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Group Contribution

° £1,403m profit (2000 £1,567m)
o 47% contribution

o £131bn customer lending

° 32,000 colleagues

Strategic Objectives

o Market leadership in mortgages
and savings

o Fastest growing banking and consumer
credit brands

o The UK's most successful
bancassurance operation

Brands

o Halifax

= Bank of Scotland

o Intelligent Finance

» Birmingham Midshires
o Halifax Estate Agents

» The Mortgage Business

Group Contribution

o £772m profit (2000 £593m)

o 26% contribution

o £70bn funds under management
= 8,000 colleagues

Strategic Objectives

o Offer customers a wide choice of
brands with multi-channel access

o Growth in asset management business

» Single low cost scale platform for
growth

Brands

o Halifax

o Clerical Medical

o St. James’s Place Capital

o esure

o St Andrew’s

o Halifax Equitable

= Bank of Scotland tnvestors Club

Group Contribution

> £308m profit {2000 £290m)
 10% contribution

 £19bn customer lending

» 6,000 colleagues

Strategic Objectives

o Break the mould in business banking

= Creative solutions for customer value

= Major market presence in England
and Wales

Brands

» Bank of Scotland

o Capital Bank

o Lex Vehicle Leasing/Godfrey Davis
o Hill Hire

» Bank of Scotland Ireland/ICC Bank
o Capital Finance Australia

Group Contribution
 £515m profit (2000 £376m)

 17% contribution

o £35bn customer lending

= 1,000 colleagues

S,

Strategic Objectives

o Growth from the enlarged balance sheet
o Franchise extension in UK, Europe
and North America
> Quality earnings growth based
on sound credit quality
o To be the standard by which others
are judged

Brands

o Bank of Scotland

Group Contribution

o £169m profit (2000 £210m)
° 6% contribution

= £11.8bn risk weighted assets
° 500 colleagues

Strategic Objectives

= First choice provider of Treasury
Solutions to HBOS customers

» Sustained quality earnings profile

o Pre-eminent sector earnings rating

Brands
o HBOS Treasury Services
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BANKOF SCOTLAN

75 |Birmingham
4 Midshires
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ST. JAMES'S PLACE
PARTNERSHIP

Retail Banking

—_—

Profile

o HBOS retail banking operations
— branch, telephone, internet channels
— joint venture and affinity relationships
— tetenet bank
- estate agency

= Consumer champion products

Market Position

» Nol in Mortgages and Savings
~ £126bn of customers’ mortgages
- £102bn of customers’ savings
= Fast growing banking products
— bank accounts, 22% of new bark accounts
— credit cards, 25% of new cards
e Fast growing personal lending

[nsurance
Investment

—

Profile

o Long-term savings, personal lines
insurance and asset management
» Unique 3 channel model
— bancassurance
— independent financial advisors
— private bankers
= New generation telenet insurance

Market Position

=« £1.1bn in life, pension and investment
effective premium income

o £1.1bn in personal lines insurance
premium income

= £70bn assets managed

= UK leading arranger of household
insurance

Business
Banking

Profile

= Banking services for businesses with
a turnover of less than £10m p.a

o Range of asset finance products

= SME champion products

Market Position

o £19bn of customer lending
> £10bn of customer deposits
o UK's largest contract hire operator

Profile

= Banking services for businesses with
a turnover of more than £10m p.a

o Range of specialist financing

- acquisitions — housing

~ project -~ assets

~ joint venture

Market Positior

o £35bn of customer lending

o £7bn of customer deposits

= UK market leader in
- MBO financing
— bank finance for social housing
— public to private financing

Treasury

Profile

o Wholesale funding and liquidity
management for HBOS Group

= Market risk management

o Capital raising for HBOS Group

= Treasury products for customers

Market Position

o Major sterling money market presence
 Wide range of money market, bond
rarket, derivatives and foreign exchange
activities
o High grade investment portfolio —
99% of assets rated A or higher
and 86% rated AAA
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The new agenda:

|. Greatest customer advocacy
. Most motivated colleagues
-. Highest sector ratin
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Chairman’s Statement

The merger gives us scale where it was needed, support where
growth would have been inhibited, and earnings power driven
by superb products and services.

Highlights:

o shared values, shared
vision, and an ambition
to seek out Rew
oppertunities

o the right conditions
for the ‘new foree in
banking to make great
strickes in 2002

o the best people frem
an exceptional pool
of talent

This is the first Annual Report of HBOS plc,
a new company created from the merger
between the Bank of Scotland and the
Halifax. | will spare the reader a standard
Chairman’s comment on the numbers as

if the merger had not happened. They are
what they are — the starting point for life
as HBOS.

A quote from the Bank of Scotland’s

{ast Annual Report by Sir john Shaw, the
Governor of Bank of Scotland at the time
of the merger, gives a good insight into why
Halifax and Bank of Scotland grasped the
opportunity to create additional value for
shareholders, despite our scepticism of
censolidation in general.

“The Group has exhibited two
characteristically fundamental strengths —
an ability to stretch itself to grasp large-scale
opportunities and a willingness to learn the
right lessons from the marketplace”

Penned from a Bank with a 305-year
history, the acceptance of change in
markets and the way in which value
should be delivered to customers and
shareholders alike resonated loudly

with the operating philosophy at Halifax.
Even an organisation as cautious about
consolidation as the Halifax could see
that here was an organisation with shared
values and an ambition to seek out new
opportunities to move forward.

Merger discussions were concluded quickly
following the first meeting between the

two teams. The speed of the merger
demonstrated the shared vision of where
the growth opportunities would lie and an
excitement at the thought that the position
as ‘the new force in banking’ was ours for
the taking. This was a ‘merger of equals’
where relative size was always secondary
to the shareholder value that teams with
a shared vision can create.

As this Annual Report is being put together,
it is difficult to assess the scale and impact
of the economic slowdown. However, as

I write this Chairman’s report in early 2002,
I can report that all our businesses had an
excellent year and are continuing to
perform well.

The scale of the new earnings power is
evident with strong sales and clear growth.

In Retail the focus on simple products
and real value for both new and existing
customers has been rewarded with
exceptional performances in mortgage
lending, savings inflows, current account
and credit card sales. We all feel a real
buzz in the branches with the knowledge
that we are developing long-term
profitable relationships with our
customers. And when | see what Intelligent
Finance has achieved in its first year,

| congratulate my colleagues. They ignored
the short-term siren calls to scale down
investrment in anything to do with new
channel development.




In the Insurance & Investment businesses
sales were equally impressive with
particularly strong contributions from
Clerical Medical and the Bancassurance
operations increasingly benefiting from
sales generated by the newly acquired
former Equitable salesforce. | am glad

to report that esure is off to a good start
leveraging the benefits of banking customer
data and the lower cost of new channel
based operations. This year’s launch of the
Asset Management business as a standalone,
separately branded investment house will
capitalise on the outstanding investment
performance of Clerical Medical and
provide a new platform for growth in the
investment market.

a big noise in 2002 as that business
competes head on in a market where
value to the customer is limited and the
conditions exist for the new force to
establish a clear alternative.

Treasury, where perhaps the most
obvious merger of similar operations is
now under way, will pursue a clear but
primarily customer focused strategy.
This reflects the reality that the quality
of earnings for this part of our business
is best served by focusing on customer
flows both internal and external together
with low risk securities investment,
rather than more volatile proprietary
trading activities.

Rarely have two great brands and two great
organisations combined to offer so much potential

for extracrdinary growth.

In Corporate Banking the growth rate

of over 30% — continued this year —
gives good grounds for confidence in
the team’s ability to grow quality assets,
at a time when fair weather lenders
leave the scene pleading prudence as
an excuse for capping their provisions
growth. We make no apology for growing
this business, based as it is on a sound
philosophy of long-term customer
partnerships. This will see provisions
grow, as they have this year, reflecting
not only strong asset growth but also
the reality of the current economic
conditions. Sticking with customers
through the difficult times and working
through problems with them is just as
much a part of the deal as the initial
loan terms themselves — something

our customers can rely on as they make
long-term decisions about their businesses
and their partners.

Business Banking with around a 20%
underlying growth rate in 2001 will make

BankWest, in which HBOSS shareholding

at 31 December 2001 was 56.3%, not only
implemented a major organisational
restructure, but also increased profits by 16%

as it increased its share of the national market.

The merger combination gives scale where
it was needed, balance sheet and funding
support where growth would have been
inhibited and a new scale of earnings power
driven by product and service propositions
that attack the entrenched competition.
Rarely can two great brands and two great
organisations have combined with so much
potential for extraordinary growth.

A ‘fudge free’ management team

The new line-up sees an array of
exceptional talent leading the operating
divisions drawn from Bank of Scotland and
Halifax. We haven't messed about with
some uneasy peace derived from ‘one for
you and one for me’. Instead we put the
best people in the right jobs irrespective

Dennis Stevenson
My main business activities are as
Chairman of Pearson plc and HBOS plc,
having been Chairman of Halifax Greup
plc. { am also a Non-Executive Director
of Manpower Inc.

of their previous home. Cutting through
the usual merger distractions in this way
meant that on day one of the merger, we
hit the ground running with all the senior
appointments agreed. Within three months
all the supporting team decisions were
made and management concentrated on
business performance with integration very
much part of the business-as-usual task list.

We welcome to the Board Phil Hodkinson
{from Zurich Financial Services) to head
up the Insurance & Investment Division.
With over twenty years experience in that
industry and a belief that there is always
something better than the status quo, Phil
has already found himself very much at
home in HBOS.

| thank the Directors from both Bank

of Scotland and Halifax who stood down
this year as part of the merger. Their
contribution over many years to both
organisations was self-evident in the
strength of both Boards and the selfless
nature of those who have stood aside to
see a new Board created for HBOS. | also
want to thank the 60,000 colleagues who
are now embarked on the new venture
that will see the reality of ‘the new force
in banking’. They have achieved tremendous
results in 2001 at a time when for many
they have had to grapple with the inevitable
personal uncertainties of a merger.

2001 was an exhilarating year for me

as your Chairman, firstly as Chairman of
Halifax and now as Chairman of HBOS.

I am acutely aware of the proud heritage
of both Bank of Scotland and Halifax and
my colleagues and | are determined that
our efforts will reflect and live up to this
heritage. HBOS is focused on delivering
value for its shareholders. | have great
confidence in our ability to make great
strides in this in 2002.

Dennis Stevenson
Chairman

Annual Report & Accounts 2001 HBOS plc




Deputy Chairman’s Statement

Qur two businesses have a common philosophy

and little overlap.

Highlights:

o two complementary
businesses

o early clarity en
management roles and
responsibilities

o we will eeliver £690m
of synergies

The announcement in May of the merger
between Bank of Scotland and Halifax was
greeted with remarkable enthusiasm. | use
the word ‘remarkable’ because it is rare
that the market greets a no-premium, all-
paper merger with any enthusiasm at all.
And in our case, there were no ‘stash-and-
burn’ type cost savings. So the well-nigh
universal acceptance was as pleasant a
surprise as it was a sensible reaction. It is a
very good transaction for our shareholders,
for our staff and our customers — and one
which our competitors will come to hatel

The real problems in a merger come from
ensuring that people work together and
that the corporate cultures fit. That is why
takeovers are usually easier to manage:
there is no dubiety nor argument as to
which culture is going to dominate. But
here we were extremely fortunate: Bank
of Scotland and Halifax have worked
closely together over many years — for
example Bank of Scotland processed
Halifax's initial credit card portfolio and
it also seconded a team of people to help
in the aftermath of the property crisis at
the start of the ‘Nineties’ So there were
people in both organisations who had
known each other over a long period.
That helps. It also helped that our two
businesses were largely complementary.
There was very little overlap.

Effective integration starts with clarity in

management roles and responsibilities. At
the Divisional Chief Executive level, it was
very obvious who should do what, driven
by the relative pre-merger strengths of




complementary businesses. Hence George
Mitchell and Colin Matthew from Bank of
Scotland head up Corporate and Business
Banking respectively with Andy Hornby from
Halifax heading up Retail for the Group. As
Dennis has mentioned we welcomed Phil
Hodkinson just after the merger. In Treasury,
where arguably the one real merger has had
to occur, Gordon McQueen from Bank of
Scotland now leads the new team.

On Day One of the merger, the top 50 senior
appointments were in place and within three
months the top teams comprising some 450
people in total were in place and driving
their businesses forward.

Clarity of management and complementarity
of businesses were important. Even in

projects which are split pretty much
pro rata across the various businesses.

All that is important. But most important
of all is the fact that both banks shared a
common philosophy. Each had an objective
of aggressive growth by providing a first-
class service to our customers. Today we
will provide the added value which will
enable the combined business to grow
strongly and profitably.

Having this shared philosophy — that
providing better value and a better service
to customers is the only way to create
long-term growth in shareholder value,
that profit is an outcome of running the
business well for customers not an
objective in its own right — made the

A bank’s reacn snould exceed its grasp.

Information Technology where Bank of
Scotland and Halifax might have appeared
to have quite different philosophies, one
seemingly biased towards outsourcing and
the other in-sourced, in reality there was
not much philosophical difference. Each
business division is now in control of its
own decentralised |T software with the
centre in charge of the provision of
infrastructure. Large-scale outsourcing
arrangements are being reviewed in tandem
with alternatives and the best solutions for
HBOS will be applied.

Synergies are firmly embedded in the
Divisional Profit Plans. Mike Ellis and |
are charged with monitoring delivery and
we are certainly making very good progress.
We expect that the merger will deliver
£690m of synergies over the next three
years, an increase on our first assessment
of £620m announced at the time of the
merger. In total they come from no less
than 70 major initiatives and some 240

decision to merge easy. It also is critical
in the implementation of that decision.

Effective integration apart, the essential
element in delivering performance s,

as always, management. Here the merger
has given HBOS an exceptionally strong
management team. James Crosby and my
colleagues, old and new, are extremely
bright, extremely able and extremely
well motivated. To (mis)quote Browning:
“Ah, but a bank’s reach should exceed its
grasp, or what's a heaven for?” With such
able colleagues, | am confident that we
can both reach and grasp!

Peter Burt
Deputy Chairman

Peter Burt
Having worked in the computer industry,

| joined Bank of Scotland in 1975. In 1979,
| became Assistant General Manager
responsible for the Qil and Energy
Department and then Head of the
International Division in 1985. | was
appointed Treasurer and Chief Gene-al
Manager of Bank of Scotland in 1988

and Group Chief Executive in 1996.

Upon the successful completion of the
merger of Halifax and Bank of Scottand
| became Deputy Chairman of H3OS plc.
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Chief Executive’s Statement

Its a rare business indeed that delivers outstanding

outcomes for all three stakeholder groups.

Highlights:

© QUIF CUStOMErs
must be our greatest
advocates

o our colleagues are
central to our
ambitions = they must
be the mest highly
motivated
in eur industry

o our shareholders
deserve growth =
we will make sure
it is quality growth

The creation of HBOS is all about growth;
delivered through a pro-competition
strategy which genuinely aspires to deliver
outstanding outcomes for each of our three
stakeholder groups: customers, colleagues
and investors.

The battle for customers’ hearts and minds,
whether they're individuals, companies or
intermediaries, has never been nearly so
important as it is today.

In so many areas our industry still evidences
a failure of competition. But in due course
those who manage their business in the
belief that the customer won't vote with
his feet or whose pricing maxim is to charge
as much as they can get away with today.
will fail.

HBOS accepts without question that

to grow our relationships with customers,
we have to deliver value, absolute
transparency and quality service.

And translating that into a customer
stakeholder goal — quite simply our
customers have to rate HBOS as the best,
since in the financial services market of
the 21st century the real power is theirs.

Every time our customers make contact
with any HBOS business, at a branch,

over the phone or via the web, they will
instinctively compare us to the competition
and make a judgement about us. Colleagues
right across HBOS have a massive say in
that judgement.




We are hungry for growth and everywhere
we set each other tough targets then work
together to make them happen. Demanding
performance absolutely needs a really

top class team to make it happen but

even more importantly it calls for 60,000
colleagues who are passionate about each
and every one of HBOS's products and
services; in short, an army of advocates.

A superior rating

The HBOS strategy is distinctive and
challenging. And in our 60,000 colleagues,
we believe we have the team to deliver it
exceptionally well. But investors are both
our judge and jury.

Through our delivery we must persuade
them to rate our earnings higher than

of offerings for customers extending from
sophisticated complete advice provided

by the St. James’s Place partnership and

the recently acquired former Equitable
salesforce and the tailored support Clerical
Medical gives independent advisers
through to the in-branch Halifax consumer
champion strategy we apply to mainstream
investment products.

In Retail, this year's results demonstrate
very clearly how a consumer champion
strategy can produce exceptional growth.
We have two imperatives; realistic pricing
reflected in products that deliver real
value to consumers and simple transparent
charging so they know precisely what

they are paying and why. Coupled with
aggressive pro-consumer PR work and

We will capitalise on the qualities which brougnt
us together; in all our markets we aim to o*fer
customers value, transparency and service.

anyone else's in the sector; and that is our
core shareholder value goal.

Customers call the shots

Everywhere we seek to revolutionise the
way our customers feel about us, always
seeking to deliver something different and
recognising that everyday we must earn
the right to retain customers.

In Corporate, our competitive advantage

is very heavily driven by our ability to
innovate and respond quickly to our
customers’ requirements; key aspects of
the Bank of Scotland pedigree. But we also
pride ourselves on having the flexibility,
whenever realistic, to see customers
through the bad times as well as the good.
After all a bank that pulls back at the first
whiff of trouble does not deserve the
partnership we seek with each of our
corporate customers.

Last year our Investment businesses showed
their real potential. We have a unique range

populist advertising for our core retail
brands, Halifax and Bank of Scotland, these
are the key ingredients of a truly mould-
breaking consumer champion strategy.
Intelligent Finance’s futuristic banking
concept is creating a whole new market
and on the clear evidence of its first year's
results its unique offering has enormous
appeal to customers.

And in extending Bank of Scotland’s

SME banking services right across Halifax's
distribution network in England and Wales,
value, simplicity and aggressive marketing
will also be at the centre of an ambition to
create enduring growth for our shareholders
by once again championing the interests of
custorners; this time in SMEs.

Colleagues make it happen

Earning the advocacy of all 60,000 HROS
colleagues is a tall order. Listening to
colleagues’ views through regular monthly
polling and detailed annual surveys and

Annual Report & Accounts 2001 HBOS ple 7

James Crosby

My seventeen years in Scotland with
Scottish Amicable included ten years

as a fund manager followed by senior
positions in IT, marketing, finance and
corporate development. In the latter

role | led the establishment of the jcint
venture with ) Rothschild Assurance {1991)
of which | was a director until 1994.

In 1994 | joined Halifax Building Society
to set up a new bancassurance businzss
and in 1996 then led the acquisition of
Clerical Medical. On 1 January 1999

| was appointed Chief Executive of
Halifax Group plc and became Chief
Executive of HBOS plc upon successful
completion of the merger.

then acting on their feedback is very much
part of how we ensure the two-way flow
that builds commitment to our company
and its goals.

When we announced our merger we
enjoyed extraordinary support from our
colleagues across HBOS. We have to be
sure to preserve and enhance that support
in the months ahead. Nowhere is that
more important than amongst our 4,000
IT professionals who will take the lead in
the crucial area of IT integration over the
next three years.

Creat products and services, and the

buzz created by combative marketing and
advertising actually starring HEOS colleagues
have encouraged some extraordinary
improvements in product advocacy, where
it matters most — in the front line, in front
of the customer.

Everywhere, advocacy is reinforced by
local share and cash based incentive
schemes, which link rewards to local
performance. These are measured by sales
and retention, cost control and a host

of other local factors. The bottom line is
that good performance is rewarded, poor
performance is not and exceptional
achievements are rewarded exceptionally.

Growth but not at the expense

of quality

To get the best rating for our earnings
we must deliver growth but also earnings
that are predictable and sustainable and
therefore of the highest quality.

The newly created HBOS draws great
strength both from its position as a low
cost player in each of its core businesses
and the sheer diversity of those businesses.
The exceptional growth in sales so evident
in these results, particularly in Retail and
Insurance & Investment, shows just how fast
productivity is improving; underlining the
opportunity we have to make ourselves the
lowest cost provider in each and every one
of our businesses. And whilst all our




Chief Executive's Statement
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divisions will deliver growth the inherent
balance of our business will be preserved; in
the medium term we are targeting earnings
contributions of 50% Retail, 25% Insurance
& Investment with 25% accounted for by
Corporate, Business and Treasury.

In the midst of the economic slowdown
we will see this year the importance of
asset quality is not in doubt. And for

HBQOS this too is a source of comparative
advantage. A well diversified balance sheet
centres around residential mortgages which
account for about two thirds of customer
lending. And whilst we are achieving
substantial growth in our consumer finance
businesses, it is clear that this has not and
will not be at the expense of credit quality.

In corporate and business lending we have
a long established determination not to
follow fashions. Diversification of our
assets, their ‘old economy’ characteristics
and our track record of working through
tough situations with our customers are
the hallmarks of a loan portfolio which
will perform comparatively well; even in
difficult times.

Finally, the HBOS merger brings together
two of the most conservative Treasury
operations in the City; perhaps best
illustrated by the fact that 99% of the
investment portfolio assets of the merged
entity have credit ratings of A or higher.
86% are AAA credits.

Such cost advantages, diversity of business
mix and asset quality, all emphasise the
sheer quality of HBOS's earnings power.
But more than anything else, it was Halifax
and Bank of Scotland’s shared vision of how
best to exploit this quality which brought
us together as HBOS; in all our markets we

aim to have customer propositions which
offer value, transparency and service.

We will always be realistic on pricing and
seek to achieve sustainable margins; the
foundation of quality growth. Last year just
such a strategy applied in the mortgage
market paid huge dividends for HBOS with
net lending market share soaring to 31%.
At the same time our strategy of exposing
exploitative pricing practices in current
accounts has led to a revolution in banking;
one that is operating very obviously in
HBOS's favour.

Demanding goals, superior performance
Our new business has set itself the most
demanding of goals — for customers,
colleagues and shareholders alike. In doing
so we have laid out the most distinctive
strategy in our marketplace. These results
show very clearly how this strategy is already
delivering extraordinary growth in sales and
balances; in Retail, Insurance & Investment,
Business and in Corporate Banking. Delivering
the merger synergies will boost eamings, but
right from the start we believe we will be
able to demonstrate underlying growth in
each of our divisions; the real inspiration
behind the creation of HBOS.

James Crosby
Chief Executive
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20m customers, over a quafter

of mums, dads, kids... .#




and achieve
the highest
sector rating.

The New Force in Banking with over
300 years of experience — HBOS’s head office
sits proudly on The Mound in Edinburgh.
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Lynne Ferguson] a Customer ‘Serwce
Consultant at IF's Contact Centre in
Livingston enjoys a l|ttle lrght relief at

the end of another busy da







The New Force in Retail Banking

JAndylidownby

AL ASDA, | worked closely on the strategic
development of the business. As Retail
Managing irector | had responsibility for 36
stores and 14,000 employees. and was most
recently Managing Director of Gecrge, ASDA.

In November 1999 | joined Halifax as Chief
Executive. Halifax Retait and was appointed
to the Board. | am responsible for all the
retail banking activities of Halifax and Bank
of Scotland which extend to sorme 1,500
retail banking and estate agency outlets.

Great value products coupled with transparent and honest
communication delivered by the friendliest colleagues in the
industry will create the most consumer-rriendly bank in the UK.

Andy Hornby, Chief Executive, Retail Banking

Stretegic aims:

o market leadership In Mortgages
and Savings

o %o be the fastest growling Banking and
Consumer Credit Brand in the UK

o o bulld the UK’s most successtul
bancassurance operation

Revolutionisinggthelcustomed

Angela Anderson from Queens
Street Branch, Glasgow, features
in Bank of Scotland's advertising
for current accounts
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The New Force in Retail Banking

continued

Extraordinary distribution strength

The HBOS Retail Bank has the largest
customer base and broadest distribution
reach of any UK financial institution.
Operating through five consumer brands
serving an incredible 20 million personal
customers. Each brand is positioned to
compete in a specific market segment.
Halifax and Bank of Scotland have a long
tradition of serving mainstream consumers
and are two of the strongest brands in the
UK offering the complete range of financial
services to this market. Intelligent Finance
serves a generally younger and financially
sophisticated consumer, with Birmingham
Midshires and The Mortgage Business
specialist brands meeting specific
customers’ borrowing needs.

Over a quarter of the British population
have a relationship with at least one brand
of the HBOS Retail Bank. No other UK
financial institution comes close to such

a large customer base. We operate across
the entire range of financial services
distribution channels (retail branches,
agencies, estate agencies, telephone,
internet and via intermediaries).

with the Halifax and Bank of Scotland
brands operating throughout the UK
we have 1,100 bank branches. We are
represented in every single major town
in the UK, with many branches in prime
retail sites. We are determined to be in
the best locations for our customers.

We also operate 700 Halifax agencies
(typically based within estate agents or
solicitors) where customers can carry out
basic banking transactions. These agencies
have helped provide our customers in
rural communities with banking services.

Through a chain of estate agency outlets
we are the second largest estate agency
in the country under the brand of Halifax
Estate Agents providing home buying

Muthith Karim, Banking Advisor, Kensington High Street Branch, Halifax

services and also another distribution
outlet through which we supply mortgages.

Through Intelligent Finance we are at the
forefront of developing telephone and
Internet banking. Intelligent Finance is a
unique product concept which gives
excepticnal value for money for customers
through ‘netting off’ a customer’s
borrowings and savings. In the first year

of operation Intelligent Finance has built
up over 155,000 customers and achieved

a 9% share of the UK net mortgage lending
market making it the most successful new
generation bank in the UK.

To offer customers a complete choice of
how they can do business with us through
the Halifax and Bank of Scotland brands,
we also run 11 Call Centres. Our 5,000
colleagues working in these Call Centres
offer a complete range of products and
services over the phone.

In addition, we also offer a comprehensive
online banking service to Halifax and Bank
of Scotland customers. Over 1 million
customers now benefit from the
convenience of this service and the great
value offered by special online products,
such as Websaver, a savings account
customers can design for themselves and
operate entirely over the Internet.

We are also the country’s leading provider
of mortgages through the intermediary
channel. Operating under five different
brands in this marketplace (Halifax, Bank
of Scotland, Birmingham Midshires, The
Mortgage Business and intelligent Finance),
we supplied over 30% of mortgages sold
through intermediaries in 2001.

Our partnership and affinity relationships
are very important to us and we are one

of the leading providers of financial
services through these channels. This
enables us to reach an even wider customer
base through joint venture operations with

major players such as Sainsbury’s, Centrica
and Zurich.

Being different and meaning it

For many years, retail banks in the UK
have earned high profits from exploiting
the inertia of their customer bases. Put
most simply, banks have often offered
expensive, complicated products which
are difficult for customers to understand
and all too often provided poor value for
money. HBOS Retail Bank has set out to
be fundamentally different:

We aim to offer customers outstanding
value for money right across our
product range.

Our products and prices are easy
to understand.

We give our customers the choice of
dealing with us through whatever channel
suits them best — branch, telephone or
the Internet.

Our biggest point of difference is that

we are developing the friendliest and best
motivated banking workforce in the UK.
Nearly all of the 32,000 colleagues within
the Retail Bank receive share options and
all receive bonuses paid according to the
performance of their individual branch. No
other UK bank has such a radical approach
to share based remuneration at all levels of
the organisation.

Beating the competition

2001 has been an exceptional year for the
HBOS Retail business. In each of our core
markets we have delivered outstanding
sales and market share growth:

We achieved an extraordinary 31% share
of the net lending mortgage market.

A 31% share of net lending means that
HBQOS has achieved around three times
the market share of any other UK
competitor. The main reasons for the
substantial growth in 2001 were:

Andi Wilby. Customer Service Advisor, Halifax Direct
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Around 350,000 of our customers
benefited from transferring to considerably
cheaper long-term mortgage rates,
definitive proof of Halifax’s desire to

be the ‘customer’s champion’

Our mortgage market share in 2001 was
also boosted by a massive contribution
from Intelligent Finance who provided
over £5.2bn of lending during the year,
an extraordinary contribution for a new
generation bank.

Birmingham Midshires and The Mortgage
Business both had an exceptionally
successful year in the specialist lending
markets in which they operate. As a result
HBOS is the clear market leader in buy-to-
let mortgages and mortgages to self-
employed customers.

Cross selling general insurance products
on the back of our mortgages has made us
a leading arranger of household insurance
in the UK with over 778,000 policies sold
through Retail channels in 2001.

Bank accounts

HBQOS is the clear customer champion

in current accounts in the UK. In 2001 we
launched the high street account which
currently pays 20 times more interest than
the traditional high street banks. We also
currently charge approximately half the
overdraft rates of the main competitors.
Identical pricing benefits have been
offered to Bank of Scotland customers

in 2002.

Most people who live in England, Wales
and Northern Ireland will be familiar with
the adverts starring Howard Brown from
our Shelden branch who has taken the
nation by storm advertising to the tunes
of ‘Sex Bomb' and ‘Angel’

Bank of Scotland customers north of the
border will similarly have found it hard to
miss Angela Anderson from Glasgow and

her star performance in the Bank of
Scotland’s current account television
advertisement.

The success of the new product

range and the advertising has been
extraordinary and HBOS has gained more
than 22% market share nationally of new
or transferred current account business
over the last 12 months.

HBOS set out to establish itself as the clear
No. 1 provider of new credit cards in the
UK marketplace. In 2001, we issued more
than 1.7m credit cards establishing us as
comfortably the largest provider of new
credit cards in the UK.

In the personal lending markets we have
also achieved extraordinary growth in
2001 under both the Halifax and Bank of
Scotland brands. Lending in these brands
increased by 43% in secured personal
loans and 35% in unsecured loans.

The Group also had an exceptional year
in the savings market in 2001 and saw
balances in savings and banking products
increase by £8.5bn in the year.

The Group is comfortably the No. 1 savings
provider in the UK with over 16 million
customers and a massive £102bn

of retail balances. Proof of the enduring
popularity of the Halifax savings franchise
stems from the fact that we achieved a
25% share of new money in to cash ISAs
in the first six months of the 2002 tax year
and sold over 115,000 Equity Tracker ISAs
in 2001. This strong savings base gives

us the platform on which we are building
our successful investment business.

Our performance

Profit before tax, exceptional items and
Intelligent Finance declined by £164m to
£1,403m. The primary driver behind this
change was the retail strategy of facing
into unsustainable retail spreads. We have

Darren Scott, Customer Service Officer, Castle Terrace Branch, Bank of Scotland

therefore quite deliberately reduced our
product spreads to improve customer
retention and to compete aggressively
for new business.

The planned reductions in retail spreads,
the acceleration of sales and improvements
in retention have all been in line with
market expectations borne out of public
statenents on these issues. Overall the
performance in operating income was
stable despite accommeodating the
expected decline in the HBOS retail

spread from 221bp to 207bp.

Non-interest income grew by £31m to
£701m an increase of 5%. The pace

of growth was impacted by a volume
related increase in ATM interchange
fees attributable to the success of our
new current account product together
with the withdrawal of surcharges for
customers who use competitor ATMs,
resulting in a £62m reduction in other
income year on year.

Operating expenses grew by 10% in

the year, primarily driven by additional
staffing costs, technology investments and
marketing. Staff costs grew by 6% overall
as the growth momentum necessitated

an increase in the numbers of front line
colleagues to deliver the desired levels of
sales performance and customer service.
Technology spend particularly at Bank of
Scotland increased as new investments
were made in core branch banking systems.
Marketing support for product sales
required an increased investment in all
broadcast media and in direct marketing
with total spend here up 21%.

The overall charge for provisions increased
by 3% reflecting the high quality asset
growth and performance in the year.
Overall, mortgage credit quality, as
measured by arrears performance and
closing provisions as a percentage of

Halifax

31% of the UK's net mortgage lending

Bank of Scotland
Intelligent Finance
Birmingham Midshires
The Mortgage Business

£7.46bn
£2.55bn
£5.02bn
£0.76bn
£1.21bn
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The New Force in Retail Banking

continued

loan assets again improved. Mortgages
3-6 months in arrears declined from
0.97% to 0.76% and total provisions

as a percentage of advances declined
from 0.38% to 0.32%. For the unsecured
portfolio in total the level of provisions
as a percentage of advances declined
from 6.62% to 5.93%. In the credit card
businesses, good progress has been made
in reducing the provisions charge from
3.7% to 3.4% of average outstandings.
Retail banking non-performing assets as
a percentage of total lending has also
reduced from 2.49% to 2.22%.

An improved performance in the
Sainsbury’s Bank and Centrica joint
ventures has resulted in a 20% increase
in overall contribution.

Credit quality improves again
Growth without strong asset quality
merely devalues the earning quality.
We target both growth and asset quality
and have seen a further improvement
in 2001. The credit risk performance
of the retail lending portfolio is strong
with all measures within agreed limits.
Once again our focus in mortgage
lending is towards the lower loan to
value propositions and in consumer
credit we have made good progress

in reducing credit losses.

Excellent service is not optional

We continue to invest in delivering
exceptional service to our customers.
We use technology to make: opening
and running accounts easier for colleagues
and customers. Service initiatives rolled
out in 2001 include the new Halifax
Mortgage Processing System which

will enable most customers to get their
mortgage offer at point-of-sale and a
whole range of initiatives within call
centres which ensure much faster
response times for our customers.

Emma Strachan, Executive Secretary, Intelligent Finance

Low cost advantage

Consistent with our desire to be

the customer champion, we are fully
committed to running the lowest
cost retail bank in the UK. The merger
provides us with the opportunity to
extract £120m of cost synergies over
the next three years.

The efficient way in which we manage
our business means we can keep on
giving our customers the sort of value
which other banks simply don’t provide.
We are targeting total cost growth
below 3% in 2002 and below RPI in
subsequent years.

Making the merger work

Bringing together the Halifax and Bank

of Scotland Retail businesses provides
enormous benefits to customers and
shareholders. Beginning in October 2002,
the fascia of every branch in Scotland will
be replaced to show Bank of Scotland as
the primary name, flanked by the famous
Bank of Scotland and Halifax logos.

Our product offer will reflect the
individual strengths of each brand. North
of the border Bank of Scotland will focus
on banking and consumer credit and the
Halifax on mortgages and savings. All our
customers in Scotland will benefit from
a wider, more competitive product range
and even greater convenience. Halifax
products will be available in five times as
many Scottish branches as they are now.

The primary benefits to shareholders
stem from the combination of product
processing systems and the removal of
duplicated central overheads.

We also expect a significant uplift in
business volumes from the launch of
Halifax branded mortgages, savings and
long-term investment products into
Bank of Scotland branches.

Where next?

HBOS is the most aggressive high street
bank operating in the UK. Over the next
three years we aim to consolidate our
position as the clear No.1 in mortgages
and savings in the UK marketplace. At

the same time we will also continue our
attack on the so-called ‘Big Four’ in their
traditional markets of current accounts and
credit cards. We are never afraid to set
ourselves clear deliverables and in 2002 our
aim is to deliver the following:

A net lending mortgage share of 25% to
maintain our position as by far and away
the nation’s leading mortgage provider.

We will be the fastest growing UK

bank in banking and consumer credit and
aim to achieve a market share of 20% of
both new current accounts and credit
cards in 2002.

We will become the UK's number one
bancassurer within three years.

Cost growth in HBOS Retail Banking
including Intelligent Finance in 2002
of less than 3%.

This combination of industry leading
sales growth, coupled with stringent cost
control, will mean that the HBOS Retail
Bank will provide exceptional returns

for shareholders.

Cver the next three years HBOS

will ensure that the cosy world of the
so-called ‘Big Four’ becomes a thing

of the past. We are offering our customers
a unigue combination of outstanding
value products, backed up with aggressive
advertising, all sold by the friendliest
banking workforce in the UK. The ‘New
Force in Banking’ has truly arrived.

Allan Scott, Customer Services Officer, Tollcross Branch, Bank of Scotland
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Retall 2001 2000  Non-interest income 2001 2000 Intelligent Finance 2001 2000
{excluding Intelligent Finance) £m £m £m £m fm £m
Net interest income 2,744 2776 Mortgages & Savings 338 304 Net interest income (22) -
Non-interest income 701 670 Banking 191 214 Non-interest income (2} ~
- Credit cards 113 87 .
Operating income 3,445 3446 o loans 8 11 Operating income (24) -
Operating expenses * (1,798) (1640) (iper 49 44  Operating expenses (118} (88
Operating profit before Net fees and commissions Operating loss before
provisions * 1,647 1,806 receivable 699 660 provisions (142) (88)
Provisions for bad Profit on sale of investment Provisions for bad
& doubtful debts securities 5 9 & dogl?tful debts
Specific {255)  (248)  Other operating income (3) 1 Spemﬂi ”g) i}
General {13) (amn Genera (2) ”
Share of profits of associates Total 701 670 Loss before tax {154) (88)
and joint ventures 24 20 .
Operating expenses* 2001 2000 Total lending to customers £5.4bn £0.1bn
Profit before tax * 1,403 1567 £ £ ) )
m ™ Total risk weighted assets £2.8bn £0.1bn
Net interest margin 2.22% 2.44% Staff 702 660
Net interest spread 2.07% 221% Accommodation, repairs
) and maintenance 55 50
Net interest margin Technology 73 54
The net interest margin fell 22 basis points Marketing and communication 246 203
from 2.44% to 2.22%. The movement is made Depreciation:
up as follows: Tangible fixed assets 33 31
Basis Points Other 163 155
Credit cards 5  Subtotal 1,272 1153
Mortgages {9)  Recharges
Savings (4] Technology 224 189
Banking (3) Accommodation 127 130
Internal funding (8) Other shared services 175 168
{22) Total 1,798 1,640

Cost: income ratio™

522% 47.6%

Total lending to customers™  £130.6bnf116.7bn
Classification of advances % %
Home mortgages 92 93
Other personal lending:
secured 1 1
unsecured 4 3
credit cards 2 2
banking 1 1

Total risk weighted assets

£75.5bn £65.3bn

* Exctuding exceptional itemns.

** After securitisation of £1.5bn of mortgages.

Sarah Rowlerson, Customer Services Assistant, Strand Branch, Halifax

£102bn

HBOS has £102bn in savings
and banking balances.
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The New Force in Insurance & lnvestment
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We are challenging the way traditional insurance
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Phil Hodkinson, Chief Executive, Insurance & Investment
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David Brown, Head of General Insurance Products & Pricing, Halifax General Insurance

The New Force in Insurance & Investment
continued

The need for a personal safety net

People are increasingly aware that they
will need to provide for and protect
their own financial futures. Not only
can they expect to live longer but

also they realise that social welfare
will only offer a minimum safety net.
This growing realisation has made the
UK insurance & investment market the
largest and one of the fastest growing
in Europe today.

At the same time, individuals are
becoming more demanding in terms

of the value for money and the service
that they expect financial services
organisations to deliver. They want to
deal with brands they can trust, and
with people who can advise them well.
And 50, an increasing amount of their
business goes to fewer and fewer
companies. Against this background, our
aim is to be the ‘New Force in Insurance
& Investment’ — the organisation that
customers turn to first for advice and
products that will help them protect
and grow their personal assets.

Challenging the norm

Our strategy is to offer our customers

a wide choice of brands, each capable

of meeting customer specific needs, and
a wide choice of access, whether it be
through our branches, via financial advisers,
or directly by phone or Internet. This
diversity of choice positions us well in

a market in which customers are locking
for expertise and many don't want to
place all their eggs in one basket. Also,
in the face of changing regulation, this
diversity of distribution and access to
customers provides our shareholders
with the confidence that HBOS is well
placed to continue expanding its offering
whatever the regulatory regime.

Great brands

Under the Halifax brand we offer Halifax
and Bank of Scotland retail and business
banking customers straightforward, value
for money products that enable them to
invest for the future and to protect their
finances and personal assets. These
products form an integral part of the
trusted service we provide customers,
whether it be through our in-branch
mortgage and savings reviews, or directly
by phone, mail or Internet.

Halifax’s strong franchise in savings

and mortgages provides us with clear
competitive advantages relative to other
retail groups, and the acquisition of the
Halifax Equitable sales force in 2001
gives us the opportunity to extend these
advantages to our professional and
business customers as we move forward.

Under the Clerical Medical brand, we
offer pension and investment products
through Independent Financial Advisers
(IFAs), the most influential distribution
channel in the UK investment market.
Backed by a strong with profit fund and
excellent investment performance, our
focus is to deliver products and services
to IFAs that will enable them to advise
their customers well. Progress towards
Clerical Medical’s geal of being the
‘choice of the professional’ can be
measured by our increasing share of the
UK IFA market and the many awards we
regularly win from the IFA community.

in Continental Europe, Clerical Medical is
growing rapidly and is well placed to take
advantage of many exciting opportunities,
particularly in pensions.

St. James's Place Capital, in which we
hold a 60% stake, offers expert advice
and a broad range of wealth management
services. The St. James's Place Partnership
is one of the most productive financial

James Mclellan, Director US Equities, Clerical Medical Investment Management
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advisory businesses in the UK, and the
development of St. James's Place Bank,
in conjunction with IF, has further
strengthened the range of services that
Partners are able to offer.

esure, our telephone and Internet joint
venture start-up with Peter Wood the
founder of Direct Line, offers competitive
motor and home insurance directly to
the public via the telephone and Internet,
as well as underwriting Halifax branded
car insurance. Utilising state of the art
management information and a unique
pricing model, esure intends to ‘break

the mould’ of traditional insurance.

The St. Andrew’s Group has an established
reputation within the industry as an expert
provider of repayment insurance. It enables
many partner organisations to offer

‘own label repayment insurance to their
customers as well as providing insurance
to Bank of Scotland customers.

One + one = £2bn +

With over £1bn in effective new

premium income from the Investment
businesses, 55% growth compared to 2000,
and over £1bn in gross written premiums
from the Insurance business, 21% growth
compared to 2000, we have broken through
the £2bn sales premium income barrier.
Profit before tax and exceptional items

in 2001 was £772m, an increase of 30%
compared to 2000 and contributing 26%
towards Group profit before tax, exceptional
items and Intelligent Finance.

Insurance businesses ... capturing
the market’s imagination

Overall sales of insurance products through
the Halifax, St. Andrew’s and esure brands,
as measured by gross written premiums,
increased by 21% to £1,064m in 2001 and
the number of in-force policies rose by
20% to 4.7 million.

Number of Gross Written

In-force Policies Premiums
2001 2000 2001 2000
000s 000s £m £m
Household 1,963 1857 344 337
Repayment 2,160 1,581 631 466
Motor 490 425 75 66
Other 87 48 14 12
Total 4700 3911 1,064 881

Household policies in force, grew by

6% in just one year as a result of the
increased mortgage lending and improved
cross-sell performance both direct and
through intermediaries. We are one of the
largest arrangers of household insurance
in the UK. During the year, the Halifax
household insurance team won the
coveted ‘claims team of the year’ at the
British insurance Awards.

Repayment insurance grew strongly by

37% as a result of increased personal

loan and credit card volumes but also
reflecting St. Andrew’s success in attracting
more third-party business. The merger of
St. Andrew’s with Halifax's own insurance
operations later in 2002 will create one

of the largest suppliers of repayment
insurance in the UK.

Motor insurance policies in force grew

by 15% as a result of the successful launch
of esure, which not only offers its own
branded insurance directly to the public
but also underwrites the Halifax branded
car insurance. ts unique insight to the
pricing of insurance is already challenging
traditional competitors.

Investment businesses ... growing
ahead of the market

Overall sales of investment products
through Halifax, Clerical Medical and
St. James's Place brands, as measured by
effective premium income (new annual

Muhammad Arshad, Travel Sales Technician, Halifax General Insurance

premiums plus 10% of single premiums),
increased by 55% to £1,104m in 2001,
well above the predicted market growth.

Sales of pensions doubled and despite

a second year of declining stock markets
sales of collective investment products
advanced by around a third.

Notwithstanding strong growth outside
the UK, domestic business still accounts
for around 90% of sales.

Effective Premiums* 2001 2000
£m tm
Life 598 426
Pensions 373 183
Collective Investment Schemes 133 103
Total 1,006 712
intermediary 593 354
Bancassurance 306 173
Wealth Management 205 185
Total 1,104 712
Regular 361 194
Single (10%) 743 518
Total 1,104 712

* One tenth of single premiums plus all annual premiums.

Bancassurance sales enjoyed very strong
growth of 77% as a result of increased
adviser numbers and productivity, the
continued success of CAT marked tracker
ISA sales via non-regulated branch staff
and Halifax Equitable’s first time
contribution. In the existing bancassurance
business, sales quality improved; first

year persistency in 2001 was over 98%.

After an understandably slow start
following the acquisition of Equitable
Life’s operating assets in March 2001,
the Halifax Equitable sales force, ended
the year strongly with new effective

HBOS has broken through
the £2bn barrier for total
premium income,
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The New Force in Insurance & Investment

continued

premiums of £22m in the last quarter
of 2001.

UK IFA sales grew strongly by 64%

as Clerical Medical capitalised on its
investment track record and financial
strength. Sales of group pensions hit
record levels following the Government’s
introduction of Stakehotder Pensions

in April 2001.

Our developing cross border business

in Continental Europe continues to show
strong growth through sales of investment
products through intermediaries in
territories such as Germany, [taly, Austria
and Belgium. Overall, overseas sales grew
by 83%. The transition of our business
systems to the Euro at the start of 2002
went smoothly.

Despite the depressed stock market, sales
at St. James's Place Capital, the wealth
management group, increased, by 11%,
building on the previous year’s exceptional
42% increase in sales. Partner numbers
increased to over 1,100 and once again
productivity improved as the partnership
achieved a 41% increase in sales in the
pensions market.

Our asset management business
embarked on an expansion strategy
designed to exploit its strong investment
track record. Funds under management
rose by 93% to around £64bn as a result
of the acquisition of The Equitable’s
investment mandate, bringing total
funds under management for the Group,
including St. James'’s Place, to over
£70bn. 2001 was another good year for
performance, with 63% of funds above
median. In 2001, Professional Pensions
magazine voted Clerical Medical ‘Best
Major Balanced Fund Manager over

3 & 5 years’ and we were also awarded
the ‘Golden Star Group of the Year' at
the UK Pensions Awards 2001.

Mark Bryan, Customer Service Advisor, Halifax General Insurance

% funds above median 3years 5 years
Life 78% 89%
Pension 75% 88%
Collective Investments 64% 64%
All funds 69% 74%

Source: CAPS, Hindsight @ Reuters Ltd

Strong financial performance

Profit before tax and exceptional items

in 2001 was £772m, an increase of 30%
compared to 2000, contributing 26%
towards Group profit before tax,
exceptional items and Intelligence Finance.
Insurance profits advanced by 11% to
£328m and profits across our investment
businesses increased by 49% to £444m.

Overall operating income grew by 30%

to £980m. General insurance premium
income grew by 179% to £265m following
the decision by Halifax during 2001 to
underwrite its own repayment insurance
business. This resulted in premium income
of £122m in addition to the £143m generated
by Bank of Scotland. Conversely the fall in
other net fee income reflects the reduction
in commissions previously received from
the former underwriters of Halifax
repayment insurance. This has, however,
been more than offset by the increase in
premium income.

The increase in OEIC and unit trust
management fees reflects the full year
impact of St. James's Place’s contribution
increasing from £18m to £33m, an increased
contribution from Halifax Financial Services
of £34m, up from £25m in 2000, and £4m
from the Bank of Scotland Investors Club.
Fund management fees of £26m relate

to The Equitable investment mandate
acquired in March 2001.

Overall expenses, before exceptional items
have grown by 28%, the increase relating
entirely to the additional running costs of
the operations acquired from The Equitable

Rachel Collingridge, Systems Developer, Clerical Medical Investment Management

and the establishment of the Halifax
repayment insurance business. These
additional expenses were more than
matched by additional income.

Step changes in 2002

Our Insurance & Investment business is
already one of the largest in the UK and
our ambition is to become the UK's leading
Insurance & Investment group. Important
milestones en route towards this goal are
to be the UK’s largest arranger of personal
insurance, the UK's largest bancassurer and
a top three IFA office.

In 2002, we have a number of initiatives
designed to take us towards these
milestones. We will extend the Halifax
range of Insurance & Investment products
to Bank of Scotland retail customers north
of the border in the first quarter and to
business banking customers south of the
border by the second quarter of 2002,
These initiatives will be further supported
by the launch of a new range of simple,
‘no load' Halifax investment products and
the introduction of our new Investment
Review Service through which we will offer
our customers the opportunity to review
their savings and investment provision.

Insurance product sales will also be
strengthened by the launch of a new range
of travel insurance products that will be
underwritten ‘in house” by St. Andrewss.
The integration of our repayment insurance
businesses will be complete by the end

of 2002.

A significant development, planned

for 2002, is the launch of our asset
management business as a standalone,
separately branded investment house
which will be launched into the IFA market
in the second half of the year. The asset
management business will also have a major
presence in the retail and institutional
investment markets. With an excellent
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reputation for performance, this Operating expenses * 2001 2000
development will enable us to ‘punch £m £m
our weight’ in the investment market. Staff 75 4
Another important initiative in 2002 Accommodation, repairs
will be the creation of a single customer and maintenance 2 2
service division for our life and pensions Technology 1 1
businesses. In time, this will enable us to Marketing and communication 8 7
process all life and pensions business on Depreciation:
a single business model based on the Tangible Fixed Assets 1
platform acquired from Equitable Life Other 75 74
and will further strengthen our ability to Subtotal 174 126
deliver value for money to our customers.
e Recharges

With excellent brands, diverse distribution, 8

il ¢ i al h Technology 14 15
rmd|ons o) clustoncwjers, |r[1anc1a strengt l Accommodation 3 3
and many talented people, we are uniquely Other shared services 3 8
positioned to achieve our ambition to be
the ‘New Force in Insurance & Investment’. Total 194 152

2001 2000 * Excluding exceptional items
£m fm 2001 2000

Net interest income 18 16 £bn fbn
Non-interest income * 962 737 Funds under management 70.2 399
Operating income * 980 753
Operating expenses * (194) (152)
Operating profit * 786 601
Share of profits of associates

and joint ventures (14) (8)
Profit before tax * 772 593
Non-interest income 2001 2000

fm £m

Income from long-term

assurance business 443 288
General Insurance

premium income 265 95
Claims payable {68) am
OEIC/Unit trust

management income 71 46
Fund management income 26 -
Other net fee income 212 318
Other operating income i3 1
Total 962 737

Ruth Taylor, Sales Development and Marketing Assistant, Halifax General Insurance

&ZVO HBOS plc

www.HBOSplc.com

4./m

HBQOS has 4.7m in-force

insurance policies.
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The New Force in Business Banking
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Business Banking has huge opportunities in the SME market.
There is real excitement at the prospect of taking a significant
market share from the Big Four’ Clearing Banks. We have &
unigue and compelling propesition. Success s now down to us.

Colin Matthew, Chief Executive, Business Banking
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The New Force in Business Banking
continued

A wealth of experience

Business Banking has a wealth of
experience in the key SME market
providing a full range of banking services
to businesses with a turnover up to £10m
a year. We're also a leading player in Asset
and Motor Finance and provide specialist
support and finance in many sectors
including Vehicle Management and
Contract Hire. In addition the division has
successful and rapidly growing businesses
in lreland and Australia.

Our 33% market share in Scotland
demonstrates our success and provides

a strong platform for growth across the
entire UK. Our track record and product
mix together with the Halifax network in
England and Wales give us an unparalleled
opportunity to provide good value
products and services in a sector not
known for it.

With the Competition Commission
encouraging a further opening up of the
SME market, there is a clear opportunity
for a bank to take a strong lead in business
banking — no one is better placed to do
this than we are.

Breaking the mould

We aim to be the only dedicated
business bank that can break the mould
in business banking.

We will treat businesses like people,
recognising that those running businesses
are individuals. We have a passion to
actively seek more creative solutions that
deliver value to our customers.

Expectations are changing with a growing
demand for more flexible banking
arrangements. We will meet these
expectations by providing the customer
with a range of options for how they do
business with us.

Mary Robertson, Associate Director, Business Banking, Bank of Scotland

A recent NOP report showed that more
than half of all small businesses would
consider switching their business banking
account if they could earn a competitive
rate of interest. The same survey also
showed that around two thirds of SMEs
said that it would be a major incentive for
them to change their bank if they were
offered a switching service together with
a competitive rate of interest.

We will give the business customer

a helping hand in switching accounts,
and give them superior banking
arrangements. We have also introduced
Interest Bearing Current Accounts as
standard. No competitor from the ‘Big
Four” has matched this.

Customers already perceive us to be
doing things differently from other banks.
Our position is that of Business Champion,
the Business Bank in tune with its
customers requirements.

In Asset and Motor Finance we aim to
continue to take market share. In Contract
Hire the combination of Bank of Scotland
and Halifax moves us into a strong
leadership position.

Business customers recognise this

market needs shaking-up. They want
things to be done differently. They want
better products and a better service. With
innovative market leading products and

a new approach, we will be the bank that
dares to do things differently.

Bank of Scotland Business Banking...
in England and Wales

The merger of the Bank of Scotland

and Halifax opens up huge opportunities.
Combining the strengths of both
businesses provides an excellent base for

a strong challenge to the four clearing banks.

We are building on strong foundations
with the Bank of Scotland brand. Potential
customers see us as a bank with an

Graeme Galloway, Manager, Business Banking, Bank of Scotland

established track record of experience,
stability, credibility and innovation.
Following the merger we now have a
nation-wide presence on the high street
and can maximise those opportunities
previously unavailable to us.

For our significant expansion plans over

the next 3 years we will be recruiting 1,500
additional colleagues. We have drawn on
resource from our Retail Division for a
number of Business colleagues and have
undertaken a major recruitment campaign to
attract seasoned banking professionals away
from the competitors. They will be based in
Halifax branches with dedicated business
banking facilities and on a mobile basis
covering our key target areas. Our Retail
colleagues are targeted to provide around
1,000 leads each and every day to these new
business banking teams.

A large number of these leads will initially
be picked up by our dedicated Direct
Business Banking unit who will arrange

for one-to-one centact where needed

to secure the business proposition.

This combination of the Halifax retail
network along with Bank of Scotland’s
business banking experience is the essential
catalyst for the creation of the ‘New Force
in Business Banking’

Growth continues

2001 has been a year of continued growth
for the Division. Operating income rose
11% to £1,027m and operating profit rose
15% to £413m. Profit before tax and
exceptional items was £308m, an increase
of 6% on 2000,

Asset growth, including our major joint
ventures and the ICC acquisition, was

11% in the year. Excluding the transfer

of leased assets to Corporate Banking the
growth would have been 20%. This growth
has been achieved in a market where

[
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demand for asset finance has been flat
and the business customers motor market
has fallen 4%.

Notwithstanding the difficult economic
climate asset quality remains stable with
interest margins holding up well. Certain
external factors resulted in a number of
borrowers experiencing reducing income
levels, and in line with our strategy we
are working with these customers through
the difficult time.

Our credit team is highly experienced
and well placed to cope with a rapidly
changing environment and the ever-
increasing demands placed on them.
The total asset portfolio is well spread,
with no single classification representing
more than 20% of the total. Through
proper portfolio management the
concentrations are closely monitored.

Our non-performing assets at the year-
end totalled £515m, which represented
2.73% of total advances. This compares
to 2.53% at the end of 2000. The total
bad debt charge for 2001 increased to
£125m which equates to 0.69% of average
advances. The comparative figures for
2000 were £75m and 0.46%. This increase
is against a backdrop of less benign
economic conditions during the year and
a number of one-off recoveries made in
the previous year. 2000 also saw a general
provision release of £18m against a charge
in 2001 of £6m.

Residual values for motor vehicles have
now entered a more stable period with
improved results recorded by the Contract
Hire businesses including the Lex Vehicle
Leasing joint venture.

Deposit growth has been strong at 33%
and we continue to focus heavily on this
important element of the funding mix.

Our businesses in Ireland and Australia
produced record results accounting for
18% of profit before tax and exceptional
items. The integration of our two banks
in freland is progressing well.

Technology costs increased by a total

of £39m as a result of the development
of core application and banking systems,
designed to serve as a sound platform
for aggressive future growth. Our people
resource is growing as our expansion plans
are implemented and this has had an
impact on expenses in the year. Including
the ICC Bank acquisition in Ireland which
accounted for 360 new colleagues,
divisional numbers have increased

by 24% to 5,658 during the year.

Giving the Business customer extra

Business Banking will be the only dedicated
business bank to ‘always give you extra.

We have the drive, ambition, people and
products to make us the first choice for
business banking. Through our high-quality
customer service and focus on sales we

aim to double market share in the next
three years.

We are not complacent; we know we
have to deliver even better products and
solutions to today’s demanding business
banking customers. Our research shows
that these customers want readily
understandable products. They want to
make their choice of banking partner and
be able to move to their new banking
relationships quickly and efficiently.

With our Easy to Join ‘Switching Scheme’
we aim to make the transfer of banking
arrangements smooth and hassle-free.

The business banking market now has a

new challenger, who for the first time is
setting out a clear agenda of value and

service to the UK’s SME community.

Business Banking 2001 2000

£m £m
Net interest income 551 494
Non-interest income 476 429
Operating income 1,027 923
Operating expenses * (614)  (563)

Operating profit before provisions * 413 360

Provisions for bad
& doubtful debts

Specific (119) (93)

General {6) 18
Share of profits of associates

and joint ventures * 20 5
Profit before tax * 308 290
Net interest margin 3.04% 3.16%
Net interest spread 2.66% 271%

Net interest margin

The net interest margin fell 12 basis points
from 3.16% to 3.04%. The movement is made
up as follows:

Basis points

ICC Bank inclusion (4)
Deposit margins (3)
Early termination of lease (5}
{12}

Costiincome ratio** 50.0% 49.5%

Total lending to customers

£18.9bn £17.1bn

Classification of advances: %
Agriculture, forestry

and fishing 3
Energy 1
Manufacturing industry 10
Construction and property 17
Hotels, restaurants and

wholesale and retail trade 15
Transport, storage

and communication 3
Financial 13
Other services 26
Individuals

Home mortgages -
Other personal lending

Motor finance 9

Overseas residents 3

%

13
31

Total risk weighted assets

€21.5bn £19.8bn

%ﬁ% HBOS plc

www.HBOSplc.com

Non-interest income 2001 2000
fm tm

Business Centres 103 97
Asset Finance 10 15
Motor Finance (27) (18)
Other 19 (6)
Net fees and commissions

receivable 1 88
Operating lease

rental income 338 M
Profit on sale of investment

securities 11 24
Amounts written off fixed

asset investments - (2)
Other operating income 16 8
Total 4768 429
Operating expenses * 2001 2000

fm £m

Staff 198 164
Accommodation, repairs

and maintenance 20 20
Technology 28 ¢
Marketing and

communication 19 19
Depreciation:

Tangible fixed assets 17 15

Operating lease assets 201 210
Other 51 60
Subtotal 534 497
Recharges

Technology 32 12

Accommodation 2 3

Other shared services 46 51
Total 614 563

* Excluding exceptional items.

** Costiincome ratio has been calculated excluding
exceptional items and after netting operating lease
depreciation against operating lease income.
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GeotgMitchell

| joined Bank of Scotland straight from
school and have worked in a wide range
of business areas and a number of
locations including London, New York
and Hong Kong. 1 was appointed to Bank
of Scotland’s Group Management Board
in 1994 and to the Main Board in 2000, |
was Chief Executive of Bank of Scotland’s
Corporate Banking Division prior to the
merger, a role | have taken into HBOS.

in Corporate Banking, Bank of Scot and
and Halifax were already the market
leaders in many of the areas in which they
operated, and | am looking forward to
developing that position further on the
back of the larger and stronger balance
sheet that the merger has created.

George Mitchell, Chief Executive, Corporate Banking

Buflding & SEier BrEiRa

We are the leading funder of
PFI/PPP projects in the UK,
including health and education.
Calderdale Royal Hospital was
successfully delivered to the
local NHS Trust in May 2001

Strategic aims;

o to cepitalise on the growtn
epportunities arising frem the
enlarged HBOS balance sheet

- c 2, ol

o to extend our franchise in the UK,
Eurepe and Nerth America

o to deliver quality earnings growth

J Bl n I
sased on sound credit guality
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Across the board capability

Operating from 21 Corporate Banking
locations in the UK and a further 12
overseas, we offer a full range of banking
products and services to businesses with
an annual turnover of more than £10m. In
addition, we are involved in a wide range
of specialist activities including acquisition
finance. in particular we have significant
experience in Management Buyouts where
we have been the UK market leader by the
number of deals for the last 10 years,
Operating from our offices in Paris,
Frankfurt and Amsterdam, we are now also
the market leader in Continental Europe.
Our close links with the venture capital
industry with investments in 81 funds
further enhances and complements our
activity in this area.

In our integrated finance offerings we
provide a complete funding package for our
customers which includes mezzanine debt
and equity in addition to more traditional
senior debt and working capital facilities.

In joint venture relationships we partner
with many of our customers to provide
them with an alternative way of growing
their businesses.

In project finance we have developed
a truly global business particularly in the
oil and gas and power transmission markets.

And in housing finance we are the leading
bank provider of funds to Registered
Social Landlords operating in the social
housing market.

In the area of public private partnerships
we partner with the Government

to provide new hospital, school and
infrastructure projects.

In asset finance we are a leading provider
of debt and leasing structures to companies
operating in a wide range of sectors.
Never e fzir-weather friend

Cur relationship driven, added value
approach which we believe combines the
innovation and creativity of an investment
bank with the strengths of a traditional
clearing bank has resulted in us becoming
the Corporate Bank of choice for an ever-
growing number of companies and
intermediaries. Our can-do and flexible
approach to business, the speed at which
we move and the fact that we are not a
fair-weather friend — we are there to help
in bad times as well as good — has resulted
in us seeing an ever increasing volume

of opportunities.

Scaie matters

But in Corporate Banking size is still
important, and the bigger and stronger
balance sheet that the merger has created
will undoubtedly allow us to lead and
arrange more transactions and underwrite
and hold larger positions than either Bank
of Scotland or Halifax could have done
on their own. We have already seen clear
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evidence of this in the months since the
merger and we remain confident that
we can continue the strong growth we
have experienced in recent years as well
as delivering significant revenue synergies —
even in today's uncertain markets. As we
do so, however, it is important that we
never lose sight of the approach that
has made us successful so far. In the
past we have tended to shy away from
the commadity end of the Corporate
Banking market where it is difficult to
develop a strong refationship, difficult

to add value and difficult to generate an
acceptable return for our shareholders.
The merger will not change this. We will
continue to pursue a relationship and
partnership driven approach which has
served us so well in the past and has led
to us having an equity involvement

in more than 1,000 UK companies.

Our performance

Corporate Banking has had ancther very
successful year.

Our lending commitments grew by 32%

in the year to £58bn and loans actually
drawn grew by 33% to £34.8bn with all areas
of the Division performing well. In Scotland
where we already bank a significant portion
of the corporate sector, our business
continued to show strong growth. In
England and Wales our lending grew further
as did our network of offices with Crawley,
Nottingham and Liverpool being added to
our list of locations. Overseas, our North
American business had another excellent
year with all our offices making a significant
contribution and our European and
Australian operations both delivering strong
growth.

Our income showed very strong growth in
the year, increasing by 41% to £858m. Net
interest income rose by 43% which was
faster than the growth in our lending,
reflecting an improvement in our overall
net margin from 1.64% to 1.69%. Our
non-interest income also showed strong
growth, rising by 38% to £322m with
increases being seen in fees, commissions
and investment gains; the latter despite a
less than favourable market for equity
realisations.

Operating expenses before exceptional
iterns rose by 28% largely as a result of
our decision to significantly increase the
number of our staff to ensure we were
and are in a position to take advantage
of the ever increasing number of business
opportunities we are seeing, both in the
UK and overseas. Although the increase
in our expenses was significant, they
grew in percentage terms far more slowly
than our income, leading to yet a further
improvement in our cost:income ratio,
from 19.5% to 16.8%.

Our profit before tax and exceptional
items showed very strong growth in the
year, increasing by 37% to £515m,

notwithstanding the increase in provisions
referred to below. This equates to 17%

of the Group’s profit before tax,
exceptional items and Intelligent Finance
which was achieved with only 2% of the
Group's staff.

The slowing economies in the UK and
overseas inevitably resulted in some strain
being seen in our lending book and as

a consequence of this our charge to
provisions against bad and doubtful
debts increased in 2001 by £71m to
£198m which equates to 0.65% of our
average advances for the year. This
compares with a figure of 0.58% the
previous year. This relatively modest
increase is we believe a very acceptable
outcome at this stage of the economic
cycle. Our non-performing assets at the
year end equalled 1.6% of our loans
outstanding before securitisation. This
compares with a figure of 1.1% at the end
of 2000 and again, we consider this to be
a very acceptable increase at what is a
difficult time for many of our customers.

Although 2001 has not been without its
challenges, we believe that our very strong
lending skills at the front end and our
strategy of working with our customers

to help them through a difficult period
significantly reduces the actual losses we
incur on problem credits.

Growth prospacts

Our prospects are excellent. In Corporate
Banking both Bank of Scotland and Halifax
were already the clear market leaders in
many of the areas in which they operated.
The bigger and stronger balance sheet
that HBOS provides will allow us to build
on that enviable position and grow even
faster in the years ahead. Our reputation
in the marketplace is excellent, and we
have a highly talented and experienced
staff that we believe is the best in the
industry. We are looking forward to the
year ahead with confidence.




Corporate Banking 2001 2000 Non-interest income 2001 2000

£m £m £m Em

Net interest income 536 375 Arrangement fees 169 130

Non-interest income 322 234 Commitment fees 36 25

Operating income 858 609 Guarantefe fees 14 10

Operating expenses * (152) (119) Redemption fees 12 13

- bef . International services 8 11

Operafmg profit before provisions * 706 490 Transaction fees 1 10

Provisions for bad & doubtful debts Other 18 10
Specific {168} (90)

General {30} (37) Net fees and commissions

Share of profits of associates receivable 268 209
and joint ventures 7 13 Profit on sale of investment

Profit before tax * 515 376 securities 28 21

Operating lease rental income 3 -

Net interest margin 1.69% 1.64% Dividend income from

Net interest spread 1.35% 1.31% equity shares 4 8

Net interest margin Amounts written off fixed

The net interest margin rose 5 basis points from asset investments (%) (4)

164% tc 1.69%. The movermnent is mad follows:

v § Made up B TONOWS otal 322 234
Basis points

Improved lending margins 6  Operating expenses * 2001 2000

Benefit of securitisation 5 £m em

Operating lease funding cost (3)

Fall in deposit margins (3) Staff 67 54

5 Accommodation, repairs
and maintenance 9 7
Costiincome ratio ** 16.8% 19.5% Technology 6 1
Total lending to customers ***  £34.8bn £26.2bn Markeh.ng. and communication 3 :
Depreciation:

Classification of advances: % % Tangible fixed assets 2 2
Energy 3 5 Operating lease assets 9 -
Manufacturing industry 11 13 Other 21 18
Construction and property

Property investment 11 g  Subtotal 117 85
Houswnbg talsds'ooatlons 6 2 Recharges
Housebuilding 3 Technology 7 5
Other property 8 6 .
Accommodation 1 1
Hotels, restaurants and wholesale Other shared i 27 28
and retail trade 8 7 ST Shared services
Transport, storage and Total 152 119
communication 12 1
Financial 8 5 * Excluding exceptional items.
Other services 12 14 ** Costiincome is calculated excluding exceptional items
Overseas residents 18 20 and after netting operating lease depreciation against
operating lease i :
Total risk weighted assets £40.8bn £30.6bn peraling ease income

*** Net of securitisation of £1.4bn of corporate loans.

Julie Main, Associate Director, Corporate Banking, Bank of Scotland

& ABOS plc

www.HBOSplc.com
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The New Force in
continued

About our business

HBOS Treasury Services combines the
treasury businesses of Halifax and Bank

of Scotland. We provide wholesale multi-
currency funding and manage liquidity

and the Treasury investment portfolio

for the HBOS Group. We manage the
market risk arising from the Group’ retall,
business and corporate operations and also
arrange the Group’s debt capital issuance
and asset securitisations.

As an example, in the second half of 2001,
on behalf of the HBOS Group, we managed
the issue of £600m of Tier 1 and €500m of
Upper Tier 2 debt capital. These were the
first debt capital issues by HBOS plc and
the Tier 1 transaction was the largest
sterling issue of its kind in the market to
date. Treasury Services also managed a
€1,000m issue of Lower Tier 2 debt in the
name of The Governor and Company of
the Bank of Scotland.

In addition to providing a number of

key ‘internal’ services to the Group, we
provide a complete range of treasury
services to SMEs and large corporate
customers of the Business and Corporate
divisions and to our own customer base.

We have built up a professional sales team
that works directly with our customers to
build risk management solutions tailored
to their specific requirements. We also
seek to maximise opportunities from the
underlying flows generated by the Group's
operations and trade on our own account
in the world's foreign exchange, money,
derivatives, debt and capital markets.

HBOS Group, with a balance sheet of
£312bn and capital resources of £14bn, has
considerable balance sheet strength and
quality. HBOS Group also has strong credit
ratings (AA S&P and Aa2 Moody’s senior
debt at the authorised bank level). This
makes HBOS Treasury Services particularly

Richard Franks, Chief Dealer FX Spot, Treasury, London

attractive to wholesale market
counterparties.

Our strategy

The merger of the two treasury businesses
has resulted in an outstanding combination
of two complementary businesses.
Alongside the relatively standard core
treasury activities, sit two very different
but value-added business strategies. Bank
of Scotland’s Treasury has built up a large
and growing stream of ‘flow’ earnings
from the sales of Treasury products to the
Group's Corporate and Business Banking
customer bases. Halifax Treasury has built
up greater expertise in more complex
treasury products and activities, such as
investment and trading in Asset Backed
Securities and ‘Relative Value Trading'
These two strategies together create a
powerful combined business, with greater
business and earnings diversification and
with greater risk diversification, than either
of the two component Treasury divisions.

The combined Treasury business aims to be
a consistent long-term contributor to the
generation of shareholder value through
the four key strands of our strategy.

First, by leveraging the natural business
growth stemming from the Groups growth
strategy and increasing Treasury’s penetration
of the Corporate and Business Banking
customer bases. Additionally, the range of
treasury products offered will be expanded.

Second, by generating at least 75% of
our total income from quasi-margin flow
business to reduce the dependence

on pure trading income and to enhance
earnings quality.

Third, by continuing to focus on high asset
quality, already a characteristic of Treasury’s
existing investment portfolio where 99% of
total assets are rated A or better and 86%
are rated AAA.

Finally, by sustaining above average
profitability through the maximisation
of operational efficiency and the
optimisation of the Division’s capital.

The success of our strategy hinges upon
the delivery of a pro-active, efficient,
professional high quality service, offering
both internal and external customers a
complete range of treasury products from
the simple and straightforward at one end
of the spectrum to the complex, bespoke,
specialised structures at the other.

The immediate focus is on successfully
integrating the two businesses and we
are now moving at speed to integrate the
treasury operations and infrastructure of
both Banks. In addition to the obvious
economies of scale, this will deliver
increased strength and depth providing
improved customer services and greater
product coverage.

The merger will also provide significant
cost savings for the Bank of Scotland
element of wholesale funding. The higher
credit ratings, now confirmed at AA for
senior debt by S&P compared with A+ for
Bank of Scotland on its own, will deliver
improved pricing.

We will in addition continue to earn the
wholesale spread, but on an increased
funding requirement arising from the
expansion of Corporate Banking business,
possible as a result of the merger. We also
expect to benefit from higher sales of
hedging, foreign exchange and other treasury
products from the increased Corporate and
Business Banking customer base.

We are continuing to do business in the
markets and with our corporate customers
in the Bank of Scotland and Halifax names
and at the present time the message for
all our counterparties is ‘business as usual’
However from an HBOS Group perspective
we are now running the Group’s Treasury

Oksana Jacobowitz, Credit Manager. Credit Risk. Treasury. London
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activities on a combined basis both
in terms of overall strategy and in the
management of credit and market risk.

Our external face to the market will change
from the two existing treasury counterparty
names to a new, single name, HBOS Treasury
Services. We expect to start conducting
new business in the new name during 2002.
We expect our treasury activities to be fully
integrated by the end of the first quarter

of 2003. Leading up to this time we will see
increased customer flows and we will also
continue to develop our product capability
to ensure that the expectations of our
customers are fulfilled.

Our performance

Total pre-tax profit was £169m compared
with £270m last year. The movement is
attributable mainly to a reduction in the
profit on the sale of fixed income securities.
Adjusting for this, underlying operating
profits achieved a modest improvement.

During 2001, we maintained our prominent
position in the sterling money markets

and continued the development of our
sterling repo activities. Non-interest
income, excluding amounts written off
fixed asset investments, increased from
£50m to £55m. This improvement stems
from both the continuing growth in
revenues from Treasury product sales to
the Group's corporate and SME customers
and an increase in trading profits helped by
the favourable interest rate environment
experienced through most of the year.

The business continues to diversify sources
of revenues with an increasing contribution
from new products such as repos and
structured derivative transactions and from
non-sterling currencies, including the Euro
and US Dollar.

The results also reflect our cautious
approach to credit, which stems from the
high quality interbank and investment
portfolios, concentrated on Financial
Institutions, Sovereigns and asset-backed
securities. The £9m charge, under amounts
written off fixed asset investments, relates
to a single asset backed security investment.

Costs increased from £78m to £83m
reflecting significant spend on upgrading
risk management systems and recruiting
additional skilled personnel. The
costincome ratio remains excellent at 32.9%.

Qur ambitions

We intend to build on the strengths of

the existing Bank of Scotland and Halifax
Treasury businesses and the increased scale
and appetite of the combined Group.

The HBOS merger deepens and strengthens
the existing competitive advantages of the
combined treasury businesses and
leverages the opportunities for HBOS
Treasury Services. The scale of the HBOS
business volurmes together with the Bank of
Scotlands powerful customer franchise and
Halifax’s more complex structuring

capabilities have created a strong base
from which to develop further.

HBOS Treasury Services has a pool of
talented staff with a ‘can-do’ culture,

a flexible operating model and a hunger
for growth. The business has a special
opportunity to utilise these characteristics
to develop a flexible growing business
which is able to take advantage of
activities and niches that, perhaps, other
more cumbersome players would be
unlikely to target.

The key goals for the Division are to
become the preferred or sole provider

of treasury services to the other Divisions
of HBOS and the predominant provider
of treasury services to Corporate and
Business Banking customers.

The achievement of these goals, together
with our on-going trading and investment
activities, will make Treasury a substantial
contributor to Group profits with a
growing stream of high quality earnings.

Treasury 2001 2000

£m Em
Net interest income 206 238
Non-interest income 46 50
Operating income 252 288
Operating expenses * (83) (78)
Profit before tax * 169 210
Net interest margin (bps) 18 27
Net interest spread (bps) 16 22

Net interest margin

Net interest margin has fallen 9 basis points
from 27 to 18, The movement is made

up as follows:

Basis points
Gains from sales of
fixed income securities (6)
Increase in wholesale margins 1
Other movements (4)
{9)
Costiincome ratio * 32.9% 27.0%

Total risk weighted assets £11.8bn £14.4bn

Non-interest income 2001 2000

fm £m
Dealing profits 77 62
Fees payable {22) (12)
Net-fee income 55 50

Amounts written off
fixed asset investments

(%) -
Total 46 50

B —

Operating expenses * 2001 2000

£fm fm
Staff 41 35
Accommodation, repairs

and maintenance S 8
Technology 7 5
Marketing and communication - 1
Depreciation:

Tangible fixed assets 1 1
Other 16 19
Subtotal 74 69
Recharges

Technology 17 9

Accommodation 1 -

Other shared services (3) -
Total 83 78

* Excluding exceptional items,
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Five Year Summary

For the years ended 31 December

2001 2000 1999* 1998* 1997*
£m fm £m fm £m
Profit and Loss Account
Net operating income ° 6,869 6,244 5,666 5313 4,856
Operating expenses ° 3,213 2,858 2,531 2,384 2,186
Provisions for bad and doubtful debts 608 471 440 364 321
Underlying profit before tax @ 3,007 2,925 2,719 2,555 2,365
Balance Sheet
Total assets 312,275 266,143 233,891 204,370 185,797
Total assets (excluding long-term assurance
assets attributable to policyholders) 274,674 235,085 209,656 185,238 169,856
Subordinated debt 7,626 5,985 5,140 3,626 3,694
Share capital 1,292 1,278 1,162 1,167 1,211
Reserves 10,176 9,260 8,482 8923 8,532
% % % % %
Performance Ratios
Post-tax return on mean equity © 18.2 19.5 19.1 17.5 17.6
Costiincome ratio’ 44.7 433 444 449 44.7
Net interest margin 1.77 1.95 217 2.32 2.39

per ordinary share

pence pence pence pence pence
Shareholder Information
Dividends 28.0 22.4 20.2 17.3 15.0
Underlying earnings excluding exceptional items, Intelligent Finance
and goodwill amortisation 56.6 55.6 51.5 452 41.8

* The HBOS Group figures are an aggregate of, or calculation based on, the Halifax Group accounts for the year ended 31 December, and Bank of Scotland Group accounts for the year
ended 28 February following.

o Excluding exceptional items and Intelligent Finance.

1 The costiincome ratio is calculated excluding exceptional items, Intelligent Finance, goodwill amortisation and after netting operating lease depreciation against operating lease income.
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Financial Review and Risk Management

Presentation of Results

Following the merger of Halifax Group

and Bank of Scotland Group to form HBOS
Group, merger accounting principles have
been used and the results have been
presented as if the new group had been
established throughout the current and
comparative accounting periods.

Following a detailed review of the accounting
policies of both entities, a number of policies
have been aligned. Their effect on the assets
and profits of the combined group are not
material. Full details of the accounting
policies are presented on pages 65 to 66.

Overview of Results

Group profit before tax increased by £82m to
£3,007m before charging the start up loss of
Intelligent Finance of £154m, merger costs of
£76m, restructuring costs of £132m and
other net exceptional costs of £15m,

as shown below:

2001 2000

£m £m

Group profit before tax 2,630 2,668
Add back:

Merger costs 76 -

Restructuring costs 132 124

Other 18 45

Intelligent Finance 154 88
Group profit before tax,
exceptional items and
Intelligent Finance 3,007 2925

Group profit before tax, exceptional items
and Intelligent Finance on a divisional basis is
as follows:

Mike Ellis

Group Finance Director

| joined the Halifax Building Society in
June 1987 as Treasurer. | became Group
Treasurer in June 1989,
Treasury and European Operations in August
1992 and Managing Director, Treasury and
Overseas Operations in August 1995. In
December 1996, | became Banking and
Savings Director and in January 1999, became
Retail Financial Services Director with
responsibility for Mortgages and Savings,
Banking and Consumer Credit, General
Insurance, Long Term Savings and Marketing,
with additional Board responsibility for
Distribution. On 1 October 1999, | was
appointed Chief Operating Officer of

Halifax Group plc and became Group
Finance Director of HBOS plc last year.

General Manager,

Segmental analysis 2001 2000  Group operating profit before provisions
&m ¢m  for bad and doubtful debts, exceptional
H H H - o,
Rerail Banking 1403 1567 |tter£n35 Sag;j Intelligent Finance rose by 6%
Insurance & Investment 772 593 © £2,06/M.
Business Banking 308 290 Group Net Interest Income
Corporate Banking 315 376 Group net interest income, excluding exceptional
Treasury 169 210 items and Intelligent Finance increased by
BankWest 80 73
G it " 184 £164m to £4,195m.
roup tems (240) (184 2001 2000
Total 3,007 2925 £m £m
Underlying earnings per share before Interest receivable 16,021 15111

exceptional items, Intelligent Finance and
goodwill amortisation rose 2% to 56.6p

{2000 55.6p) and the proposed final dividend

is 18.7p, bringing the total for the year

to 28.0p, 25% higher than the weighted
average dividends paid by Halifax and Bank
of Scotland in respect of the previous
financial year. The basic dividend cover is
1.6 times and 2.0 times on an underlying
basis. If approved at the Annual General
Meeting, the final dividend will be paid on
31 May 2002 to shareholders on the register
at the close of business on 15 March 2002.

The Directors have decided to introduce

a Share Dividend Plan and to offer ordinary
shareholders the choice of electing under
the Plan to receive the whole of their
dividends in new ordinary shares credited as
fully paid instead of cash in respect of the
proposed final d