
Total B5,385 6,299 44 854 493 117,031
Compnsing
Debt securities 19,860 5,880 42,593 493 68,826
Equity shares 45,525 419 2,261 48,205
The farr value movement dunng the year on nvestment secunies held at fair value through the Income statement 1s a gain of
£1.014m (2008 £3,679m) and the fair value moverment dunng the year on nvestment secunties classified as avalable for sale 1s
aloss of £516m (2006 a gan of £135m) Within the farr value movement for avatlable for sate 1s a loss of £105m (2006 loss of £136m)
relating to assets subject to far value hedging, which 1s ncluded in net frading ncome
In keeping with normal market practice, the Group enters into secunties lending transactions and repurchase agreements, whereby
cash and secunties are temporarly received or transferred as collateral Debt secunties with a value of £13,707m (2006 £2,989m)
were subjact to agreement to repurchase, where the transferee obtans the nght to pledge or sell the asset they recaive Debt securties
also nclude secunties pledged as coliateral as part of secunties lending transactions amounting o £11,918m {2006 £11,818m) 181
Debt securties nclude asset backed secunties of £18,5663m (2006 £19,017m) which arg held in the Group’s Grampran candurt -
This 1s a senes of bankruptcy remote special purpose entities (‘SPESs'"} that are funded by the 1ssue of commercial paper and banking 5
faclites The commercial paper is Included within debt secunties i 1ssue (Note 34) As some of the rewards and risks of the portfolio 2
are retained by the Group, including the provision of iquidity facihties by Bank of Scotiand pic to the conduat, the assets and labilties g
of the condutt are consolidated as part of the Group The Group also has a smalfer condurt, Landale, of which three of the five SPEs =
are consolidated These hold debt secunties of £604m {2006 £271m) which are included in the total of avallable for sale investments g;)
Details of the Landale SPEs that are not consolidated by the Group are given in Note 46 There are no impairment provisions held In =1
respect of the Group's Investment secunties g
Investment secunties held by the Company are designated as avalable for sale and compnse £1m (2006 £4m) unlisted equity shares (':%

and £l (2006 £36m) of isted debt secunties The fair value at 31 December 2007 1s £4m (2006 £40m) and the farr value movement
dunng the year was £nil (2006 £nil)

Securites held as collateral as stock borrowed or under reverse repurchase agreements amounted to £30,975m (2006 £33,773m)
These are not recognised as assets and are therefore not included above Of this amount the Group had rescld or repledged
£28,817m (2006 £25,309m) as collateral for s own transactions
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17 Interests in Jointly Controlled Entities and Associates

Acquired Equity Sharg of Carrying

book value  adjustments net assets Goodwill valua

Intarasts in jointly controlled entihies £m £m £m em £m
At 1 January 2007 520 (105) 415 5 420
Exchange transiation 12 12 12
Acquisitions and subscriptions of capital 287 287 287
Transfer to associates 3) 4 1 1
Transfer from associates 63 15 78 78
Disposals (60) (4) (64) (64)
Profit after tax 234 234 234
Dwidends paid {132 (132) (132}
At 31 December 2007 819 12 a31 5 836

The transfer from associates 1o jointly centrolled entities 1s i respect of the Group’s intarest in Sansbury's Bank pic, followng the
acquisition on 8 February 2007 of an additional 5% interest taking the Group's sharehalding to 50%

The Group's share of jointly controlied entities Include the following

Profit Current  Non current Current  Non current
after tax assets asseots habilities hatulities Equity
£m £m £m Em £m £€m
2007 234 5,802 5,253 (5,126) {5,093) 836
2006 112 3,604 5,280 {4,462) 4012 420

The Group's unrecognised share of losses for the year Is £29m (2006 £36m) For entities making losses, subsequent profits
sarned are not recogrised until previously unrecognised losses are extinguished The Group's unrecognised share of losses
net of unrecognised profits on a cumulative basis 1S £68m (2006 £82my}

Acquired Equity Shara of Carrying
book vatlus ij ts net t: Goodwill value
Interests in associates £€m £m £m £m £m
At 1 January 2007 133 48 161 181
Exchange translation 1 1 1
Acquisitions and subscniptions of cap:tal 109 109 109
Transfer to jointly controlled entities {63) {(15) (78) (78
Transfer from jointly controlled entihes 3 {4) {1} (1)
Disposals 400 (13) (53) (53)
Dindends pawd (10} {10) (10)
At 31 December 2007 143 6 149 149
The Group's share of associates Include the following
Profit
after tax Assets Liabilities Equity
£m £m £m £m
2007 1,652 (1,503) 149
2006 14 3,284 (3,103) 181

The Group's unrecognised share of losses for the year 18 £5m (2006 £nii) For entites making losses, subsequent profits earned are
not recognised untl previously unrecogrised lasses are extingushed The Group’'s unrecognised share of losses net of unrecognised
profits on a cumulative basis 1s £4m (2006 £ni)
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The Group's main jointy controfied entities and associates in operation at 31 December 2007 are as follows

Nature of
business
Jointly controlled entities
AA Personal Finance Limted Finance ordinary
esure Holdings Lid Insurance ardinary
preference
Green Property Investment Fund 1 plc Investment ordinary
Sainsbury’s Bank plc Banking ordinary
Associates
Rightmaove plc Property websiie ordinary

Issued Statutory Principal
share Group's accounts area of
capitat interest made up to operations
3,000,002 50% December 2007 UK
3,330 000 0% December 2007 UK
175,170,000 100%
48,768,400 50% June 2007 Irelanct
70,000,000 50% December 2007 UK
129,399,978 13% December 2007 UK

Except for the Green Praperty Investment Fund 1 plc which 1 Incorporated in Ireland, alt of the interasts in jointly controlled entities
and associates above are incorporated i the UK Rightmave pic 1s listed on the London Stock Exchange and the Group’s interest
had a market valuation of £76m at 31 December 2007 The Graup reduced its hotding n Rightmove plc from 22% to 13% dunng
the year (Note 2) and continues to consider the investment as an associate as a result of the influence ansing from the Group's
representation on its Board All other interests are unlisted Al interests in jointly controlled enties and associates are held by
subsidianes Where entiies have accounts that are drawn up 1o a date other than 31 December management accounts are used

when accounting for them by the Group

18 Investments in subsidianes

Investments in subsidianes comprnse nvestments 1n ordinary shares and capital contnbutions camred at cost There are no

impaiment provisions in respect of investments in subsidianes

At 1 January 2007
Subscriptions of capital
At 31 December 2007

Qrdinary Capital
shares contnbutions Total
£m £m £m
10,962 1,033 11,895
2,480 2,480
13,442 1,033 14,475

Amounts owed by Group entites of £38,885m {2006 £27,765m) nclude £10,044m {2006 £6,679m) of other borrowed funds loaned

o subsidianes

The main subsidianes at 31 December 2007 are as follows,

Company’s interest in ordinary
sharg capital and voting rights

Bank of Scotland plc 100%
and subsidiares, ncluding
Bank of Scottand {Ireland) Ltd 100%
HBOS Australia Pty Lid and subsidianies, including
Bank of Western Austrahia Lid 100%
HBOS Covered Bonds LLP 100% @
Haifax Share Dealing Ltd 100%
HBOS jnsurance & Investment Group Lid 100%
and subsidiaries, including
Haifax General insurance Services Lid 100%
St Andrew's insurance pic 100%
Clencal Medical Investment Group Ltd 100%
Clencal Madical Managed Funds Ltd 100%
Halifax Life Ltd 100%
Halifax Investment Fund Managers Lid 130%
Insight Investment Management Ltd 100%
invista Real Estate Investment Management Holdings plc 55%
St Andrews Life Assurance pic 100%
St James’s Place plc 60%

Country of
Principal business incorporation
Banking, financial and related services Uk
Banking Ireland
Banking Austraba
Resdential mortgage funding UK
Execution only stockbroking UK
Investment hokding UK
General nsurance brokerage UK
General insurance UK
Life assurance UK
Life assurance UK
Life assurance UK
QEC managerment UK
Investment management UK
Property nvestment management UK
Pensions UK
Financial services UK

{a) HBOS Covered Bonds LLP does not have ordinary share capital The Group consolidates a 100% interest In this entity

On 17 September 2007 mn accordance with the provisions of the HBOS Group Rearganisation Act 2006 (“the Act”), the Governar and

Company of tha Bank of Scotland registered as a public lmited company under the Companies Act and changed s name to Bank
of Scotland ple On the same day, under the Act, the business activities, assets (ncluding irvestments in subsidianes) and habiiies of
CAPITAL BANK plc, Hallfax plc and HBOS Treasury Services pic fransferred to Bank of Scotland plc
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19 Goodwill and Other Intangible Assets

2007 2008
Group £m £m
Gocdwill 1,940 1,889
Other intangibles 850 800

2,780 2689
2007 2006
Goodwill £m £m
At 1 January 1,889 1,666
Exchange translahon 38 (14)
Acquired through business combinations 8 200
Additiens 25
Transfer from jointly controlled entites 96
Disposals (15) @
Imparment losses charged to the mcome statement (5 (55}
At 31 December 1,940 1,889

The Group carres out semt annual and, if necessary, other Imparment reviews of cash generating units to which goodwill 1s
allocated as descrbed in the accounting policy on goodwill The cntical accounting estmate in respect of goodwill explans the
assumptions used and sensitivity of the imparment testing Ansing from this, the impairment loss of £5m in the year pnmanly relates
to a partal write down of the goodwill held in respect of fund management business I Insurance & tnvestment division following the
latest semy annual mparment review The impairment loss of £55m in 2006 pnncipally relates to the full wnts down of the goodwill
held in respect of a Corporate speciahst leasing company following an impainment review

Goodwill 1s analysed on a divisional basis as follows

2007 2005
£m £m
Retall 455 443
Corporate 277 280
Insurance & Investment 832 835
International 337 292
Treasury & Asset Management 3¢ 39
Total 1,840 1,889
2007 2008
Purchased Purchased
value of Software value of Software
n force and other n force and other
invastment intangible investment intangitle
contracts assets Yotal contracts assets Total
Gther intangible assats £m £m £m £m £m £m
Cost
At 1 January 396 1,089 1,465 396 902 1,298
Exchange translation 24 24 2) ()
Acquired through business combination 7 T 6 6
Additons 249 249 197 197
Disposals (16) {16) (34) (34)
At 31 December 396 1,333 1,729 306 1,069 1,465
Amortisation
At 1 January 45 620 665 21 495 516
Exchange transtation 23 23 1 m
Amgrtisation charge for the year 30 163 193 24 137 161
Disposals 2) 2) {11) (11
At 31 December 75 804 879 45 620 665
Carrying value
At 1 January 351 449 800 375 407 782
At 31 December 321 529 850 351 449 800

The Company has other Intangible assets at a cost of £10m {2006 £10m) less accumulated amortisation of £4m (2006 £2m),
of which £2m (2006 £2m} i1s the amortisation charge for the year



20 Property and Equipment

Cost

At 1 January

Exchange translation

Acgquired through business combination
Additions

Disposals

Disposal of subsidiary undertakings
Transfer (to)/from investment property {Note 21}
At 31 December

Depreciation

At 1 January

Exchange iranslation

Depreciation charge for the year
Disposals

Disposal of subsidiary undertakings

At 31 December

Carrying value

At 1 January

At 31 December

inciuded within Group property and equipment are
which are not depreciated until the assets are broug

properties upon completion

21 Investment Properties

At 1 January
Disposals

www hbosplc com

Proparty
£m

1,662

123
(38)

(19)
1,733

590
5
59
(26)

628

1,072
1,105

Net movement in properties held by polcyholder funds

Far value movement

Transfer from/to) property and equipment {Note 200

At 31 December

Equipment
£m

1,613
1"

1
184
{187)

1,622
1,112
7
165
(1)

1,233

501
389

HBOSplc Annuai Repert and Accounts 2007

2007
Total
£m

3,275
16

1
307
{225)

(19)
3,355

1,702
12
224
|

1,861

1,573
1,494

Froperty
£m

1,533
3

15
134
38)
@

23
1,662

550

83
(12)
v
590

983
1,072

Eguipment
£m

1,567
@

5
146
(©0)
©

1813

1,017
)
166
(60)
®
1,412

550
501

2007
£m

5,010
(58)
351
(591)
19
4,731

185

2006
Total
£m

3,100
&)

20
280
{128)
)
23
3.275

1,567
5)
219
{72)
g
1,702

1,533
1,573

assets that are m the course of canstruction amounting to £306m (2006 £353m)
ht Into use These are pnmanly properties that will be classified as Investment

2008
em

3942
@
655
438
(23)
5010

Investment properties are carried at thew fair value as detenmined by ndependent qualified surveyors having recent expenencs in

the location and category of the property being valued Fair val

similar properties

Rental ncome and expenses n respect of the above properties amounted to £221m and £11

£95m respectively) At 31 December 2007 investment praperties of £4,697m (2006 £4,917m)

business

m respectively (2006 £249m and
are held in the Insurance & Investment

ues were deterrmined having regard to recent market transactions for

1
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22 Operating Lease Assets
Assats leased 1o customers Include the following amounts n respect of operating lease assets

2007 2006

Carrying Carrying

Cost Depreciation value Cost Depreciation valug

£m £m £€m £m £m £m

At 1 January 6,164 {1,483) 4,681 4,370 {1,255) 3115

Exchange transiation (28) 30 2 {88) 34 54)
Acquired through business combination 1,428 1,428
Additions 1,785 1,785 1,804 1,804

Disposals {1,438) 598 {840) £1,350) 550 (800}

Depreciation charge for the year {985) (985) (812) 812)
At 31 December 6,483 {1,840} 4,643 6,164 (1,483) 4681

Euture minimum lease payments under non canceliable operating leases are due to be receved In the following penods

2007 2006
£m £m
Not later than one year 864 1,264
Later than one year and not later than five years 1,920 1,578
Later than five years 689 802
3,473 3644
23 Deferred Costs

2007 2006
£m £m
Deferred acquistion COsts 352 278
Deferred ongnation costs 748 575
1,101 853

24 Value of In Force Long Term Assurance Business
2007 2008
£m £m
At 1 January 3,104 2,847
Disposals (16}
Unwind of discount rate 245 227
Transfer to the Income staternent {415) {479)
Effect of expenence {201) 8
New business 567 558
Changes In assumptions (180) (32)
Exchange translaton 64 [1e)]

At 31 December 3,184 3,104
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Assumptions
The key assumptions used i the measurement of the value of in force long term assurance business relating to nsurance
contracts and nvestment contracts with a discretionary participating feature {{DPF') are deternined by the Boerd of Directors

The economic assumptions that have the greatest effect on the calculation of the value of In force long term assurance business
are set out below These assumptions require the apphcation of matenial judgerment and are chosen to represent a long term view
of the likely economic environment

The expenence assumptons set cut in Note 26 also have a significant effect on the cash flow projections The selection of these
assumptions also requires the application of matenat judgement and 1s made with reference to historic trends, taking mto account
the analysis of actual versus expected experience as well as ndustry data

Additional nformation: on the long term assurance business nsk Is set out on pages 99 to 11 of the 'Risk Management’ report

Risk discount rate

The nsk discount rate, the rate used to calculate the present valug of the future projected cagh flows, 1s based on the long term
view of the nisk free rate of retumn  As a long term view, It necessanly iInvolves the application of judgement The nisk discount rate1s
increased to reflect the uncertanty associated with the projected cash flows This ncrease can be broken down Into two pnncipal
components, being the Investment nsk component and the insurance risk component

The investment risk component represents an allowance for uncertainty as to the leve! of future margns that wail actually be
achieved by the Group's nvestments  The level of the investment nsk component 1s chosen SO 8 to avold capitalising any
investment risk premiums over the long term view of the nisk free rate of return

The Insurance risk component represents an additional allowance in the nsk discount rate to reflect the potential volatiity of,
and uncertainty around, the future level of nsurance nsk inherent in the contracts

The breakdown of the nisk discount rate 1s shown in the table below

2007 2008

% %

Long term view of nsk free rate of return 50 50
Investment nsk component 10 10
Insurance nsk component 20 20
Total 8.0 80

in isolation of any other assumption changes, an increase In the nsk discount rate would result N a decrease In the value of In force
long term assurance business reducing profits and vice versa

Investment returmn

Assumptions are set for each ndmidual asset class based on the long term view of expected returns, and waighted to produce an
investment return assumption for each particutar class of business The weighting 1 based on the long term asset allocation strategy
for each class of business The table below sets out the long term view of the expected retumns for the principal asset classes

2007 2008

% %
Raturn on fixed interast securties 5055 5055
Return on equities 7.5 75

In 1solation, an increase in the Nvestment return assumption would lead to an iIncrease in profits, and vice versa

1
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24 Value of In Force Long Term Assurance Business continued

Expenses

Operating expense assumphons reflect the projected costs of maintaning and servicing In force insurance contracts and investment
contracts with DPF and assocated overhead expenses The current level of expenses 15 taken as an appropnate expense base

The current expenses are analysed having regard to the volume and type of business in force to derve per contract expense
assumptions These per palicy expense assumplions are assumed 1o increase over the course of the projections n ine with
expected expenses over the plan penod reverting to an assumed expense inflation rate of 3% (2006 3%) thereafter

Changes n assumptions

There were no significant changes In the economic assumptions dunng 2007 used i the denvation of the value of in force long term
assurance business However, there were a number of changes to the undertying expenence assumphions used to estimate the cash
flows from the long term assurance business Additionally, certan non profit reserving methodologies have been updated 10 take
account of the adoption of PS06/14 1N 2007 This has the effect of decreasing both the value of In force long term assurance business
asset and insurance contract liabilties Overall this has a net positive impact iIn 2007 These are discussed further n Note 26

Sensitivities

The tables below indicate the stand alone impact of changes to certain key vanables on long term assurance business, thus includes
the impact on long term insurance contracts, mvestment contracts with DPR value of in force long term assurance business and
related financial assets in support of the long term busness but excluding those relating to investment contract labilties

2007
increase/
[decrease)
in profit
Change in after tax
vanable £m
interest rates ncrease into perpetuity 25bps (23)
Equity/property market values fall and thereafter increase based
on the long term view of the risk free rate 10% {106)
Maintenance expenses fall and thereafter increase by the estimated expense inflation rate 10% 43
Mortality/morbidity rates decrease across all non annuity policy types and age groups 5% 30
Mortality rates decrease across all annurty policy types and age groups 5% {20}
Lapse and surrender rates decrease across all policy types and
cohorts over the duration of their lives (excluding paid up policies) 10% 77
2006
Increase/
{dacreasa)
In profit
Change in after tax
varable £m
Interest rates increase INto perpetuity 25bps (24)
Equity/property market values fall and thereafter increase based on the lang term view of the nsk free rate 10% (77)
Mantenance expenses fali and thereafter increase by the estimated expense inflation rate 10% 44
Mortality/morbidity rates decrease across all non annuity poticy types and age groups 5% 27
Mortality rates decrease across ali annuity pohcy types and age groups 5% (18)
Lapse and surrender rates decrease across all policy types and cohorts over the duration of therr ives
{excluding paid up poticies) 10% 64

Although the tables above demonstrate the impact of ndividual vanable changes, in prachce dus to the correlation between certan
vanables change n one vanable would normally be expected to have an impact on other assumptions It should also be nated that
In some mstances these sensitivities are non Inear
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25 Other Assets
Group Company
2007 2006 2007 2006
£m £m £m £m
Reinsurance assets (Note 26) 963 874
Group rehef recoverable 380 291
Other assets 6,505 3,797 15 53
7,468 467 395 344
26 Insurance Contract Liabilities
2007 2008
Reinsurance Rensurance
Gross assets Net of Gross assats Net of
habllities {Note 25)  reinsurance lghbiities {Note 25) reINSUrance
Em £m £m £m em £m
Long term insurance contract liabnlities
Insurance contracts within the with profit fund 5,640 5,640 5934 5934
Insurance contracts within the non profit funds 20,274 {956) 19,318 18,179 (864) 17,315
25,914 (956} 24,958 24113 {864) 23,249
General Insurance contract iabilities
Provision for unearned premiums 652 {7} 645 615 <) 606
Clams provigions including claims incurred
but not reported (1IBNR’} 298 208 249 {1) 248
950 7 943 864 (10} 854
Total insurance contract iabilities 26,864 {963) 25,901 24,977 {874) 24,103
The changs In iInsurance contract liabiies (net of reinsurance) I1s analysed as follows
2007 2008
£m £m
At 1 January 24,103 21,082
Changes n assumptions {279) (116)
Additonal Insurance labiltes arsing 1,895 3,178
Exchange translation 182 a1
At 31 December 25,901 24,103
1
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26 Insurance Contract Liabihtes continued

Long Term Insurance Contract Liabilities

The Group principally writes the following long term contracts which contan insurance nsk The contracts also contain financial nsk
The pnncipal nisks associated with each type of contract are descnbed below

Life assurance - The policyholder is insured aganst death or permanent disability usually for predetermined amounts
{principally mortality and disabifity nisk)

Annutty products — The palicyholder is entitied to payments for the duration of ther Iife and 1s therefore insured for iving longer
than expectad {principally longevity and market nisk}

With profit business — The primary purposs of these products 1s to provide a long term smocthed nvestment vehicle to the
policyholder, protecting them against short term market fluctuations The policyholder 1s also usually insured agamnst death
and the policy may carry an annurty option at matunty (pnncipally market nsk)

Unit inked business ~ The primary purpose of these products 1 to provide an investment vehicle but where the pohicyholder
18 also maured against death {prncipally market nsk)

Additional information on the nsk associated with the long term assurance business 1 set out on pages 99 to 101 of the
‘Risk Management’ report

The table below sets aut the extent of the above exposures based on the carrying value of the habilthes

2007 2006

Retnsurers’ Nat Rensurers’ Nat

Insurance share of msurance Insurance shara of nsurance

contract contract contract contract contragt contract

liabilhies hablities llabilities llabilities hiabiiies labites

£m £m £m £m £m £m

Life assurance 327 {28) 299 684 (80) 604
Annuity progucts 2,041 2,041 2,061 2,081
With profit 5,640 5,640 5,834 5,934
Unit inked 17,893 {921) 16,972 15,430 (784) 14,646
Other 13 n [ 4 4
Total 25,914 {956) 24,958 24113 (864) 23,249

Guarantees and options

The products with the most significant guarantees and aptions are certan with profit bonds which allow surrenders at specified
dates without market value adjustments being apphed and withdrawals to be taken without penalty, certain contracts which provide
guaranteed minimum levels of return on pohicyholder contributions made to the contract, and certain pension contracts contaning an
option that allows the policyholder to take an annuity benefit at any time between therr 60th and 75th birthday on annuity rates that
were guaranteed at the outset of the coniract There are no other matenal guarantees and optons within the long term assurance
busness other than those discussed above

For contracts whera there are guarantees and options the most significant factor in determining the cost of the guarantees and
optons {other than economic conditions In which the option or guarantee has valug) 1s the actual take up rate of cphons The most
significant factor in determining take up rates s customer behaviour which s Influenced by a number of factors including the value
of the contract, and the financial crcumstances of the iIndividuals The financtal impact 1s dependent on the value of corresponding
investments, Interest rates and longevity at the time of the clam

In order to measure the nsk of these guarantees, the Group makes use of statistical modeling techmiques where appropnate to
determine the possible and mast likely range of outcomes To help mitigate the nsks, the Group makes use of matching technigues
in order 1o hedge part of the expected cash flows ansing under the guarantees in these contracts with financial Instrurments

Expenence and valuation rates of interest assumptions
The assumptions used in the measurement of Insurance Labiltes are determined by the Board of Directors Matenal judgement 15
required I the choice of assumptions relating to INsurance contracts

The assumptions that have the greatest effect on the measurement of the nsurance contract labilities are set out by type
of business below
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Mortality and longevity rates
The process used to deterrmine the Group’s mortality and longewty assurmptions starts with an internal Investigation of the Group's
actual mortality expenence over the last five years This nvestigation is updated regularty

The results of this investigation are considered in the context of a number of factors including the credibility of the results (which wall
be affected by the volume of data avallable), any exceptional events that have occurred dunng the pened being considered, any
known or expected trends in underlying data and retevant pubhshed market data

The rates dernved from the Group's expenence are adjusted in the light of the factors mentioned above to derve a set of ‘best
estmate’ rates No deliberate margins for prudence are introduced as part of this process These ‘best estimate’ assumptions will be
used in the projection of ‘best estimate’ cash flows, such as the measurement of the value of in force tong term assurance business

For insurance contracts within the non profit funds, the labilities are assessed on a prudent basis and hence the rates used need to
include a margin for adverse dewiation that will ncrease llabiites and provide some protection from the nsk that actual expenence 18
worse than the 'best estmate’ assumptions

For insurance contracts within the with profit fund, the liabilites are required to be determined using the realistic or *best estmate’
assumptions

The mortality tables used are as follows

2007 2006
Non profit policies
Pensicn annuities
Males 98% PMA92 mc 95% PMAS2 mc
{1 5% minimum improvement)
Females 80% PFAS2 75% mc 80% PFA92 75% mc
{1% minimum improvement)
Term assurances
Males 24% - 79% TM92 43% — 145% TM92
Females 26% - 95% TF92 55% — 160% TF22
Unit inked policies
Life assurance anc penstons 58% - 143% AM92/AF92 80% - 150% AMO2/AFS2
With profit policies
Life assurance and pensions 49% - 132% AM92/AF92 75% — 85% AMOZ/AF92

For Iife assurance policies, increased mortality rates would lead to a larger number of claims and clams occurmng sconer than
antcipated, Increasing the expenditure and reducing profits For annuity contracts, the opposite 1s frue

Lapse and surrender rates {persistency)
A lapse occurs when the termination of a contract results from the non payment of premiums due under that contract A surrender
oceurs when a policyholder decides to voluntanly terminate ther contract Paid up and partial surrender are additional forms of lapse

and surrender

The process used to determine contract lapse and surrender rates 1s similar to that used to determine mortality and longewity rates
The previous expenerice of the Group from 2004 to 2006 s analysed using statistical techruques As the expenence can vary
considerably between different product types and for contracts which have been in force for different penods, the intermal analysis
breaks the data down into broadly homogeneous groups for the purposes of this analysis This analysis 1s updated regularly

The most recent experience 1s considered along with the results of previous analyses in order to determine a ‘best estimate’ view
of what persistency experience will be in the future In determining this 'best estimate’ view, a number of factors are considered
Including the credibility of the results (which will be affected by the volume of data avalable), any exceptional events that have
occurred during the period being considered, any known or expected trends in underlying data and relevant published market data

These ‘best estimate’ assumptions will be used n the projecton of ‘best estimate’ cash flows, such as the measurement of the value
of n force long term assurance business For insurance contracts within the non profit funds, the liabilies are calculated assuming a
prudent scenano For msurance contracts within the with profit fund, the lrabiities are required to be determined using the realstic or
‘best estimate’ assumptions

Lapse and surrender rates vary according to both contract type and the length of time a contract has been in force No lapse and
surrerider rates have been presented because it 1s impractical o summanse the information in a meaningful manner

The impact of an increase 1n lapse and surrender rates on contracts without guarantees and options would most likely result n a
decrease in profits, as the contracts would no longer be in force to generate cash flows In the future However, for certain policies
with valuable guarantees and options (prncipally within the with profit fund), ncreased lapse and surrender rates may be beneficial
to the Group as the policyhalder loses the abxlity to exercise the potentially valuable guarantee or option when therr policy terminates
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Notes to the Financial Statements
continued

26 Insurance Contract Liabilittes continued

Valuation rate of interest

The valuation rate of Interest 1s the rate used to discount the projected cash flows on the confracts in order to determine the
value of the habiliies as at the reporting date

For nsurance coniracts within the nen profit funds, the llabiities are calculated using an estmate of the prudent valuation
rate of Interest determined according to specific rules set out by the Financial Services Authonty

For insurance contracts within the with profit fund, the liabilities are calcutated using a realistc or market conststent valuation
rate of Interest based on the prevaiing economic conditons at the tme of the liability assessment without further adjustment

The valuation rates of interest used are as follows

2007 2006
Non profit policies
Pension annuities 41% -53% 4 4% -4 8%
Term assurances 35%-44% 30% 375%
Unit inked policies
Life assurance 33%-40% 30%-35%
Pensions 41%-49% 375% ~44%

In isolation, an INcrease I the valuation rate of interest decreases kabilites leading to an increase In profits or vice versa

Discretionary participating bonus rates

The distnbutions to policyhalders with Insurance and investment contracts with DPF are determined by the Board of Directors of
subsidianes based on local regulations and in ine with arrangements in individual policy contracts For insurance and investrent
contracts with DPF in the with prafit fund, the distributions to palicyholders are govemned by the fund's Principles and Practices of
Financial Management No material changes were made to the distnbution policies for insurance and investment contracts with DPF
dunng the year under review

Changes in experience and valuation rate of interest assumptions

There were a number of changes made to assumptions used to calculate the value of policyholder liabiliies n both 2007 and 2006
The most significant changes to the hability valuations were due to changes in valuation rates of interest, which were updated to
reflect the prevaiing econemic conditions at tha balance sheet date Additionally, certain non profit reserving methodologies have
heen updated to take account of the adoption of PS06/14 1n 2007 This has the effect of decreasing both the value In force long term
assurance business asset and the long term insurance contract labities

General Insurance Contract Liabilities
The insurance business's general INsurance clam provisions including IBNR by policy type are set out In the table below

2007 2006
Reinsurers’

share of Rensurers
Gross claims claims Nat claims Gross clams  share of clams Net claims
provisions provisions provisions DrovISICNS provisions ProvISIOns
£m £m £m £m £m £m
Repayment insurance 94 94 110 110
Household insurance 192 192 i35 135
Qther insurance 12 12 4 1 3
Total 298 298 249 (n 248

Assumptions

For general nsurance contracts, claims provisions (compnsing provisions for clams reported by policyholder and IBNR claims} are
established to cover the ultimate costs of settling the llablities In respect of clams that have ocourred and are estimated based on
known facts and anticipated expenence at the balance sheet date The prowisions are refined as part of a regular ongoing process
as clams expenence develops, certain claims are settled and further clams are reported Cutstanding claims provisions are not
discounted for the time value of money

The measurement process pnmarlly includes projection of future clams costs through a combination of actuanal and statistical
projection techniques In certain cases, where there 1s a lack of refiable histoncal data on which to estimate claims development,
relevant benchmarks of similar business are used in developing claims estimates

The principal assumption underlying the estmates 1s the general insurance business'’s past clams development expenence

This includes assumptions In respect of average clams costs, clams handing costs, clams inflation factors, and claim numbers

for each accident year Judgement 1s used to assess the extent to which external factors such as puchaial decisions and government
legnslation affect the estimates

Additional Information on the Group’s general Insurance risk 1s given on pages 101 to 102 of the 'Risk Management' report
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27 investment Contract Liabilities
Investment contract habdtes
Investment contract Yiabiites with DPF

Investment contracts related to coflective Investment schemes
Total investment contract habilihes

28 Unallocated Surplus
At 1 January

Changs In the year
At 31 December

HBOSplc Annual Report and Accounts 2007

2007
£m

40,387
7,192
47,57¢
5,249
52,828

2007
em

1,543
(50)
1,493

2006
£m

34,806
8,694
43,500
5,986
49,486

2008
£m

974
569
1,543

The nature of certain INsurance and rvestment contracts with DPF within the with profit fund 1s such that the allocation of the surplus
assets between the policyhoider and the Group has not been determined at the end ¢f the accounting penod The unallocated
surplus compnses these surplus assets and 1s deemed to be a liability until allocation to the appropniate party has been determined
in accordance with the requirements of FRS 27, the ‘best esttmate’ of the Group's share of future bonuses has been recognised as

part of the unallocated surplus

Sensitivities

The table below ndicates the stand alone impact of changes to certan key vanables that have the greatest mpact on the Group's
with profit fund These are shown with reference to the unallocated surplus and the underying with profit kabilites

Interest rates increase into perpetuity

Equity/property market vaiues fall and thereafter increase based

on the long term view of the nsk free rate

Lapse and surreénder rates decrease across all policy types and cohorts

{excluding pard up policies)

Increase/
Change In  (decrease)in

variable liabdittes
£m

25bps {94)
10% {652)
10% 16

Increase/
Changa in {decraase) n

vanable habiities

£m

Interest rates increase into perpeturty 25bps {142)
Equity/property market values fall and thereafter increase based on the long term view of the rngk free rate 10% (757)
Lapse and surrender rates decrease across all policy types and cohorts {excluding paid up policies) 10% 16

2007
impact on
unailocated
surplus

£m

29
(257)
{16)

2008
Impact on
unaliocated
surplus

£m

26
(201}
{16}

Although the tables above demonstrate the impact of individual vanable changes, in practice due to the corralation between certan
vanables a change n cne vanable would normally be expected to have animpact on cther assumptions It should aiso be noted that

In Some Instances these sensitivities are non linear
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Notes to the Financial Statements
continued

29 Post Retirement Benefits

The Group operates defined benefit and defined contribution persion schemes, as well as defined benefit post retirement medical
and concessionary morigage plans The charge for the year In respect of the pension schemes 15 £206m (2008 £208m) compnsing
£141m (2006 £161m) for defined benefit schemes, £60m (2006 £44m} for defined contnbubion schemes and £5m (2006 £3m) for
other post retirement benefits

Defined contnbutton post employment benefit plans
The prncipal Group defined contnbution plan 1s the HBOS Group Money Purchase Scheme It is funded by contnbutions from
colleagues and the Group New colleagues are automatically enrolled in the schemie unless they opt cut

The level of Group contributions for the majonty of members who contribute at the core rate of 4% 15 6% In addition, if members wish
to pay more, then the Group will also make further contributions In respect of the members’ first 4% of additional contributions For
the majority of members, stepping therr contrbution rate to 8% waill result in the Group stepping up its rate to 12% Higher levels

of Group contnibutions are available to more senior colleagues Alternatively, members may elect to pay a lower contnbution of

29 and receive Group contributions at 3% These were the levels of contnbutions for colleagues and Group for the majortty of the
axisting members at April 2006 and other colleagues who were automatically enrolled into the plan The respective default rates for
colleague and Group contnbutions have been increased to 3% and 4 5% in 2007 and will be mcreased to 4% and 6% in 2008

The expense of all the Group defined contnbution plans for the year ended 31 December 2007 was £60m (2006 £44m)

Defined benefit post employment benefit plans

The Group provides several defined benefit plans The man scheme is the HROS Final Salary Pension Scheme (HBOS FSPS') which
s a closed funded scheme It was formed m July 2006 through the merger of the Group's four main UK defined benefit schemes
Accordingly disclosures prior to the date of the merger have been re analysed to show pro forma comparatives for the HBOS FSPS
based on the comparative disclosures of the four legacy schemes

Separate disclosures for all other defined benefit pension plans within the Group are made under the heading ‘Other Schemes’
These contain a mixture of funded and unfunded schemes and arrangements

Separate disclosures are also made on a combined basis for the unfunded post retirement medical plans and concessionary
moertgage plans under the heading ‘Other Post Retirement Benefits'’

The Company Is the sponsor of the HBOS FSPS, the unfunded scheme which 1 iInciuded within the Other Schemes and the
Other Post Retirement Benefits The net habilites of these schemes are £263m, £44m and £53m respectively fotaling £360m
{2006 £778m, £44m and £55m respectively totaling £R77m) Accordingly the disclosures relating to the HBOS FSPS and Other
Post Retirement Benefits are also those of the Company

The unfunded scheme in the Company had a iabihty of £44m at the start of the year (2006 £42m) and £44m at the year end {2006
£44rm) The pension expense relating to the unfunded scheme i the Company 1s £2m (2006 £3m) and 1s comprised of an interest
cost and current service cost of £2m and £nil respectively (2006 £2m and £1m) In addition benefits paid by the Company in respect
of the unfunded scheme during the year amounted to £2m (2006 £1m) The unfunded pension habilties have been secured by assets
held by the Group These assets, compnsing listed investment secunties held at a value of £56m at 31 December 2007 (2006 £36m),
are included I the Group’s tnvestment secunties and would only be avallabie to members in the event of certain contingencies, such
as the faiure to pay benefits

The assets of the Group's funded schemes are held In separate trustee administered funds, which are ndependent of the Group’s
own assets, to mest the long term pension fiabilities of past and present employees The trustees of the schemes are reqguired to act
with regard to the best interests of the schemes’ beneficianes and a number of tnustees are nominated or elected by the members
of the schemes The trustees, In consultation with the Group, set the achemes’ mvestment strategres and, with the agreement of the
Group, set the level of contnbutions to be made to the schemes

The liabilties of the defined benefit schemes are measured by discounting the estimated future cash flows to be pad out by the
schermes using the projected unit method This method 15 an accrued benefit valuation techrigue that makes allowances for
projected earnings The Group estimates the average duration of the habiives of the defined benefit scheme to be 23 years

Following tts formation in 2006, the first funding valuation and the most recent published valuation of the HBOS FSPS was camed
out as at 31 December 2006 by an independent actuary The financial assumptions adopted within this valuation were based upon
the economic conditions prevaling at the date of valuation This resulted in the Group adjusting the rate of regular contributions to
around 23% of pensionable salanes with effect from July 2007 In the ight of the defictt of £95m under the assumptions agreed for
the valuation, the Company also agreed to make annual deficit contrbutions of £50m per annum for each of the years 2007 to 2010
inclusive The Company has paid £100m in respect of the first two years contribution during the current financial year The level of
contnbutions payable to the scheme 1s expected to be reviewed again following completon of the next funding valuation, due as at
31 December 2009

On 1 January 2008, the Clencal Medical International Pension Scheme, which 15 a funded defined benefit plan, included within
Other Schemes 1s merging with the HBOS FSPS In anticipation of this, the Company has paid a deficit reduction contnbution
of £5m dunng the year as part of the merger agreement



www hbosplc com

The Group's net post retirement benefit liabilities in respect of its defined benefit plans are analysed as follows

HBOS
FSPS
£m
Defined benefit obligations {7.072)
Fair value of assets 6,809
Net habilities (263)
Movements in the net post retrement
benefit labilites were as follows
At 1 January (778)
Pension expense {131)
Group contnbutions 250
Benefits paid directly by the Group
Actuanal gams/losses) 396
At 31 December (263}
Movements in the defined benefit
obligations were as follows
At 1 January 6,952
Current service cost 210
Plan participant contnbutions 23
Interest cost 358
Benefits paid (165)
Benefts paid directly by the Group
Net actuanal (gansylosses {311)
Past service cost 5
Settlement/curtalment
Foreign exchange translation
At 31 December 7,072
Movements in the faur value of
plan assets were as follows
At 1 January 6,174
Actual return on plan assets 527
Group cantributons 250
Plan participant contnbutions 23
Benefits pad {165)
Settlernant/curtailment
Foreign exchange translation
At 31 December 6,809
The farr value of plan assets at
31 Becember compnise the following
Equity instruments 3,940
Bonds 2,478
With orofit investments
Property 298
Other assets 93
Total value of assets 6,809

Other
Schemes
£m

{651
520
{31)

79)
(10)
42
1
15
31

549
12

(18)
n
{24)

@
551
470

24

42

(19)
(6)

520
260
129

50

73
520

Other Post
Retirement
Banefits
£m

(53)

)

(55}
&)

2
5
{53

55

{2)
(5

53

2007

Total
£m

(7.676)
7,320
(347)

{912)
{146)
292
3
416
(347)

7,556
224
24
389
(184}
3
(340)

{4)

7676

6,644
501
292

24
{184)
(6)

7,329
4,200
2,607

306

166
7,229
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2008
Other Post
HBOS Qther Retirement
FSPS Schemes Benefits Total
£m £m £m £m
(6,952) (549) (55) {7.556)
6,174 470 6,644
(778) (79) (55} @12}
(1,701} Q1) {49) {1,84%)
(148) {13) (3 {164)
826 3 857
1 2 3
245 (7} ) 233
(778) (79) (55) 212)
6,635 500 49 7184
210 9 1 220
21 3 24
319 25 2 346
(144) {11} (155)
1 2 m
(96) 32 5 (59)
7 1 8
0] (7}
2] @
6,952 549 55 7,556
4,934 409 5,343
537 47 584
826 3 857
21 3 24
{144) (1) {(155)
{7) 0
@ 2
6,174 470 6,644
4180 277 4,467
1,636 58 1,694
54 54
270 270
78 81 159
6,174 470 6,644
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Notes to the Financial Statements
continued

29 Post Retirement Benefits continued
The expense recognised in the Income statement for the year ending 31 December comprises

2007 2006
Other Post Other Post
HBOS Other Ratirement HBOS Other Retrement
FSPS Schemes Bonefits Total FSPS Schemes Benefits Total
£m £m £m £m £m £m £m £m
Current service COst 210 12 2 224 210 9 1 220
Interest cost 358 28 3 389 318 25 2 346
Expected return on assets {442) {33) {475) (388) {(22) {410}
Settlernent/curtailment 2 2
Past service cost 5 1 6 7 1 8
Total expense 131 10 5 146 148 13 3 164

The actuanal gains/{losses) recogrised In the statement of recognised income and expense for the year ending 31 December
comprises

2007 2006

Other Post Other Post

HBOS Other Retirement HBOS Other Retirement
FSPS Schemes Benefits Total FSPS Schemes Benefits Total
£m £m £m £m £m £m £m £m
Actuarnal gain/loss) on plan assets 85 9) 78 149 25 174
Experience (foss)/gawn on plan habiites  (91) {4} 1 (94) 136 7 1 144
Gain/fjoss) from change in assumptions 402 28 4 434 @0 (39) {6) (85)
Total actuanal gains/{losses}) 396 15 5 416 245 7 (5) 233

The Group's policy for recognising actuanal gains and losses is to take them directly to reserves in the period in which they arnse

A gain of £312m (2006 gain of £163m) (net of tax) was recogrised In the consohdated statement of recognised Income and expense
in the year Cumutative actuanal gains and losses recogrised in the consolidated statement of recognised income and expense at
31 December 2007 amount to a gan of £176m (2006 loss £136m) (net of tax}

The expected and actual retums on plan assets for the HBOS FSPS and other schemes is as follows

2007 2008
HBOS Other HBOS Other

FSPS Schemaes Total FSPS Schemes Total

£m £m £m £m £m m

Expected retwrn on plan assets 442 33 475 388 22 410

Actuanal gan/loss) on plan assets 85 9) 76 149 25 174

Actual return on plan assets 527 24 551 537 47 584

The history of expenence adjustments for the HBOS FSPS and other schemes 1s as follows

2007 2006

HB0S Other HBOS Qther
FSPS Schemes Total FSP3 Schemes Total
£m £m £m £m £m £m
Defined benefit obligations {7,072) (551) (7,623) (6,952} (549} {7.501)
Farr vatue of plan assats 6,809 520 7,329 6,174 470 6,644
Net habtlities (263) {31) (294) 778) (79) {857)
Expenence adjustments on plan habities {Loss)/gan (£m) {91} (] {95) 136 7 143
Percentage of plan hiaphties (%) 1 1 1 2) (1) @
Experience adjustments on plan assets GanAloss) (€m} a5 9 76 149 25 174

Percentage of plan assets (%) 1 (2) 1 2 5 3
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2005 2004
HBOS Other HBOS Cther
FSPS Schemes Total FSPS Schemeas Total
£m £m £m £m £m £m
Defined benefit obligations {6.635) (500) {7,135) (5,447) {452} (5,899)
Farr value of plan assets 4,934 409 5,343 3,831 352 4,183
Net llabilities {1,701) a1) (1,792} (1,616} {100) (1,716)
Expenence adustments on plan liabiities (Losskgain (£m) 83 {7) 20) (B5) 22 43)
Percentage of plan habilties (%) 1 1 1 1 5} 1
Expenence adjustments on plan assets Gain (Em) 581 10 591 27 22 49
Percentage of plan assets (%) 12 2 13 1 6 1

The mortality assumptions used in 2007 are unchanged from those adepted in 2006 For current and deferred pensioners table
PNADD projected to 2006 using the base level of mprovements from the '92' series, with subsequent future Improvements in kne
with the ‘92" senies ‘medium cohort’ projections have been used with a 10% loading to the female table reducing life expectancy
This 1s to align it with actual expenence for the schemes’ pensioners For active members table AS2ULT multiped by 70% has been
used The net actuanal gain on the defined benefit obligations of £59m In 2006 ncludes & loss of £348m in respect of changes in Ife
expectancy ansing from the use of these revised mortality tables, offset by gans ansing from changes in the discount rate and other
actuarial assumptions The net actuanal losses of the defined benefit obligations of £830m n 2005 principally arose from the change
In the discount rate assumption The discount rate 1s based on an average yield from long dated 'AA' corporate bonds which fell
significantly in 2005

Summary of assumptions and membership data
The following assumptions and data have been used in respect of the defined benefit pension schemes

HBOS F5PS Other Schemes

2008 2007 2006 2005 2008 2007 2006 2005
Actuanal assumptions at
beginning of the year
Discount rate (%) 570 515 485 545 570 515 485 545
RPI infiation rate (%) 34 30 28 28 34 30 28 28
Expected return on plan assets® (%) 678 718 715 7 6 66 686 629 620
Salary ncreases ™ (%) 39 35 33 38 39 35 33 38
Pension increases @ (%) 3.3 30 28 28 33 30 28 28
Life expectancy at age B0 {years)
Retired members
Males 26 26 23 23 26 26 23 23
Females 27 27 26 26 27 27 26 26
Nen retired members
Males 27 27 24 24 27 27 24 24
Femates 29 29 27 27 29 29 27 27

(@ The expacted return on plan assets 15 the weighted average of the expected returns of the main asset classes These retums reflect a combination of tustoncal
performance, the forward looking views of financial markets as suggested by the yields available, and the views of Investment organisations For 2008 the expected
returns are B 2% on equites 4 5% on government bords, 5 6% on corporate bonds and 6 8% on property

{h) In addition 10 the generat assumed rate of salary increases, there 15 a separate assumed salary scale of increases due 1o prometions and increasing ssnionty

{© The pension Increase Is on the excess over the Guaranteed Minmum Pension Pensions which are guaranteed to increase at a rate of at least 3% per annum have
besn assumed to increase at 3 6% per annurm for the end of year calculations (3 40% per annum for 2006 and 3 25% par annum for previous calculations)

A summary of the membership data at the end of each year is as follows

HBOS FSPS Other Schemas
2007 2006 2005 2004 2007 2006 2005 2004

Active members
Number 27,893 30,044 32,504 35,136 2,581 213 2,289 1504
Covered annual payroll (Em) 745 a7 764 785 106 82 78 56
Average age 42 4| 41 40 43 44 43 4
Average length of service 15 14 13 12 1 11 12 1
Deferred members
Nurnber 35,869 35,167 32,844 32135 2,557 2,019 1,969 1,764
Average age 42 42 44 43 44 47 44 45
Retired members
Number 14,460 13,866 12,932 11,182 875 677 644 663
Total annual pensions {£m) 129 120 Ha 105 18 10 g 9

Average age 64 63 64 54 63 64 65 64
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Notes to the Financial Statements

continued

29 Post Retirement Benefits continued

The principal assurmptions used in the calculation of the other post retirement benefits are the discount rate, which 1s the same as
that used for the pension schemes and the medicat cost trend rate which has been assumed to be the same as the discount rate

Sensitvity analysis for each of the principal assurmptions used to measure the scheme liabilities, showing the increase n defined

benefit obigations at 31 December 2007, 15 set out below

Factor

Change in assumpton  Increase 2007

Discount rate decrease 0 1%
Rate of Inflation increase 01%
Rate of salary growth increase 01%
Life expectancy at age 60 Increase by 1 year

30 Long Term Assurance Business Capital Position Statement

23%
23%
05%
2%

HBOS FSPS
Increase 2006

23%
22%
04%
27%

The Capttal Position Statement sets out the total capital resources relating to the life assurance business of the Group
The statement shows the shareholders’ funds In the long term assurance business together with the adjustments required
to reconcile these amounts with the amounts dstermined in accordance with the reguiatory reporting framework

CMIGL
UK with profit
fund
£m
Total shareholders' funds
Adjustments onto regulatory basis
Less value of in force long term assurance business (Note 24)
Less purchased value of n force mvestment business (Note 19}
Add unallocated surplus {Note 28)™ 1,493
Less shareholders’ share of realistic iabilities {81)
Deferred taxation
Other adjustments
1,412
QOther qualfying capital
Loan caprtal
Total capital availlable® 1,412
The Group's long term insurance and investment
contract habiities are allocated as follows
tnsurance contract habihities {Note 26) 5,640
Investment contract hiabtlities {Note 27)® 7,192
Unallocated surplus {Note 28) 1,493

{@ Thewth profit fund unallocated surplus 1s determined on an adjusted realistic basis
() Excludes mvestment contract liabilties related to the collective investment schemes
{©) Provisiona available capital

UK

non profit
funds

£m

4,004
(2,476)
{320)

1,102
651)
1,659

1,659

17,764
33,8920

UK iife
shareholder
funds

£m

40

55
95

1,039
1,134

QOther Schemes
increase 2007 Increase 2006
22% 22%
22% 22%
04% 05%

2 5% 2 4%
2007

COverseas

- life :I'otal lite
£m £m

736 4,780
{708} (3,184)

(1) (321)
1,493
{81)

135 1,237
87 {509}

249 3,415
1,039

249 4,454
2,510 25,914
6,497 47,579
1,493
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CMIGL UK UK ife Cvarseas
UK with profit ron profit shareholder Iife Total hfe
func funds funds business business
£m £m £m ja] £m
Total shareholders’ funds 4,119 (279) 710 4550
Adjustments onto regulatory basis
Less value of in force long term assurance business (Note 24) (2,488) {616} (3,104
Less purchased value of 1n force investment business (Note 19) (350) 1 (351}
Add unallocatad surplus (Note 28) @ 1,543 1,543
Less sharehoidars' share of realistic habilities (107) (107)
Deferred taxation 1,102 152 1,254
Other adjustments (728) {B) (12) {745)
1,438 1,655 (284} 233 3,040
Other qualifying capital
Loan capttal 62 962
Total capital avalable® 1,436 1,655 678 233 4,002
The Group’s long term insurance and nvestment
contract iabities are allocated as follows
Insurance contract kabilities (Note 26) 5,934 15,082 2197 24113
Investment contract labimes {(Note 27)® 8,694 31,630 3,176 43,500
Unallocated surplus (Note 28} 1,543 1,543

{a) The with profit fung unallocated surplus 18 determmed on an adjusted realistic basis
{b) Excludes rvestment contract habilities related to the collective nvestment schemes
{c} Provisional avalable capital

The Group has one UK with profit fund, the Clencal Medical Investment Group Limited (‘CMIGL)) with profit fund, which I1s shown
separately In the Capital Position Statement The Group's UK non profit businesses are aggregated as well as the Group's overseas
lfe businesses for the purpose of this staterment

For the Group’s UK wath profit fund, avallable capital and capital requirements are determined under the ‘twin peaks’ assessment as
prescnbed by the regulations of the Financial Services Authonty (FSA) Under this agsessment the avallable capital 1s determined by
companng admissible assets with the mathematical reserves determined on the ‘regulatory peak’ basss This s adjusted by the with
profit Insurance capital component (WPICG'} to arnve at the avallable capital position for the purpose of this disclosure The capital
requirement, adjusting for the WPICC, consists of the long term insurance caprtal requirement {'LTICR')

The WPICG Is determined under the twin peaks test by companng the regulatory peak with the realistc peak If the latter 15 more
onerous then this gives nse to a WPICC At 31 December 2007 and at 31 December 20086, the realishc peak was more onerous
Accordingly, the available capital of the with profit fund 1= adjusted by the WPICC and presented on a ‘realistic’ basis As more fully
desenbed 1n Note 28, the unallocated surplus 1s detenmined on an adjusted reakistic basis in accordance with FRS 27

UK sharsholders’ funds, UK non profit funds and overseas businesses are shown separately in the Capital Position Statement There
are no formal arangements, other than those relating to the CMIGL with profit fund described below, for shareholders’ funds or the
surplus within the ndividual ife funds 1o be used to support other businesses or bfe funds within the Group However, as described
below, subject to certan conditions being met, the avallable capital within the indvidual funds 15 potentially transferable to other

parts of the Group However, the capttal within each fund 1s generally subject to restrictions as to its avaldability to meet requirements
that anse elsewhere in the Group, including other long term businesses In particular, for sections in the Capital Posiion Statement
where aggregate capital amounts have been shawn, such as for UK non profit funds and overseas business, there are no prior
arrangements m place to allow the capital to move freely between entities withun these sections

Restrictions to the apphcation of capital

Restnctions apply to the transfer of assets from any long term fund In particular, at all imes, each long term fund must mantamn an
excess of assets over labiites Transfers of assets from a long term fund can only be made once management are satisfied that they
have met the relevant requirements of the fund The principal restrichions are

(a) CMIGL with profit fund

The unallocated surpius held in the fund can only be applied to meet the requirements of the fund itself or distrbuted according

to the prescnbed rules of the fund Shareholders are entiied to an amount not exceacding one ninth of the amount distnbuted to
policyholders in the form of bonuses Such distnbutions would also be subject to a tax charge The use of capital within the fund

13 also subject to the terms of the scheme of demutualisation effected n 1996 and the conditions contaned n the Principles and
Practices of Financial Management of the fund Capital within the Clencal Medical non profit fund 1s avallable to meet the with profit
fund’s capital requirernents There are no other arrangements that provide capital support to the fund
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Notes to the Financial Statements
continued

30 Long Term Assurance Business Capital Position Statement continued

{(b) UK non profit funds

Except as above, the capital held in the fund 1s attributable to the shareholders and, subject to meeting the regulatory requirements of
these businesses, this caprtal 1s potentially available to meet capital requirements elsewhere In the Group Any transfer of the surplus
would give nse to a tax charge

(c) Overseas Iife business

These include several smaller ife comparies outside the UK In all cases the avallable capital resources are subject to local regulatory
requirements Including Germany, Ireland and Australia The avadable capital held in each company 1s potentially available to meet the
capial requirements in other parts of the Group, subject to additional complesuty surrounding the transfer of capital from one country
to another

Target capital

For the UK with profit fund, the Group is required to hold sufficient capital to meet FSA requirements, based on the nisk capital margmn
{'RCM") determined In accordance with the FSA's regulatory 1ules under its realistic capital regme  The deterrination of the RCM 1s
based on the mpact of speciied changes In market prices of the fund assets as well as policyholder behaviour, taking into account
the actions management would have taken in the event of the particular adverse changes

For UK non profit business, the relevant caprtal requirement is the LTICR and restience capital requirement determined In
accordance with FSA regulations

Under the FSA's Individual Capital Adequacy Standards framework, each company s required to carry out its own assessiment of the
capital required to meet its labilites in all reasonably foreseeable circumstances known as the ndviddual capital assessment (ICA)
The ICA takes into account certan business nisks not reflected in the FSAs other capital requirements

Management mtends to mantain surplus capital in excess of the various regutatory requiremerits, ncluding the 1CA, in order to
absorb changes in both the underying businesses and the capital requirements over the short term At 31 December 2007 the
provisional avallable capital, excluding the with profit fund, was 468% {2006 462%) of the provsional LTICR and resilience capital
requrements of £650m (2006 £555m) At 31 December 2007, the total provisional avallable capital Including the wath profit fund
on a realistic basis was 399% (2006 354%j of the provisional LTICR and resilience capital requirements of £1,116m (2006 £1,13tm})

Changes n capital
The principat factors that resuited in changes to the total provisional available capital are set out in the table below

CMIGL UK UK lifa Overseas
UK with profit non profit  shareholder Ife Total lite
fund funds funds business business
£m £m £€m £m £m
At 1 January 2006 876 1,645 793 223 3,537
Changes in non investment assumptions® (10 5 (5) (10}
Investment markets and changas in iInvestment assumptions ® 83 44 (1) 3 119
New business® 331) (27) (358)
Other experience® 487 192 4 81 756
Transfers of capital and dividends 100 {100) 42) 42
At 31 December 2006 1,436 1,655 678 233 4,002
Impact of adopting PS06/14 279 279
Changes in non investment assumptions® {19) 42 59 (1) 85
Investment markets and changes n investment assumptions® {112) 128 10 26
New busmess @ (423} (138) {561)
Other expernience @ 103 548 3 206 888
Transfers of capital and dividends {570) 366 {61) {265)
At 31 December 2007 1,412 1,659 1,134 249 4,454

{8 Therewere no signficant changes to the non nvesiment assumotions during the year

(b} Net positive market conditions led to anincrease in the value of secunties resulting in an Increase to the total capital available

{c) The amount of capdal has been reduced by the ncrease i liabilies and new business strain (excess of acquisition cGsts over margng
due 1o significant volumes of new long term assurance business witten siNce the tast balance sheet data)

This 15 the effect of current yaar expenence on in force blocks of business

This represents the dividends paid by, or transfers of capital to and from the funds dunng the year

d
(€



31 Deferred Tax

Deferred tax {abiites
Deferred tax assets
Net position
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2c07
£m

2,945
(415)
2,530

20

2006
£m

3349
(758)
2,591

At 31 December 2007 a deferred tax habilty of £251m (2006 £214m) relating to investments in subsichanes has not been recognised

because the Company controls whether or not the iability will be Incurmed and it is sabsfied that 1t wiil not be incusred in the

foreseeable future

As a result of the Finance Act 2007, the main UK corporation tax rate will reduce from 30% to 28% m Apnl 2008 UK deferred tax
balances that are not expected to have been realised by Aprd 2008 have been restated at the rate of 28% In addition, the German
corporation tax rate reduced fram 25% to 15% in January 2008

The movement In the net position 1s as follows

At 1 January
Charge to income for the year (Note 9}

{Credity/charge to equrty for the year (Note S}

Changes In rates of corporation tax recognised in income (Note 9)
Changes In rates of corporation tax recognised In equity (Note 9}

Transfer to current tax
Acquisitions

Other movements

At 31 December

Analysed as follows

Defarrad tax liabillties

At 1 January 2007

Charge/lcredit) to Income for the year
(CrediY/charge to equity for the year
Changes n rates of corporation

tax recognised in Income

Changes in rates of corporation

tax recognised In equity

Qther movements

At 31 December 2007

Deferred tax assets

At 1 January 2007

Charge to income for the year
{Credit/charge to equity for the year

Capital
allowances
£m

1,112
31

(76)

{7
1,060

Changes n rates of corporation tax recogrised in Income
Changes in rates of corporation tax recognised m equity

Other movemants
At 31 December 2007

Avaitable
for sale
investments
£m

98
]
(65)

@

15

Cash flow
hedges
£m

182

{182)

Cash flow
hedges
£m

(37
3

(34)

Long term
assurance
businass
£m

1,738
{44)
L]

(101)

12
1,610

Employes
benasfits
£m

(284}
46
130
1

5

4
(98)

Effective
interest
rate

£m

13
(29)

n

98

Provisions
£m

(213)
36

(168)

2007
£m

2,591
199
(86)

(178)

2,530

Qther
£m

90

n

(12

&)
162

Other
£m

(261)

(6)
(115}

2008
£m

1,751
661
139

37

80

(67)
2,591

2007

Total
£m

3,349
37
{243)

{196)
0]

2,945

2007
Total
£m
(758)
162
157
18
a8
)
{415)

Deferred tax assets in respect of employee benefits prmanly relate to retrement benefit plans Deforred tax assets relating to share

based compensation are included in other

In the Company there 1s a deferred tax asset of £85m (2006 £254m}) The asset arose during 2006 and 1s primarily in respect of

smployee benefits following the creation of the HBOS FSPS and the transfer of the net post retirement labiibes to the Company
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Notes to the Financial Statements
continued

31 Deferred Tax continued

2008
Available Long term Effectve
Capital for sale Cash flow assurance interest

allowances Investrments hedges business rate Other Total

Deferred tax kabikbes £m £m £m £m £m £m £m
At 1 January 2008 928 &5 57 1,416 122 171 2759
Chargedcredn) to ncome for the year 112 7 294 9 (75) 347
Charge to equity for the year 20 125 145
Transfers to current tax 4 33 37
Acquisstions 85 85
Other movements (13} 28 39 24)
At 31 December 2006 1112 96 182 1,738 131 a0 3,349
Employea 2008

bengfits Pravisions Other Total

Defarred tax assets Em £m £m £m
At 1 January 2006 {541) (294 (173) {1,008)
Charge to income for the year 189 B84 L3 314
Charge/icredit) to equity for the year 56 B2) 6)
Acquisitions (25) (25)
Other movements 12 3 {42} 33)
At 31 December 2006 {284) (213) (261) (758)

32 Other Liabihties

Group Company

2007 2006 2007 2006

em £m £m £m

Unclamed shares 151 152 151 152
Cther labiities 4,921 7019 53 81
5,072 7171 204 213

Unclaimed shares compnse the net sale proceeds of certan Halfax Group Limited {formerly Halifax Group pic} ordmary shares
which, following the Halifax Group restructuring which took effect on 1 June 1999, represented Halifax plc ordinary shares These
shares were 1ssued to meet clams for Halifax plc ordinary shares from qualifying members of Halifax Bullding Society and others
follawing the transfer of business from Halifax Buskding Society to Halfax pic in 1997 This liability also Includes the related unclaimed
dwvidends up to the date of sale and the unclaimed capital payments ansing from the Halfax Group restructunng in 1989 These
amounts are beng held on behalf of the parsons who would have been erttled to claim the shares before they were sold Amounts
representing the sale proceeds, together with the unclaimed capital payments, can be clamed during a penod of nine years from the
date of sale (30 August 2001) after which time they will be forfeited Amounts representing the related unclaimed dividends can be
clamed dunng the penod of twelve years from the date of the resolution for payment of each dividend, after which time they will be
forfeited Following an internal reorganisation on 1 July 2002, responsibility for these balances was assumed by the Company

33 Provisions

Regulatary Other

provisions Prowisions Total

£m £m £m

At 1 January 2007 131 70 201
Exchange translation 3 3
Charge to admistrative expenses 122 17 139
Utiksed 1n year (147) 21) {168}
At 31 December 2007 106 69 175

Regulatory provisions are established when a legal or constructive obligation exists and represent the estimated cost of making
redress payments to custormers In respect of past product sales where sales processes have been deficient or where fees and
premiums have been overcharged Cther provisions Include property related costs in respect of surplus leased space that amounted
to £27m (2006 £27m) at the year end, provisions for long term and annual leave, Provisians n respect of legal liabilies and for
chligations under reward programmes The timing of cash outflows for customer driven flows can be uncertain and depend on the
rate at which claims are recewved and processed |t 1s estimated that £35m {2006 £95m) of the outstanding provisions will be settled
within the next year
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34 Debt Secunties in Issue
2007 2006
At fair At far

value through At valug through At

the income amortised the income amorused
statement cost Total statement cost Total
£m £m £m £m £m £m
Bonds and medium term notes 1,842 71,8976 73,818 3,260 57,383 60,643
Other debt securties 132,702 132,702 123,007 123,007
1,842 204,678 206,520 3,260 180,390 183,650

The Group 1ssues debt secunties that are secured against loans and advances, debt secuntes and certan other assets of the Group
principally from special purpose entities At 31 December 2007 such debt secunties In 1Issue amount to £57,716m (2006 £63,805m)
of which £11,854m {2006 £19,010m} s 1ssued by the Grampian condurt and £137m {2006 £835m) by the Landale conduit In addition
the Group has 1ssued £24,780m (2008 £16,826m) of covered bonds Debt secunties In Issue measured at amortised cost Include
£38,036m (2006 £39,181m) of secunties subject to far value hedge designation, such as debt securities relating to secuntisation and
covered bonds, the carrying value of which has been adjusted to reflect the fair value of the nsk being hedged

35 Other Borrowed Funds

Group Company
2007 2006 2007 2006
£m £m £m £m
Preferred securties 4,973 3,191
Preference shares 1,51 1,128 1,571 1,128
Suborcknated llabilihes
Dated 10,964 8,656 7,253 4,683
Undated 6,745 6,717 6,679 8,515
24,253 19,692 15,503 12,326
Group
2007 2006
Freferred secunties £m £m
US$750m 6 071% Non cumulative Perpetual Preferred Secunties of US$1,000 each 374 381
US$1,000m 6 85% Non cumulatve Perpetual Preferred Secunties of US$1,000 each 499 509
£600m 6 461% Guaranteec Non voting Non cumulatve Perpetual Praferred Secunties Senes A of £1,000 each 600 600
£250m 8 117% Non cumulative Perpetual Preferred Securities Series 1 of £1,000 each (Class A) 250 250
£180m 7 754% Non cumulative Perpetual Preferred Securties Series 2 of £1,000 each (Class B) 150 150
£245m 7 881% Guaranteed Non voting Non cumulative Preferred Secunties 245 245
€415m Fixed to Floating Rate Guaranteed Non voting Non cumulatve Praferred Secunties 305 278
€750m 4 939% Non voting Non cumulative Perpetual Preferred Secunties 551 503
£285m Junior Perpetual Preferred Securtties 285
£2bn 6 0064/8 0B95% Fixed Rate Perpetual Secunties 2,000
Qther Preferred Secunties 4 12
LUSB45m Preferred Secunties 23
Unamortisad issue costs 24) {25)
Accrued nterest 36 33
Farr value hedge adustments 87) {53)
4,973 313

On 21 June 2007 Fortrose Investments Ltd, a subsidiary, issued £2,000m of B 0064/8 0895% Fixed Rate Perpetual Secunties
Interest 1s payable two monthly in arrears, and the step up In rate ocours In March 2008

Dunng 2006 Castlemill Investments Ltd, a subsichary, issued £285m of Junior Perpetual Preferred Securities and other subsidianes
1ssued Preferred Secunties totaling £8m and US$45m, all of which were redeemed duning 2007

On 16 May 2006 HBOS Capital Funding No 3 L P, a subsidiary, issued €750m 4 933% Non voting Non cumulative Perpetual
Preferred Secunties The secunities pay interest annually in arrears until 23 May 2018 at which time the interest rate will become three
month Eunbor plus 1 37% per annum payable quarterly in arrears The Group has the option to redeem these secunties on 23 May
2016 and quarterly thereafter
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Notes to the Financial Statements
continued

35 Other Borrowed Funds continued

Group Company
2007 2006 2007 2006
Prefarance shares £m £m £m £m
£300m 9 1/4% Non cumulative lrredgemable £1 preference shares 300 300 300 300
£100m 9 3/4% Non cumulative Irredeemable £1 preference shares 100 100 100 1C0
US$750m 6 413% Fixed to Floating Rate US$t Series A preference shares 374 382 374 382
USS750m 5 92% Fixed to Floating Rate US$1 Senes B preference shares 374 3g2 374 382
US$750m 6 657% Fixed to Floating rate US$1 preference shares 374 374
Unamortised 1ssue costs {9) 8 (9} (8)
Accrued interest 27 24 27 24
Farr value hedge adjustments A (52) 3 (52)
1,51 1,128 1,571 1,128

The USS750m 6 413% Fixed to Floating Rate Senes A preference shares, the US$750m 5 92% Fixed to Floating Rate Senes B
preference shares and the US$750m 6 657% Fixed to Floating Rate preference shares have been issued in the form of Amencan
Depository Receipts

On 21 May 2007 HBOS pic 1ssued 7,500 Amencan Depository Recelpts representing US$750m 6 657% Fixad to Floating Rate US$1
preference shares These are Tier | non nnovative non equity preference shares that were issued at $1,000 per share Dividends

are payable sem annually in arrears until 21 May 2037 at which date the Company has the option to redeem them Thereafter,
dwidends are payable at a rate of three month LIBOR plus 1 27% per annum payable quarterly in arrears and can be redeemed by
the Company on any dividend payment date

Group Company
2007 2006 2007 2006

Dated subordinated Habiliies £m £m £m £m
€650m 4 75% Subordinated Bonds 2009 477 436
€500m 5 50% Instruments 2009 367 335
USES500m Notes 2010 249 254
US3150m Notes 2011 75 76
€750m Subordinated Fixed Rate Notes 2012 551 503
US$450m Subordinated Floating Rate Notes 2012 229
£200m Floating Rate Step up Callable Subordinated Notes 2012 200
€12 8m 6 25% Instruments 2012 9 9
Aus$75m Callabie Notes 2012 30
€1,000m Subordinated Calable Fixed/Floating Rate Instruments 2013 734 671
€325m 6125% Notes 2013 239 218
US$1,000m 4 25% Subordinated Guarantead Notes 2013 499 509 489 509
¥60bn 0 55% Subordinatec Callable Notes 2013 267 257 267 257
US$500m Subordinated Callable Notes 2014 249 254 249 254
£250m 11% Subordinated Bonds 2014 250 250
€1,000m 4 875% Subordinated Notes 2015 734 6871 734 671
€500m Callable Floating Rate Subordinated Notes 2016 367 335 367 335
£500m Subordinated Notes 2016 367 335 367 335
US$750m Notes 2016 374 362 374 382
€1,000m Subordinated Lower Tier i Notes 2017 734 734
US$1,000m Subordinated Callable Notes 2017 499 499
Aus$400m Subordinated Callable Fleating Rate Instruments 2017 175 175
Aus$200m Subordinated Callable Fixed/Floating Rate Instruments 2017 88 88
Can$500m Callable Fixed to Ficating Rate Notes 2017 254 254
£500m Lower Tier |l Subordinated Notes 2017 500 500
£150m 10 5% Subordinated Bonds 2018 150 150
£250m 6 375% Instruments 2019 250 250
€750m Callable Fixed to Floating Rate Subordinated Notes 2018 551 503 551 503
£500m 9 375% Subordinated Bonds 2021 500 500
€160m Subordinated Fixed Rate Notes 2021 117 17
€400m 6 45% Fixed/Floating Subordinated Guaranteed Bonds 2023 294 268
€750m Fixed Rate Step up Subordinated Notes due 2030 551 503 551 503
US$750m B 00% Subordinated Notes 2033 374 382 374 382
£245m 7 881% Subordinated Extendable Maturity Notes 2048 245 245
£415m Fixed to Floating Rate Subordinated Extandable Matunty Notes 2048 305 278
Unamortised premiums, discounts and 1ssue costs {32) (28) (25) (24)
Accrued interest 221 203 79 &1
Far value hedge adustments {70) 29 {51) 8

10,964 8,656 7,253 4,683
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Dunng the year the following dated subordinated liabilities have been issued

On 20 March 2007 HBOS plc issued €1bn Subordinated Lower Tier I Notes at an issue price of 99 954% of the pnncipal amount
The notes pay interest at a rate of three moenth Eunbor plus 0 2% per annum payable quarterly n arrears until 21 March 2012 at
which trme the interest rate will become three month Eunbor plus O 7% per annum payable quarterly in arrears until matunty in
March 2017 The Company has the option o redeem these notes on 21 March 2012 and quarterly thereafter

On 27 Apnl 2007 HBOS ple 1ssued Aus$400m Subordinated Callable Floating Rate and Aus$200m Subordinated Callable Fixed/
Floating Rate Australian Domestic Instruments at 1ssue prices of 100% and 99 423% of the principal amount respectively The fixed
rate nates pay nterest at a rate of 6 75% and the floating rate notes at three month AUD BBR BSW plus 0 26% per annum payable
quarterly In arrears untl 1 May 2012 at which trme both interest rates will become three month AUD BBR BSW plus 0 76% per
annurm payable quarterly m arrears until maturity in May 2017 The Company has the option to redeem these notes on 1 May 2012
and quarterty thereafter

On 6 June 2007 HBOS plc Issued US$1bn Subordinated Callable Notes at par The notes pay interest at a rate of three month
US$ LIBOR plus 0 2% per annum payable guarterly in arrears untl 6 September 2012 at which time the interest rate will become
three month US$ LIBOR plus 0 7% per annum payable quarterty n arrears untit matunty i September 2017 The Company has
the option to redeem these notes on 6 September 2012 and quarterly thereafter

On 20 June 2007 HBOS plc issued Can$500m Callable Fixed to Floating Rate Notes at par The notes are subordinated and pay
Interest at a rate of 5109% per annum payable quarterly In arrears untl 20 June 2012 at which time the interest rate will become three
month CAD BA CDOR plus O 65% per annum payable guarterly in arrears untl matunty in Jure 2017 The Company has the option
to redeem these notes an 20 June 2012 and quarterly thereafter

©n 15 October 2007 HBOS plc issued €160m Subordinated Fixed Rate Notes at par The notes pay mterest at a rate of 5 374%
per annum payable annually and mature on 30 June 2021

On 17 October 2007 HBOS plc 1ssued £500m Lower Tier | Subordinated Notes at an 1ssue price of 99 9% of the principal amount
The notes pay interest at a rate of 6 305% per annum payable semt annually until 18 October 2012 at which tme the interest rate wil
become three month LIBOR plus 1 2% per annum payable quarterly in arrears until maturity in October 2017 The Company has the
option to redeem these notes on 18 October 2012 and quarterly thereafter

During 2006 the following dated subordinated habilities were Issued

On 28 March 2006 HBOS plc issued €500m Subordinated Notes at an issue price of 99 735% of the prnncipal amount The notes
pay interest at a rate of three month Eunbor plus 0 175% per annum payable quarterly In arrears untl 29 March 2011 at which time
the interest rate will become three month Eunbor plus 0 675% per annum payable quarterly n arrears untl matunty n March 2016
The Comparny has the option to redeem these notes on 29 March 2011 and quarterly thereafter

On 29 September 2006 HBOS pic 1ssued US$750m Notes at an 1ssue price of 99 868% of the principal amount The notes pay
interest at a rate of three month US$ LIBOR plus O 2% per annum payable quarterly in arrears until 30 September 2011 at which tme
the Interest rate will become threa month LIBOR plus 0 7% per annum payable quarterly in arrears unhl matunty n September 2016
The Company has the option to redeem these notes on 30 September 2011 and quartesly thereafter
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Notes to the Financial Statements
continued

35 Other Borrowed Funds continued

No repayment, for whatever reason, of dated subordinated lrabilities prior to s stated matunty and no purchase by the relevant entity
of its subordinated debt may be made without the consent of the Financial Services Authonty On a winding up of the Company or
subsidiary, the claims of the holders of dated loan capital shall be subordinated in nght of payment to the claims of all depesitors and
creditors of the Company or subsidiary undertaking, other than creditors whose clams are expressed to rank parn passu with, or

Junior 1o, the claims of the holders of the dated loan capital

2007
Undated subordinated liabilities em
£500m Cumulative Callable Fixed to Floating Rate Undated Subordinated Notes 500
USS750m 6 071% Undated Subordinated Fixed to Floating Rate Instruments
€750m 4 875% Undlated Fixed to Floating Aate Subordinated Notes 551
€500m Floating Rate Undated Subordinatec Notes 367
US$1,000m 5 375% Undated Fixed to Floating Rate Subordinated Notes 499
€750m Undated Subordinated Fixed to Floating Notes 651
£A00mM 5 75% Undated Subordinated Step up Notes 600
US$1,000m 6 85% Undated Subordinated Notes
£600m Fixed to Floating Rate Undated Subordinated Notes
€500m Fixed to Floating Rate Undated Subordinated Notes 367
£300m Perpetual Regulatory Tier One Secunties 300
£300m 7 5% Undated Subordinated Step up Notes 300
JPY 42 5bn 3 50% Undated Subordinated Yen Step up Notes 189
US$300m Reset Notes
£200m Perpetual Notes 200
£200m 7 375% Undataed Subordinated Guaranteed Bonds 200
€300m Floating Rate Undated Subordinated Step up Notes 220
US$250m Floating Rate Primary Gapral Notes 125
£150rm Instruments 150
JPY 17bn Instruments 76
£100m Instruments 100
£100m 12% Perpetual Subordinated Bonds 100
£100m 8 75% Perpetual Subordinated Bonds 100
£75m 13 625% Perpetual Subordinated Bonds 75
JPY 9bn Instruments 40
£50m 9 375% Perpetual Subordinated Bonds 50
£500m 5 75% Undated Subordinated Step up Notes 500
€750m 4 25% Perpeiual Fixed/Floating Rate Reset Subordinated Guaranteed Notes 551
€750m 4 939% Undated Fixed to Floating Rate Subordinated Notes
Unamortised premiums, discounts and 1ssue costs {71}
Accrued interest 146
Fair value hedge adustrments {41)

6,745

Group
2008
m

500

503
336
509
503
B0

335
300
300
182
1533
200
200
201
127
150

73
100
100
100

75

38

50
500
503

{a4)
124

6,717

2007
£m

500
374
551
367
499
551
600
489
600
367

300
18¢

500

§51
{48)
104
(45)
6,679

Company
2006
£m

500
382
503
335
509
503
600
509
800
335

300
182

20m

500

503
(33
87

M
8.515

On 16 May 2008 HBOS plc issued €750m Undated Fixed o Floating Rate Subordinated Notes at par to HBOS Capital Funding No
3 LP, asubsidiary undertaking The notes pay interest at a rate of 4 939% annually in arrears until 23 May 2016 at which time the
nterest rate will become three month Eunbor plus 137% per annum payable quarterly in arrears The Company has the cption to

redeem these notes on 23 May 2016 and quarterly thereafter

No exercise of any redemption option or purchase by the relevant entity of any of its undated subordinated habiibes may be made
without the consent of the Financial Services Authonty On a winding up of the Company or subsiciary, the clams of the hotders
of undated loan capital shall be subordinated n nght of payment to the claims of all depositors and crediters of the Company or
subsidiary other than creditors whose claims are expressed to rank pan passu with, or junior to the claims of the holders of the

undated loan capital The undated loan capttal 1s junior in point of subordination to the dated loan capital referred to above
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36 Share Capntal

Ordinary Preference

shares shares Total
Allotted, called up and fully paid £m £m £m
At 1 January 2008 959 198 1,157
Issued under emptoyee share schemes 8 8
Ordinary share buyback (26) {26}
At 31 December 2006 and 1 January 2007 941 198 1,139
Issued under employee share schemes 5 5
QOrdinary share buyback {13) (13)
At 31 December 2007 933 198 1,131

Issued Share Capital

At 31 December 2007 the Company's Issued ordinary share capital, excluding shares held In treasury, amounted to 3,730,415,166
shares (2006 3,761,157,260) in December 2006 HBOS plc announced a further share buyback pragramme for 2007 in addition to
the previous programmes  Dunng the year HBOS plc has bought 50 million (2006 97 millon) shares at a total constderation (ncluding
costs) of £500m (2006 £982m) At 31 December 2007 2,589,000 (2006 3,032,000) shares bought back remain in treasury to be
cancelled

The Group operates a number of share option plans and saving related option plans for colleagues Detarls of these are given
In Note 37

On 16 June 2006 HBOS pic 1ssued 350,000 6 3673% fixed fo floating non cumulatve preference shares of £1 each at an issue
price of £1,000

Authonised Share Capital
At 31 December 2007 the authonsed share capital compnsed

Ordinary shares
4,740 milllon ordinary shares of 25 pence each (2006 4,740 million)

Preference shares

2,597 million preference shares of £1 each (2008 2,597 million),

200 rrullicn 6 1/8% non cumulatve redeemable preference shares of £1 each (2006 200 million),

a75 milion 9 1/4% non cumulative rredeemable preference shares of £1 each (2006 375 million),

125 million 9 3/4% non cumuiative imedeemable preference shares of £1 each (2006 125 milion),

250,000 8 117% non cumulative perpetual preference shares class ‘A’ of £10 each {2006 250,000),

150,000 7 754% non cumutative perpetual preference shares class ‘B’ of £10 each (2006 150,000},

750,000 6 0884% non cumulative preference shares of £1 each (2006 750,000},

198,065,600 6 475% nan cumulatve preference shares of £1 each (2006 198,085,600),

3,000 million preference shares of €1 each (2006 3,000 rmilhory),

4,998 million preference shares of US$1 each (2006 4,998 milion),

750.000 B 413% non cumulative callable fixed to floating rate preference shares senes 'A' of US$1 each (2006 750,000),
750,000 5 92% non curmulative callable fixed to floating rate preference shares senes ‘B’ of US$1 each (2006 750,000,
750,000 6 657% non cumulative callable preference shares of US$1 each (2008 nil),

350,000 & 3673% fixed to floating non cumulative preference shares of £1 each (2006 350,000),

1,000 million preference shares of Aus$1 each {2006 1,000 million),

1,000 milkon preference shares of Can$1 each (2006 1,000 million)

The terms of some of the preference shares when issued are such that these shares are classified as cther barrowed funds rather
than as issued share capital
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Notes to the Financial Statements
continued

37 Share based Payments

The Group believes that share ownership by colleagues throughout the Group gnhances their algnment with shareholders’ interests
Therefore, colleagues in the Group are able to own HBOS shares through vanous share based payment arangements Duning the
year ended 31 December 2007, the Group operated the following share based payment arrangements, which are predominantty

equity settled
Sharesave plan

Share option plans

Free shares

Sharekicker plan

EPS Sharekicker plan

Long term incentive pltan

Executive stock option plan

St James's Place plans

Insight Investment plan

Invista Real Estate plans

This I1s a standard tax approved scheme that 1s available to all colleagues

The final award under the HBOS plan was made n 2004 Under this plan options over shares
at market value, with a face value equal to 20% of salary, were awarded to all colleagues with
the exception of those of level 8 and above A separate option plan exists for St James's Place,
which awards ophions in respect of HBOS shares, and which continues to operate

This was ntroduced In 2005 under the share meentive plan legislation as a replacement for the
share option plan (hot including the St James's Place plan) In broad terms, it covers all colteagues
and free shares up to a limit of £3,000 annually, are awarded to each colleague

This provides colleagues with the opportunity to purchase shares with a proportion of their annual
net bonus For every two shares purchased a matching share is awarded after three years

This replaces Sharekicker from 2007 for celleagues of levet 7 and above (in relation to annual net
bonuses) and colleagues of level 8 and above (in relation to net bonuses payable under the two
year incentive scheme) Matching shares awarded under this plan depends an EPS performance
over the three year vesting penod, the range being between 0% and 200% A full descnption of the
plan 1s provided on pages 127 to 128 of the ‘Report of the Board in relation to remuneration policy
and practce’

This Is offered to some of the Group's most serior colleagues A full description of the plan is
provided on pages 128 and 129 of the ‘Report of the Board in refation to remuneration pohcy and
practice’

The final award under this ptan was n 2000 Under this plan, options were granted at market
value to certan colleagues The options vested upon satisfaction of a performance measure over
a three year penod Options are exercisable from the date the measure 1 satisfied unti the tenth
annersary of the date of grant

Various St James's Place pic opticn and share plans are offered to some of its colleagues

In 2007 Insight Investment Management Ltd converted an existing incentive schemeintoa
share based payment arrangement, offering opticns and/or shares to some of its colleagues

Vanous share based plans are offered to certain colleagues In invista Real Estate Investment
Management Holdmgs plc

Modifications dunng the year to awards in the Long term incentive, Sharekicker and EPS Sharekicker plans are explained below
The table below summanses the share based payment awards granted in 2007 and 2006

Awards in 2007

Date of grant

Number granted

Awards in 2006

Date of grant

Number granted

Transfer on 16 March 2007 @
Contractual kfe

Vasting conditions

EPS
Sharesave Shara Fres Sharekicker  Sharekicker Long term
plan option plan {c) shares plan plan wcentive plan
30 March 1 March 7August 23March 23March 15March
4,614,933 620,957 8,372,685 4,535,816@ 722,340 2,163,888
21 September 2 March 8 August 23 March 16 March 30 March
9,669,771 495,885 7370115 47071590 1,915,822
(527,155) 5271559
35 55and 5 years 3years 3 years 3years 3years
75 years
525and 725 3 years 3 years 3 years 3 years 3 years
years vesting service service service serviceand  service and
penod @ achievement achievernent

of EPS target of TSR target

(@) Modifications ansing as a result of the introduction of the new EPS sharekacker plan

Although the savings periods are three, five and savan years the vesting penads are shghtly longer since savings commence after the grant dato

@) The awards relats to the St James s Place plan

id) These are the number of deferred shares purchased

{8 The 2007 award includes 79 200 shares that wera not awarded unt! 23 August 2007 The 2006 award includes 217,248 shares that were nct awarded untl
25 August 2006 Numbers of awards granted are based on 100% of share grants

2
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Movements in ophons granted under the vanous equity participation plans mentioned above are as follows

Sharagave plan

Qutstanding at 1 January
Granted dunng the year
Exercised during the year
Forferted dunng the year
Expired dunng the year
Qutstanding at 31 December
Exercisable at 31 December

Share optlon plans

Outstanding at 1 January
Granted during the year
Exarcised during the year
Forfeited dunng the year
Qutstanding at 31 December
Exercisable at 31 December

Executive stock option plan
Qutstanding at 1 January
Exercised during the year
Forfeited dunng the year

Outstanding and exercisable at 31 December

Number
of options

48,560,991
4,614,933
(9,626,924)
(2,949,595)
{305,778)
40,293,627
2,644,399

Number
of options

35,860,579
620,957
(15,123,252)
(576,251}
20,782,033
19,211,979

Number
of options

1,251,907
(395,980)
{42,000
813,927

2007
Weighted
average
exercise
pnce (€}

629
844
552

n
608
665
452

2007
Waeighted
average
axercise
price (£)

713
071
710
7.20
6.94
705

2007
Weighted
average
exarcise
price (£}

61
579
587
628

Number
cf cpbons

46,576,267
9,669,771
{4,877.672)
(2,536,970

(270,408)

48,560,991

2,067,132

Number
of options

63,355,372
495,885
{25,667,956)
(2,322,722)
35,860,579
6,888,530

Number
of options

2,042,488
(790,581

1,251,907

2008
Weighted
average
BXercise

prce (£)
586
793
562
613
579
629
570

2006
Weighted
average
OXBICISe
pnce ()

6092
299
668
705
713
685

2006
Waighted
average
exercise
prica (£)

578
524

811

For the sharesave plan, the weighted average share pnce at the date of exercise for share options exercised duning the year was
£10 85 The options outstanding at 31 December 2007 had exercise prices in the range of £4 10 to £8 44 and a weighted average

remaining contractual Iife of 3 years

For the share option pians, the weighted average share price at the date of exercise for share options exercised dunng the year was
£10 34 The options cutstandmg at 31 December 2007 had exercise prices In the range of £6 64 to £10 71 and a weaighted average

remaining contractual Iife of 3 years

For the executive stock option plan, the weighted average sh
year was £1003 The options outstanding at 31 Deacember 20
average remaining contractual life of 2 years

are price at the date of exercise for share options exercised in the
07 hagt exercise prices in the range of £5 38 to £713 and a weighted
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Notes to the Financial Statements
continued

37 Share based Payments continued

Financial assumptions underlying the calculation of fair value

The far value expense has been based on the farr value of the instruments granted, as calculated using appropnate pricing models
The table below shows the assumptions and models used to calculate the grant date fair value of awards in 2006 and 2007

EPS

Sharesave Share option Free Sharelucker  sharekicker Long term
plan plan (b) sharas plan plan(fy incentive plan
Awards in 2007
Fair value {pence) 260 182 945 4749 947 756
Share price (pence) 1,047 1,071 945 1,062 1,062 1,017
Exercise price (pence) 844 1,0M1
Expected volatiity (% p a )™ 20 20 N/A N/A N/A N/A
Expected dividends (% pa) 40 35 N/A 3: L 39w N/A &
Risk free interest rate 53 53 N/A N/A N/A N/A
Awards in 2006
Far value (pence) 299 167 974 4510 947 554
Shara pnce (pence) 1,057 999 974 1,001 1,024 259
Exercise price (pence) 793 999
Expected volatity (% pa)® 20 15 N/A N/A NAA 15
Expected dividends %o pa) 36 34 N/A 36 40® N/A®D
Risk free interest rate 49 44 N/A N/A N/A N/A
Pricing rmaodel Black Binormial w Black Black Monte Carlo
Scholes Lattice Scholes Scholes Simulation

(8) Expected volatity 1s based on an andysis of both the Group s historical volatiity over the twelve months preceding the date of sach award and the volatity mphed
by the pnce of traded options as at the date of each award

(b) The awards retate to the St James's Place plan

ic} As no performance conditions attach to these awards and dmidends are reinvested the farr value 1s the same as the face value of the awards

{d) The far value of Sharekicker awards reflects that a share is automatically awarded for every two held after three years

t&) Dwidends payable on the matching shares dunng the vesting penod are not awarded to the recipient

() The 2006 award anses from the modifications made on 16 March 2007

(g} Dndends payable on the shares during the vesting peniod are renvested and so no diidend yieid assumption IS required

Early exercise assumptions
The following allowance has been made for the Impact of early exercise once options have vested

Sharesave plan As the length of the exarcise window 15 only six months all option holders are assumed to exercise
halfway through the exercise window

St James’s Place plan It 1s assurned that half of the option holders will exercise their aptions each year Iif the share pnce 1
at least 15% above the exercise pnce

Allowance for performance conditions

The long term ncentive plan ncludes a market based performance condition based on the Group’s total shareholder retum relative
to an ndex of comparator companies The impact of this performance condition has been modelled using Monte Carlo Simulaton
techniques, which Involves running several thousarxds of simulations of future share price movements for both the Group and the
comparator Index For the purpose of these simulations it Is assumed that the share pnce of the Group and the comparator index are
60% correlated (2006 award 60%) and that the comparator index has volatility of 20% pa for the 2007 award (2006 award 15% p &)

The performance condition s based on the Group's performance relative to the comparator indax over a three year period
commencing on 1 January each year The farr value calculations for the awards that were made in 2007 and 2006 therefore Include
an allowance for the actual performance of the Group's share prce relative to the index over the period between 1 January and the
award date

In 2007 the weightings attached to certan comparators were amended with effect from 1 January 2007 and apply, from that date to
2005, 2006 and 2007 awards Full detalls of the changes are Included on pages 128 to 129 of the ‘Report of the Board i relation to
remuneration palicy and practice’ The modifications do not alter the fair values of any of the awards, nor make additional changes
necessary

Modifications in relation to Sharekicker and EPS Sharekicker

In addiion to the iIntroduction of the EPS Sharekicker plan from 2007, eligible colleagues were also provided with the option of moving
the outstanding elements of theirr 2005 and 2006 Sharekicker awards nto the new EPS Sharekicker plan with effect from 1 January
2007 Elections to this effect were finalised on 16 March 2007

These amendments to the 2005 and 2006 Sharekicker awards are being accounted for as a modification under IFRS 2 As such, any
additional matching shares sxpected to vest to colleagues as a result of the switch to EPS Sharekicker are being charged using the
farr value of the 2005 and 2006 awards at 18 March 2007 The assumptions applied to measure the far values at 16 March 2007 are
as follows
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2008 2005

awards awards

Number of awards moved to EPS Sharekicker 527,155 837,687
Fair value (pence) Q47 985

The share price, expected dwidends and pncing model are the same as those used for the 2006 awards for the EPS Sharekicker
plan in the table above In 2007 £2 2m has been charged as a result of the modification of the 2005 and 2006 awards

Charge to the income statement
2007 2006

£m £m

Expense ansing from share based payment transactions (Note 5)
Equiy settled 138 95
Cash settled 1 8
139 10

Included within the charge for the year 1s £13rm (2008 £8m) in respect of share based arrangements within St James’s Place, £4m

in respect of the new Tnsight investment plan (2006 £nil) and £3m in respect of Invista Real Estate plans (2006 £nil) In relation to the
Group’s share schemes, National Insurance and income tax costs of £14m {2006 £36m) are bome by the Group and are not mcluded
in the above table

The establishment of the Insight Investment plan dunng the year required awards made under s previous incentive scheme to be
converted Into this equity settled arrangement As a result £18m was transferred to the share based compensation scheme reserve
which 1s not included In the charge to the ncome statement above [f all options and shares outstanding under the new Insight
Investment plan at 31 December 2007 vested on that date, 4 8 milion HBOS shares would be required o mest this These shares
would be sourced from the market, in accordance with the terms of the plan

The liability for cash settled share based payment plans at 31 Decermber 2007 15 £5m {2006 £5m) and 1s included in accruals and
deferred Income

The Group uses trusts 1o purchase and hold its cwn shares as part of the share based payment arrangements Detalls of these
trusts and the shares held are given below

No 1 and No 2 Employee Share Ownership Trusts

The No 1 Employee Share Ownership Trust (ESOT 1’ admirnusters shares condrtionally granted to Executive Directors and cther
executives under the HBOS Long Term Executive Bonus Plan The Trust also adnunisters shares which have been conditionatly
granted to Executive Diractors, other executives and employees under the HBOS plc Annual Bonus Plan and overseas operations
of the HBOS plc Share Incentive Plan (‘Free Shares) The No 2 Employee Share Qwnerstup Trust (ESOT 27} administers shares to
be awarded to Executive Directors, other executives and employees under the Group's Sharesave and share option plans, where
options are not satisfied by the new 1ssue of shares or from shares held by the HBOS QUEST Interest free loans have been provided
by the Company to the Trusts to allow shares to be purchased In the market to satisfy these share grants

At 31 December 2007 0 5 milkon HBOS plc ordinary sharas (2006 0 7 milion) with a market valua of £4m {2006 £8m) were held N
ESOT 1 and 7 5 millon HBOS plc ordinary shares {2006 3 6 million) with a market value of £55m (2006 £41m) were held in ESOT 2
The shares In the Trusts are mcluded in the balance shest of the Group at a net book value of £nil (2006 £nil) Under the terms of the
Trusts, dividends on these shares require to be waved

HBOS plc Qualifying Employee Share Ownership Trust (‘the HBOS QUEST)
The HBOS QUEST operates in conjuncton with the HBOS Sharesave scheme and the former savings related share schemes
operated by Bank of Scotland and Halfax Group plc

At 31 December 2007, the HBOS QUEST held 01 million HBOS plc ordinary shares (2006 17 millon} with a market value of £1m
{2006 £19m) These shares are included i the balance sheet at ni value Under the terms of the Trust Deed, dividends on these
shares require to be warved

A number of trusts operate In conjunction with the Free Shares Plan which commenced in 2005

() The Share Incentive Plan trust operates in conjunction with free share awards made to employees throughout the Group, except
to the extent noted below At 31 December 2007 this trust held 19 6 million HBOS plc ordinary shares (2006 127 milion), with a
market value of T144m (2006 £144m) These shares are included in the balance sheet at nil value

{o) The Insh Profit Share Trust holds free shares awarded to colleagues employed in reland At 31 December 2007 this trust held
0 5 millon HBOS plg ordinary shares (2006 O 3 millien), with a market valus of £3m {2006 £3m) These shares are included in the
balance sheet at nil value

{c) The HBOS Australia Employee Share Trust holds free shares awarded to colleagues employed In Australla At 31 December 2007
this trust held 1 7 million shares (2006 1 0 millon) with a market value of £13m (2006 £12m) These ordnary shares are incluced In
the balance sheet at nil value

(d) ESOT 1 administers free shares awarded to colleagues based overseas
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38 Shareholders’ Equity

Share
capital
Group £m

At 1 January 2006 1,157
Foreign exchange translation

Revaluation of existing net assets upon
acquisiion of a jointly controlied entity

Net actuanal gains frorn defined benefit plans
(net of tax}

Avalable for sale nvestments
Net change in farr value
Net gains trangferred to Income staterment
Cash flow hedges
Effectve portion of changes n far vaiue
taken to equity
Net losses transferred to iIncome statement
Profit for the year
Total recognised income and expense
Dwidends paid {Note 40)
lssue of new shares {(Note 36) 8
Crdinary share buyback (28)
Diluton of shareholdings In subsidianes
Acquisition of disposal group
Disposal of subsidianes
Movement in own shares
Movement in share based compensation reserve
At 31 December 2006 and 1 January 2007 1,139
Foreigh exchange translation

Net actuanal gains from
defined benefit plans {net of tax)

Available for sale investments
Net change i fair value

Net gains transferred to
income statement

Cash flow hedges

Effective portion of changes in
fair value taken to equity

Net gamns transferred to
income statement

Profit for the year

Total recognised income and expense

Dividends paid {Note 40}

Issue of new shares {Note 36) 5
Ordinary sharse buyback {13)
Sale of disposal group

Qther movements

Movement In own shares

Tax on share based compensation schemes
Movements in share based

compensation reserve

At 31 December 2007 1,131

Share
premium
£m

2,316

540

2,856

141

2,897

Cash flow
hedge
reserve

128

209
86

295

423

{216}

(292)

(508}

(85)

QOther reserves

Avatlable
for sale Other Retained
reserve™  roserves™ sarnings
£m £m
184 532 13,948
23
(13
163
120
(171)
3,879
19 23) 4,027
(1,501)
26 (982)
7)
84
203 535 15,529
1 1
312
(333}
{134}
4,045
(516} 1 4,357
{1,747)
13 (500)
3 (15)
(177)
(36)
156
{313) 552 17,567

(@ Other reserves prncipally include the merger reserve of £494m arising from the combination of Halfax and Bank of Scotland in 2001

The cumitative batance for exchange transtation at 31 December 2007 1s £{28)m (2008 £{32)m)

) The avalable for sale reserve 1s compnsed of £{450)m (2006 £33m) i respect of treasury assets and £137m (2006 £170m} In respact

of corperate and other Investments

Munonty
interasts
£m

194

60
60
22)

162
125
(30}

486

68
68
(39)

(130)

385

Total
£m

18,456
23

(15

163

180
(171)

209
86
3,909
4,378
(1,523)
548
(©82)
162
125
(30)
(47)

84
21,171
2

312

(333)

{184)

(216)

(292)
413
3,402
{1,786)
148
(500)
(130)
(12)
(a77)
(36)

156
22,234
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Shara Share Other Retained
capltal promium reserves @arnings Total
Company £m £m £m em £m
At January 2006 1,157 2,316 27 447 7917
Net actuanal loss from defined benefit plans (net of tax) (93) 93
Profit after tax 2,700 2,700
Total recognised INCOMe and expense 2607 2,607
Dwvidends paid {1,501) (1,501)
Issue of new shares 8 540 548
Crdinary share buyback 26) 26 (982) (982)
Acquisition of own shares 59 (59)
Movement In respect of share based compensation 2) 2
Movements in respect of tax on employee benefits 57 57
At 31 December 2006 and 1 January 2007 1,139 2,856 53 4,537 8,585
Net actuanial gain from defined benefit plans (net of tax) 261 261
Profit after tax 1,731 1,731
Total recogmised income and expense 1,992 1,992
Ddends paid (1,747) (1,747)
Issue of new shares 5 14 146
Ordmary share buyback (13) 13 (500) (500}
Acquisition of own shares (62) (62)
Movements in respect of share based compensation 3 134 137
At 31 December 2007 1,131 2,997 69 4,354 8,551

Movernents in own shares are included within retained earmings These shares are held for the purposes of satisfying obligations
ansing from certain share based compensation schemes as detaited in Note 37

39 Capital Management
The Group's approach to managing capital s set out on pages 103 to 104 of the ‘Risk Management' report and tts capital position Is
set out on pages 76 to 77 n the section headed ‘Capital’ n the 'Group Finance Director's Report’

The Group’s practice Is to use the Company to issue capital nstruments and the Group's dvidend policy requires surplus reserves to
be remitted to the Company, except where they are required to be retained by the subsidiary for regulatory or financial reasons

40 Dividends

After the balance sheet date a dividend of 32 3 pence per ordinary share was proposed by the Directors This ordinary dvidend
has not been provided for but the Impact on retained earmings, based on the number of shares in 1ssue at 31 December 2007, 18
£1.205m Ordinary dividends are charged direct to reserves only when the Company has a contractual obligation 1o pay

The following dividends have been charged to retaned earnings dunng the year

2007 2006
£m £m
Ordinary share dividends
2005 final dwvidend of 24 35p per share G30
2006 intenm dvidend of 13 5p per share 512
2006 final dividend of 27 9p per share 1,048
2007 intenm dmdend of 16 6p per share 619
1,667 1,442
Preference shara dividends
Equity dvidends paid 80 59
1,747 1,501
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Notes to the Financial Statements
continued

41 Contingent Liabilittes and Commitments

2007 2008
Group £m £m
Contingent habilities
Acceptances and endorsements 43 62
Guarantees and rrrevocable letters of credit 6,891 5,068
6,934 5130
Commitments
Short term tradie related transactions 15 120
Undrawn formal standby faciities, credit ines and other comrmitments 1o lend with a maturity
Up to and including one year 68,253 61,645
Qver one yegar 31,416 24,049
99,784 85,814
2007 2006
Company £m £m
Contingent llabilites
Guarantees provided to subsidianes 2,608 2,552
2,608 2552

The contractual amounts above indicate the velume of business outstanding at the year end and do not reflect the underlying credt
and other nsks, which are significantly lower as some facilibes will not be drawn down and some facilities that are drawn will be
supported by collateral Further details of assets pledged as collateral secunty are given m Note 16 for investment secunties and Note
14 for loans and advances to custormers it should be noted that the Group's liquidity Ines to the Group’s Grampian and Landale
conduits da not appear In the table above as these are internal to the Group and are eliminated on consolidation

Where the Group Is a lessee the future minimum lease payments under nan cancellable operating leases are due to be paid In the
following periods

2007 2006
Group £m £m
Net later than one year 185 154
Later than one year and not later than five years 674 567
Later than five years 1,320 1,061
2,179 1,782

Where the Group 15 a lessee the future obligations payable under finance leases are as follows
2007 2006
Group £m £m
Nat later than one year 1 1
Later than one year and not later than five years 1
1 2

Commitments in respect of capital expenditure on property and equipment that 1s authonsed but not provided for in the accounts,
for contracts which have been entered into amount to £21m (2006 £21m) Commitments for contracts which have been placed in
relation to operating lease asssts amount to £11m (2006 £9m)

On 27 July 2007 it was anncunced that the Company, along with seven other major UK current account providers, had reached
agreement with the Office of Far Trading to start legal proceedings in the High Court of England and Wales for a declaration (or
declarations) to resolve legal uncertainties concerning the farmess and lawfulness of unarranged overdraft charges (the “test

case’) It was also announced that the Company and those other providers will seek a stay of ali current and potential future Court
praceedings which are brought against therm in the UK concerming these charges and have cbtained the consent of the Financal
Services Ombudsman not to proceed with consideration of the ments of any complaints concesning these charges that are referred
to hum prior to the resolution of the test case By virtue of a wawver granted by the Financial Services Authortty of its complaints
handiing rutes, the Company (and other banks, including the banks party to the test case} will not be dealing with or resoiving
customer complaints on unarranged overdraft charges while the test case 1s running A definitive outcome of the test casa i1s unhikely
to be known for at least 12 months Given the very early stage of these proceedings and the uncertanty as to their outceme, it 1s not
practicable at this time to estimate any potential financial effect

Prior to the announcement abave, the Group refunded certain unarranged overdraft charges on an ex gratia basis as shown in Note
4 The Group's consideration of the current position is cuthned In the critical accounting judgement m respect of regulatory provisions

HBOS 1s engaged in varous other Iitigation n the UK and overseas ansing out of its normal business actvities HBOS considers
that none of these actions is matenal and has not disclosed any contingent liabiity in respect of these actions because 1t 1s not
practicable to do so
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The designation of financial mstruments adopted by the Group for measurement purposes 1s set out in the cntical accounting
judgements and the valuation methedologies for financial mstruments are set out In the appropnate accounting policies

Financial assets

Cash and balances with central banks
ltems in course of colfection

Financial assets held for trading
Denvative assets

Loans and advances to banks

Loans and advances to customers
Investment securrties

Other financal assets

Financial liabilities

Deposits by banks

Customer accounts

Financial labilities held for trading
Dervative llatilities

{nvestment contract llabilities
Debt secunties tn 1ssue

Qther borrowed funds

Other financial liabilities

Policyholder
funds

Carrying
amount and
fair vatue
£m

416
2,437

67,683
426
70,962

At fair value
through the
income
statement

Carrying
amount and
fair value
£m

54,681
13,725
681

9,463
461
79,011

Policyholder
funds

Carmving
amount and
falr value
Em

313

43,772

253
44,338

Avaltable
for sale

Carrying
amount and
fair value
£€m

49,986

49,986

At fair value
through the
income
statement

Carrying
amount and
fair value
£m

22,705
11,998
1,864
1,842
50

249
38,708

Carrying
amount
£m

2,572
945

4,938
430,007
1,266
893
440,621

Carrying
amaount
£m

41,513
243,221

204,678
24,203
665
514,280

2007

Loans and
receivables

Fair value
£m

2,572
945

4,948
431,839
1,266
893
442,263

2007

At
amortised
cost

Fair
value
m

41,528
244,072

203,579
23,981
€65
513,825

In the table above Investrment contract habilhes exclude £7,192m of nvestment contracts classified as investment contracts with DPF

An analysis of this 1s given in Note 27

The valuation methodologies for calculating the fair value of financial instruments camed as loans and receivables and at amortised

cost are set out below

Loans and advances 1o banks, Yoans and advances 1o customers, deposits by banks and customer accounts are not regularty
traded and so market prices are not avallable Far value 1s estmated by discounting anticipated contractual cash flows at a current
market rate of interest Current market rates are estimated by discounting anticipated contractual cashflows at a current market
rate of nterest and certain portfolios of loans are also impacted by a significant change in crecht spread Current market rates are
estimated by reference to the rates at which similar products are advanced by the Group and market For loans and deposits with

vanable interest rates or fixed rates which are re pnoed within a short penod, the carrying val

lue represents fair value For debt

secunties In 1ssue and other borrowed funds carned at amorbsed cast, the far values have been derved using quoted prces where
avallable, broker valuations and where these are not avallable, cash flow models, adjusted for credit spreads where appropriate

These calculations do not necessanly represent the far value that could be obtained for the portfolios if they were sold at

31 December 2007 The axit price for such portfolios In a wholesale market would be subject to negotiation with a buyer and,
for the financial assets, would take account of factors including credit nisk, loan to collateral ratios, liquidity, contractual terms,
historic default rates and age of the portfolio These factors and others would in combination be the basis of valuation of the

portfohos All such drivers of valuation interact and there i1s no certainty that any single factor would have a greater impact on

the portfolio valuation than others
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42 Fair Value of Financial Instruments continued

2006
At farr
value through
Palcyholder the income Avalable Loans and
funds statement for sale recevablas
Carrying Carrying Carrying
armount and amount and amodirt and Carrying
fair value farr valug fair valug amount Farr value
£Em £m £m £m ]
Financial assets
Cash and balances with centrai banks 1,966 1,966
ltems in course of collaction 880 8380
Financial assets held for trading 49,139
Dervative assets 330 8,282
Loans and advances to banks 2,168 580 8,836 9,426
Loans and advances io customers 376,808 377,158
Investment secunties 65,385 6,299 44,854 493 443
Other financial assets 424 293 1,444 1,431
88,307 64,603 44,854 390,426 391,354
2006
At far
value through At
Pelicyholder tha iIncome amorhsed
funds statement cost
Carrying Carrying
amaount and amount and Carrying
far value far value amount Fair value
£m £m £m £m
Financial habihties
Deposits by banks 30,557 30,460
Customer accounts 211,857 212,077
Financial labitties held for trading 22,334
Denvative labilities 280 10,475
Investrent contract latxities 39,250 1,542
Debt securities in issue 3,260 180,380 180,078
Other borrowed funds 418 19,644 20,203
Other financial labilties 503 215 2052
40,033 37,659 444 539 444,870

In the table above mvestment contract liabilities exclude £8,694m of nvestment contracts classified as investment contracts with DPF
An analysis of this is given in Note 27

For the Company, dervatives and debt secunties are measured at far value Far values for other berrowed funds have been
obtaned from market prices where available, broke quotes or where neither are avallable a discounted cash flow maodel using
current market rates adjusted for credit spreads At 31 December 2007 the carrying value of other borrowed funds 1s £15,503m
{2006 £12,326m} and the far value 1s £15,253m (2006 £13,053m) The farr value of amounts owed by and to Group entiies 18
deerned to be the carrying value except where they have fixed interest rates or where they are directly linked 1o other borowed
funds In these circumstances the fair value 1s adjusted to reflect the iImpact of current interest rates or the farr value adjustments
of the Inked ather borrowed funds At 31 December 2007 the carrying value of net amounts owed by Group entities is £8,618m
{2006 £9,468m) and the far value £9,201m (2006 £9,381m}



www hbosplc com HBOSplc Annual Report and Accounts 2007 217

MAIAIBAD)

43 Credit Risk

The Group's approach to managing credit hek 1s set out on pages 89 to 91 of the ‘Risk Management' report The table below
sets out the Group's exposure to credit nsk relating to financial Instruments before taking account of collateral and other security
Policyholder assets are axcluded from the Group’s exposure In the table as the underlying credit nsks are for the account of
policyholders and have no direct impact on the Group’s results

2007 2006
Pohicyholder Group Pelicynolder Group
Total tfunds exposure Total funds exposure
£m £m £m £m £m m o
Assets S
Cash and balances at central banks 2,572 2,572 1,966 1,966 g
Itarms in the course of collaction 945 945 880 880 g
Financial assets held for trading 54,681 54,681 49,139 43,139 nu
Denvative assets 14,141 416 13,725 8,612 330 8,282 2
Loans and acvances to banks 8,056 2,437 5,619 11,503 2,168 9,425 g
Loans and advances to customers 430,007 430,007 376,808 376,808
Debt secunties 77,553 20,714 56,839 68,826 18,825 49,901
Other financial assets (excluding eguity shares) 1,780 426 1,354 2,161 424 1,737
589,735 23,993 565,742 519,085 21,847 498,138
Contingent habilties and commitrments 106,718 106,718 90,944 90,844
696,453 23,993 672,460 610,929 21,847 589,082
The table betaw sets out the Company's exposure to credrt nsk relating to financial instruments before taking account of collateral
and other secunty
2007 2006
£m £m
Benvatve assets 162 1 ()
Amounts owed to Group entities 38,885 27,765 2
Debt secunties 1 40 cgb
39,048 27,806 2
Contingent habilties and commitments 2,608 2,552 2
41,656 30,358

The mternal credit ratings of the Group are assessed on a comparable basis to those given by external credit rating agencies Where
external credit ratings ars avalable, these have been used in the analyses below

Financial assets held for trading

Financial assets held for trading are almost exctusively Investment grade investrents with 99% (2006 98%) of nter bank and
structured Investment portfolios rated ‘A’ or above based on nternal credit ratngs An analysis of financial Instruments held for trading
1 given In Note 11

Denvative assets

Dervative assets are pnmarily traded with investment grade counterparties with 83% (2006 90%} of denvatives rated ‘A or above
based on intermal credit ratings The Company's denvatives are wholly traded with Bank of Scotland plc which has a credit rating
of ‘AA" An analysis of denvatives I1s given In Note 13

Loans and advances to banks
Loans and advances to banks are primarily invested with tnvestment grade banks of which 80% (2006 80%) have a credit rating of ‘A 217
or above based on internal credit ratings
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43 Credit Risk continued

Loans and advances to customers

Loans and advances to customers are managed on a divisional basis A dwvisional analysis of advances to custormers s set out In
Note & and an analysis of loans and advances 1$ given In Note 14 Addonal disclosures in respect of the credit quality of loans and
advances 1s given in the divisional sections of the Business Review prefaced as being an integral part of the financial statements as
tollows Retad on pages 21 to 22, Corparate on pages 29 10 30, International on page 47, Australia on page 49, lreland on page 53
and Europe & North Amenca on page 56

The Group's Corporate, Intemational and Treasury nesther past due nor impatred lending exposures are analysed by intemal credit
rating below

2007 2006
% %
Better than satisfactory nsk 33 27
Satisfactory risk 54 55
Viable but monrtonng 1" 16
High risk 2 2
100 100
The loan to value of the Group's Retad horne mortgage lending exposure 1S analysed below
2007 2006
% %
Less than 70% 65 62
70% to 80% 18 19
80% t0 90% 13 15
Greater than 90% 4 4
100 00
The ageing of the Group's lending exposure that 1s past due but not imparred 1s analysed below
2007 2006
£m £m
Up to 3 months 10,746 10,898
310 6 months 9 546
Greater than 6 months k1 1,158
10,786 12,602
The Group’s mpaired gross lending exposure 1s analysed below
2007 2006
£m £m
Retall secured lending 4,234 4,047
Retail unsecured lending 2,322 2,411
Corporate —no loss 1,648 557
Corporate — with loss 1,517 1,163
international 826 581
10,547 8,759

Loans categonsed as smparred with no loss represent loans that have been individually assessed as having imparment
charactenstics but where we expect, after takng into consideration collateral and other credit enhancements, full recovery of both
interest and capitai

The ageing of the Group’s lending exposure that 1s impaired 18 analysed below

2007 2008
£m £m

Up to 3 months 1,652 779
3 to 6 months 2,993 2,425
& months to one year 2,150 1,957
Greater than one year 1,613 1,410
Posseassicn 399 374
Recoveries 1,840 1,814
10,547 8,759

The Group holds collateral valued at £282m {2006 £332rm) in respect of the £399m {2006 £317m) of possaession exposures
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Collateral

The value of collateral held by the Group as descnibed above iIncludes the value of the homes secured against the mortgage lending
without limitation to the actual loan amounts The average loan to value of UK Retal home mortgages that are impaired 1 57% {2006
57%) The Group’s Corporate lending 1s generally secured by fixed and floating charges

Amounts owed by Group entities
The Company's nter company assets are pnmarlly transacted with companies in the Group that have credit ratings of ‘AA

Debt secunties

Debt secunties are pnmarly held within the Treasury & Asset Management, Corporate and Insurance & Investment divisions and are
almost exclusively 1ssued by investment grade counterparties with 96% (2008 949%) of debt secunties rated 'A’ or above based on
internal credit ratings The Company’s investment secunties compnse UK government gilts with an external ‘AAA’ credit rating

Contingent habihities and commitments

Contingent liabilites and commitments are analysed in Note 41 This amount reflects the outstanding business at the year end and
reflects the maximum credit exposure that could be drawn down Some facilities will not be drawn down or may be only partially
utihsed

44 Market Risk

The Group’s approach to managing market nsk s set out on pages 91 to 95 of the ‘Risk Management’ report The Company’s
approach to managing market nsk 1s to transfer interest rate and foreign exchange risk to its subsidiary Bank of Scotland plc
through a combination of nter company loans, deposits and denvative instruments The following table shows, sphit by currency, the
Company's sensitivity as at 31 December 2007 to an immediate interest rate shift of 25 basis paints to all interest rates

2007 2008

+265bps 25bps +25bps 25bps

Impact of intarest rate shift on Income statement (expense)/incoms £m £m £m £m
Currency

Sterling {34) 34 23) 23

Austrakan Dollar 1 M 1 (1)

(33) 33 {22) 22

Non Trading Currency Exposure
Structural currency exposures anse from the Group's investments m overseas subsichanes, branches and other Investments and are

noted In the table below

2007 2006

Net Borrowing Rematnng Net Borrowing Remaining

nvestments  taken gutto structural Ivestrments taken cut to structural

in overseas hedge net currency In overseas hadge net currency

operations  investments exposure operations Investments exposure

Funchonal currency of the gperation £m £m £m £m £m £m
Australian Doltar 2,023 2,023 1,560 1,560

Euro 1,888 1,613 275 1464 1,224 240

US Dollar 97 97 108 eie] 7

Other 4 4 13 13

4,012 3,733 279 3,343 2,883 260

At 31 Decermber 2007 and 31 December 2006 there are no matenial net currency exposures in the non trading book relating to
transactional (or non structural) positions that would gve rise to net currency gains or losses Addiional mformation on the Group’s
foreign exchange nsk 1s set out on pages 93 to 94 of the ‘Risk Management' report

45 Liquidity Risk
The Graup's approach to managing liguicty nsk 15 set out on pages 85 to 98 of the ‘Risk Management’ report

The tables below set out the contractual cash flows attactung to the Group's financial liabilities (excluding those related to policyholder
funds) and the Company's financial labilities Except for the nsurance contract liabilities these cash flows are not discounted and
nclude both the contractual cash flows pertaning te the balance sheet tiabiities and future contractual cash flows that they will
generate Certan long dated financial kabilites allow for early termination at the option of the Group Where the tenms of these
instruments have been designed to economically compel the Group to early settle, the earlier settlernent date has been appled

For undated instruments the earlier of 20 years or expected date of matunty has been apphed The analysis of Insurance contract
liabilities 1s based on the expecied timing of discounted amounts recognised at the balance sheet date Palicyholder funds have been
excluded from the analysis as the underlying nsks are for the account of policyholders and have no direct impact on the Group's
results In addition to the cash flows detallad below, the Group 15 exposed to potential cash outflows in the farm of commitments

and contingencies as set out In Note 41
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45 Liquicity Risk continued

Group

Liabilbities

Deposits by banks

Customer accounts

Financial habihities held for trading
Derivative habilities

Gross settled derivatives - outflows
Gross settled derivatives - inflows
Gross settled derivatives - net flows
Net settled derivative habilities

Insurance contract iabilities
Investment contract habilities
Debt securities in i1ssue
Qther borrowed funds

Other financial habilities

Group

Liabilties

Deposits by banks

Customer accounts

Financial habities held for trading
Derwvative liabilites

Gross settled denvatives — outflows
Gross settled denvatves — milows
Gross settled denvatves — net flows
Net settled denvative liabilities

Insurance contract liabites
Investment contract habilities
Debt securities N 155ua
Other borrowed funds

Other financial kabities

Company

Liabilities

Derivative hhatnhities

Gross settled dervatives - outflows
Gross settied derivatives - mflows
Gross settled derivatives — net flows
Amounts owed to Group entrties
Other borrowed funds

Uptod
month
£m

23,563
193,031
9,119

20,580
{20,558)
22

332
354

09

1
26,990
43

914
254,119

Upto 1
month
£m

11,911
181,029
8,037

18,213
{15,881)
332
1,396
1,728
1,107
365
15,289
28
2151
221845

Upto1
month
£m

12

12
16,597

16,609

1to3
months
£m

12,413
19,276
5,556

21,966
{22,084)
(118)
518
398

61

2
48,086
246

86,038

1103
months
£m

11,751
16,454
5,630

33,366
(33,049)
317
680
997

20

3
53,616
219

88,690

1tod
months

77
(58)
19
1,050
128
1,197

3te12
months
£m

4,369
25,220
6,540

15,575
{15,298)
277
1,347
1,624
495
1,907
42,900
2,145

85,200

3t012
months
£m

3,250
10,761
7,699

24,234
23.615)
819
1,786
2,408
163
915
31,700
1,507

58,400

dto 12
months
£m

564
(486)
78
2,814
445
3,337

1to 5
yoars
£m

629
7,934
242

39,030
(38,324)
706
4,133
4,839
1,185
13
75,693
11,776

102,314

1105
years
£m

1,448
6,187
249

41,070
(39,415
1,655
3,500
5155
436

46
48,466
8773

70,760

1to b
years
£m

4,539
(@,412)
127
10,208
4,935
15,270

2007
Over§
years
£m

673
1,642

15,700
{14,998)
702
(400)
302
1,821
98
36,843
23,911

65,290

2008
Over &
yBars
£m

2,670
1,704

33,552
(33,419
133
4395
4,528
2,080
450
55,077
21,508

88014

2007
Over5
years
£m

6,356
(6,002)
354
11,568
10,691
22,613
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2006
Upto1 103 3012 1105 Over 5
month months magnths yaars years
Company £m tm £m £m £m
Liabilitres
Dervative labities
Gross seitied dervatives - outflows 3 35 114 1945 5,035
Gross settlied denvatives — nflows 36) 91 (1.791) {4,721)
Gross setiled denvatves — net flows 3 (1) 23 154 314
Amounts owed to Group entities 10,431 1,302 1,704 4,072 12,786
Other borrowed funds 124 362 4,148 10,402
10,434 1425 2,089 8,374 23,502

46 Special Purpose Entities

The Group sponsors special purpose enties {'SPEs') that are used in its securitisation and funding programmes The principal
secuntisation programmes are isted in Note 14 In addwon, the Group sponsors two condutt programmes, Grampian and Landale,
which invest In asset backed securities funded by commercial paper or through banking faciities Detaills of the agsets secured under
these condut programmes are given in Note 16

Two of the Landale SPEs are not consolidated by the Group One is the central funding compary for the condurt that obtans extemal
funding and lends it to the purchasing companies The second 1s a purchasing company that has acquired floating rate notes 1550ed
under the Group's mortgage securitisation programmes and which 1s supported by liquidity ines that are provided by third party
banks These entities are not consalidated as there are Insufficient ndicators of control, in particular as the credit nsk reating 1o the
assets held by the entities and the iquidity risks are not borne by the Group If these two entiies were consolidated by the Group

the financial 1mpact would be minimal with the pnncipal effects increasing deposts by banks by £1,756m (2006 Enil) and customer
accounts by £100m (2006 £nil) and decreasing debt secunties in issue by £1,856m (2006 £nify Group profit before tax and retaned
earnings would both be increased by £0 5m (2006 £nil}

47 Related Party Transactions

HBOS ple 1s the ultmate parent company of the Group Banking transactions are entered into by the Company with its subsidianes in
the normal course of business and are at normal commercial terms These iInclude loans, deposits and foreign currency transactions
Balances between HBOS plc and its stbsidianes are shown on the Company balance sheet Interest ncome and expense are
£1,909m {2006 £1,469m) and £1,718m (2006 £366m} respectively HBOS plc 18 the prncipal employer of the Group and staff and
other costs In the year of £2,457m (2006 £2,277m) were recharged to subsidiaries

In the year ended 31 December 2007, the Group provided both admiristration and processing services to Sainsbury’s Bank ple The
amounts payable to the Group during the year are £42m (2006 £36mj, of which £18m 1s outstanding at the year end (2006 £15m)

At 31 December 2007, Sainsbury’s Bank plc also has balances with the Group that are included 1n loans and advances to banks of
£726m (2006 £766m) and deposits by banks of £3,430m (2006 £943m)

At 31 Decermber 2007, there are loans and advances 1o customers of £11,373m (2006 £10,115m) outstanding and balances within
customer accounts of £575m (2006 £304m) refating to jointy controlled entities and associated undertakings

At 31 December 2007, there are customer accourts of £20m (2006 £3m) and investment and insurance contract iabdies of £425m
(2006 £489m) related to the Group’s pension arrangements Additonally, the Group's pension funds hold HBOS plc ordinary shares
with a value of £19m {2006 £28m) and HBOS pic bonds with a value of £2m (2006 £nil)

48 Transactions with Key Management Personnel
For the purposes of IAS 24 ‘Related Party Disclosures', key management personnel compnse the members of the Board of HBOS
plc and, as the senior executive committee of the Group, the members of the HBOS Executive Committee

Remuneration and other compensation

2007 2008

£000 £ 000

Emoluments 13,276 10,436
Termination benefits 1475

Post retirement benefits B3 222

Eguity compensation benefits 6,257 7715

Product transactions

Key management personnel and other colleagues, as well as receving salary, incentives, shares, pensions and other benefits are
entitled to enter 1nto product transactions with HBOS plc and its subsidianes These transactions are generally in the form of banking,
savings, morigage, loan, msurance, assurance and investment products Any product offenngs that are received on beneficial terms
compared to the terms received by customers and which give nise to taxable benefits In kind are declared to HM Revenue & Customs
and taxed accordingly
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Notes to the Financial Statements
continued

48 Transactions with Key Management Personnel continued

Key management personnel and members of therr related parties have undertaken transactons wath HBOS ple and ts subsidianes,
Jjointly contralied entiies and associated undertakings in the normal course of business, details of which have been disclosed to the
Group are given below

Mortgages, credit cards and term loans

Number
of key
management
personnet £'000
At 1 January 2006 10 4,526
Armounts advanced durng the year 5 1,589
Interest charged 7 245
Amounts repaid dunng the year 11 (1,324)
Upoen resignation 1 13
At 31 December 2006 10 5,049
Upon appomntment 1 3
Interest charged 8 2M
Amounts repaid duning the year 1 (2,036)
Upon resignation 3 {1,460)
At 31 December 2007 7 1,827
Bank, cheque or current accounts
Number Credit Debit Net
of key bkalances balances batances
managemeant
persannal £000 £'000 £'000
At 1 January 2006 10 1,222 (77) 1145
Net movement dunng the year 12 6,316 {940 5,376
Upon resignation 1 51) {51)
At 31 Dacember 2006 1 7487 (1.017) 8470
Upon appomntment 3 413 413
Net movement during the year 15 {1,129) (419) {1,548}
Upon resignation 3 {130) 1,236 1,106
At 31 December 2007 12 6,641 {200) 6,441
Savings and deposit accounts
Number
of key
management
pearsonnel £'000
At 1 January 2006 7 2,367
Upon appointment 1 94
Amounts deposited during the year 8 5611
Interest credited g 51
Amounts withdrawn during the year 7 (1.813)
Upocn resignaticn 1 (3,010
At 31 December 2006 g 3,300
Upon appointment 2 1,550
Amounts deposited during the year 9 3,123
Interest credited 7 114
Amounts withdrawn during the year 7 {2,393)
Upon resignation 1 (32)
At 31 December 2007 10 5,662
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Life assurance and investment contracts

A1 January 2006

Upon appontment

Premums paid/amounts investad dunng the year

Other movaments including investment returns

Lipon resignation

Total sum insured/value of investment at 31 December 2006
Upon appointment

Premiums paid/amounts invested during the year
Qther movements nciuding nvestment returms

Upon resignation

Total sum insured/value of investment at 31 December 2007

HBOSplc Annual Report and Accounts 2007 223

Number

of key
management
personnel

7

O N oo = 0o =

n

a

£'000
4512
48
307
2127
(&)
6,989
173
3,191
{1,995)
{1,331)
7,027

The following disclosures are presented in accordance with the Companies Act 1985 as amended by the Companies Act 2008

The number of Directors together with their connected persons who had transactions and balances with banking entities in the

Group were as follows

Loans
CGuas foans and credit cards

2007
Number of Number of
Directors £'000 Diractors
6 1,440 7
6 14 7
6 1,454 7

2008

£ 000
4,420
27
4,447
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Shareholder
Information

Financial Calendar 2008

27 Feb 2008 2007 Prelminary Results Announcement

12 Mar 2008 Ordinary shares quoted ex dvidend

14 Mar 2008 Ordinary shares record date for the final dvidend 2007
17 Mar 2008 6 475% preference shares dividend payment

11 Apr 2008 Return date for mandates for the Dividend Reinvestrment
Plan (‘DRIP) for the final dviciend 2007

16 Apr 2008 6 DB84% praference shares quoted ex dividend
18 Apr 2008 6 0884% preference shares record date

29 Apr2008 Annual General Meeting & Intenm Management
Statement

9 1/4% and 9 3/4% preference shares quoted
ex dwvidend

9 May 2008 9 1/4% and 9 3/4% preference shares record date

12 May 2008 Ordinary shares final dividand 2007 payment

12 May 2008 6 0884% preference shares dividend payment

14 May 2008 6 3673% preference shares quoted ex dividend

16 May 2008 6 3673% preference shares record date

2 June 2008 9 1/4% and 9 3/4% preference shares dividend payment
17 June 2008 6 3673% preference shares dividend payment

7 May 2008

Registrar
You shoukt contact the Registrar if you

- have any quenes regarding your shareholding — you can
access information on your share balance, dividend payments
and the HBOS share pnice 24 hours a day, 7 days a week
using the automated service,

- have any quenes regarding your dividends,

- wish to participate in the Dvidend Renvestment Plan — this
enables you to buy more HBOS shares using your dividend
payments autornatically,

- wish to transfer your shares,

- have lost your share certfficate, or

~ have changed your name or address
Contact detalls for the Regrstrar are

Computershare Investor Services PLC
PO Box 1909

The Pavilions

Bridgwater Road

Brstol 4

BSS9 7DS

Tel 0870 702 0102
Emal HBOS@computershare co uk

Share Register Analysis at 31 December 2007

www hbosplc com

31 Jul 2008
6 Aug 2008
6 Aug 2008
8 Aug 2008

2008 Half Year Results Announcement
Ordinary shares quoted ex dividend
6 475% preference shares guoted ex dividend

Ordinary shares record date for the mtenim
dividend 2008

8 Aug 2008 6 475% preference shares record date

15 Sep 2008 Relurn date for mandates for the DRIP for the intenm
dviclend 2008

15 Sep 2008 6 475% preference shares dvidend payment

80ct 2008 6 0884% preference shares quoted ex dwidend
10 Oct 2008 6 0884% preference shares record date
13 Oct 2008 Ordnary shares intenm dividend 2008 payment
5Nav 2008 9 1/4% and 9 3/4% preference shares quoted

ex dividend
7 Nov 2008 9 1/4% and 9 3/4% preference shares record date

12 Nav 2008 6 0884% preference shares dvidend payment
19 Nov 2008 Intenm Management Statement

1 Dec 2008 9 1/4% and 9 3/4% preference shares
dividend payment

Internet

You can view your shareholding, Including indicative
shareholding values and recent dwvidend informatian, onling
at www hbosple com by following the links for ordinary
shareholders

The website also provides further information about HBOS ple,
and links to our ather Group websites

Halifax Share Dealing

One way to buy or sell HBOS plc shares 1s to call Halifax

Share Deatng on 08457 22 55 25 or vistt www halifax co uk/
sharedealing Halifax Share Deating Limited s authonsed and
regulated by the Financiat Services Authonty, 1s a member of
the London Stock Exchange and 1s an HM Revenue & Customs
approved PEP and ISA Manager

Registered Office
HBOS ple, The Mound, Edinburgh, EH1 1YZ

Registered Number
3C218813

Nurber of MNumber of

Size of shareholding shareholders % ordinary shares %
1-200 799,761 3870 134,375,045 360
201 1,000 1,153,438 55 82 449,814,144 1205
1,001 - 5,000 106,679 516 145,085,876 389
5,001 - 10,000 2,959 014 21,035,148 056
10,001 - 50,000 2,180 on 42,843,089 115
50,001 - 100,000 316 oo2 22,393,890 080
over 100,000 1,048 005 2,917456,974 7815

2,066,379 10000  3,733004,166 10000




