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Our strategy has
five key elements
to create value

Growing the UK franchise
Targeted international growth
Cost leadership

Colleague development

Capital discipline
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£5.7bn 41.4p 100.5p

Profit before tax up 19% Dividend per share up 15% Underlying earnings
per share up 16%

Five strategic elements ilow
through everything we do at
HBOS and provide a framework
which helps us to create
value for our shareholders.

e UK frencuies
Targeted international growth
leadesship

Colleague development
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growing market positions

in both the UK and key
international markets,
covering retail and corporate
banking, personal insurance
and investment products,
and treasury and asset
management services.

Our
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Corporate

International

Treasury
& Asset

Management i

-
2
:

Always giving you extra

2<¢BANK OF SCOTLAND

9% BANK OF SCOTLAND

CORPORATE

M
Il CLERICAL MEDICAL

b

ST. JAMES'S PLACE ple

[

3
Bl

|

Always giving you extra

Y
BankWest %

#:% BOS INTERNATIONAL

NEHBOS

Treasury Services

-, Crewing the UK renehiss

Targeted international growth

|eadership

Colleague development




iivi,,, BIRMINGHAM

MIDSHIRES TMB

Mortgages are cur business

INTELLIGENT FINANCE a

2 BANK OF SCOTLAND

BUSINESS BANKING

OB mm Coleys O

The valuation and surveying senvica from HBOS

O
0.0

A} Py |
O H www.freewaycars.co.uk
CAP[TAL BANK LE}( "’,’ H,re p’c A 3aNx orF l:n'runnyunur TOMPANY

Truck and Tralke Rentad

esure.com 5<% BANK OF SCOTLAND
INVESTMENT SERVICE
St %cu{rew s.’ 9% BANK OF SCOTLAND
‘ ANNUITY SERVICE
FIRST ALTERMNATIVE
HALIEAX oS M 5 BANK OF SCOTLAND
—_— C 2 M CLERICAL MEDICAL ireland
Always giving you extra CAPITAL FINANCE
e G s ARG MHL - senankoF scoTLanD
INVESTMENT L?AYESSJ\-TAE
HBOS ple -
| E EELE o Y




Dennis -
Stevens 0 n

Chairman |
J /.Aﬂ‘;
ﬁ}@m{iﬁyﬁﬁf@@
Targeted international growth
|

Colleague development

Capitalfdisciplincl




sPeed Ieqad 10 1he DIT WHICH 1215 You whetlner,
as a shareholder, your lot has improved.

This year we attempt to break that mould

and to provide facts and opinions, sans spin.

In this we are encouraged and to a degree
obliged, to improve our annual reporting
by the requirements of the Business Review
arising from a European Directive. In this
year's Annual Report therafore, we detail
the results and discuss our performance
and prospects in the context of the risks
and uncertainties in 2006 and those we
face in the coming year. We have also set
out in greater detail than ever before our
approach to Corporate Responsibility.
This reflects the real understanding

that our business will only prosper if we
seek to serve the interests of all our key
stakeholders. Shareholders, customers,
suppliers, colleagues and society in general
ali require HBOS to be responsible, forward
thinking and prepared to be measured
against pre-determined standards.

Shareholder returns

The returns for shareholders have improved
in 2006, with the HBOS share price closing
the year at £11.32, 14% ahead for the year,
outperforming both the banks’ index and the
FTSE 100. Underlying earnings per share
have increased by 16% and the proposed
dividend per share by 15%. These results are
good but each year arguably they are tougher
to achieve. In 2006 we have seen some of
the competitor banks improve their operating
performance and this being reflected in their
improving share price, even if on occasion
obscured by bid specutation. We do not

take for granted increasing returns for our
shareholders as an automatic consequence
of effort. We fully expect to have to work
harder than ever so as to achieve relative
share price recognition.

Management and strategy

2006 was the year of management transition
as Andy Hornby succeeded James Crosby
as Chief Executive. Jo Dawson and Benny
Higgins joined the Board in May as Chief
Executive Insurance & Investment and Chief
Executive Retail respectively. There has
been no need to make grand statements
about new strategic directions. As the

Chief Executive details in his review, the
strategy is unchanged and continues to
deliver value for our customers and our
shareholders. The Board is confident that
this strategy, primarily driven by capturing
the growth opportunities in the UK with

saye Of NbU/o S JOurney. (e resulls
being achieved paint to the importance

of continuity of strategy and the clear twin
focus on top line revenue growth coupled
with tight cost control.

Shareholder feedback

Each year we commission an independent
audit of UK and International investor
opinion, This is not sanitised and is delivered
direct to the Board. Investor comments

on strategy, performance, management
and prospects are received on a non
attributable basis. They provide a fascinating
insight inte what investors think of us,
helping guide our support and challenge
to the Executive team.

Investor opinicn in 2006 was encouraging.
First there was a clear understanding and
endorsement of our strategy. Cur primary
focus on UK growth supplemented by
careful, organic expansion internationally,
looks to be very acceptable to our
shareholders, if not racy enough for some
tastes. Even for those for whom faster
growth is always preferable to capital
repatriation, there is no sense in which
shareholders expect us to rush to grow
inorganically. Management gets the thumbs
up for managing the business well with
cost control and capital discipline singled
out as areas of particular merit. Loud and
clear however, comes the message that
investors want to see and meet with the new
management team following Andy Hornby's
appointment as Chief Executive. Qur
communications programme for 2007 will
seek to address that requirement by giving
greater access to divisional management
teams as well as the Chief Executive and
Finance Director.

Regulation

The year has seen significant regulatory
attention and a broader external agenda
than in previous years. Regulatory enquiries
and reviews abound with the Office of Fair
Trading, the Competition Commission,

Her Majesty’s Treasury and the Financial
Services Authority all consuming time and
resource. In the main these have the wholly
benign aim of eradicating unfair practices
and increasing the transparency in pricing

of products and services for customers. The
law of unintended consequences is however
lurking in the wings with a real need to ensure
that financial exclusion, less competition and
higher barriers to entry are not the end result
of changes to pricing and cost recovery.

IS Yedl s AVl diler Serving nine yedrs

on the Board of Bank of Scotland and,

from 2001, HBOS ple. Sir Brian has given
outstanding service to HBOS in a number

of ways but | would like to pay particular
tribute to the extraordinary energy and

skill he has exercised as Chairman of the
HBOS Remuneration Committee since its
formation in 2001; during this time he has
worked tirelessly to ensure that the Group’s
remuneration policies are fair, transparent and
align the interests of management with those
of shareholders. David Shearer has also
decided to stand down from the Board at this
year's AGM to ensure that no conflicts arise
in the future between his position as a
Non-executive Director of HBOS and his
other business interests. David joined the
Board in 2004 and during this time has also
served on the Audit Committee, bringing
considerable expertise to the work of the
Committee. | would like to express the
appreciation of the Board to both Sir Brian
and David for their contribution to the affairs
of HBOS plc.

This year we welcome Richard Cousins to the
Board as a Non-executive Director. Richard
brings a wealth of experience in a number
of sectors and is currently Chief Executive
of Compass Group plc.

2007

QOur shareholders tell us that our cautious
approach to growth in 2006 had their support
and that they expect us to judge the time for

a faster pace with sustainable returns as our
guide. In 2007 we do see an opportunity for a
marginally faster pace of growth consistent with
the maintenance of returns at our target level.
The batance of capital allocation for growth and
share buybacks therefore edges in favour of
additional organic growth with a consequent
lower buyback amount in prospect.

In the following pages you will find a
management team confident in their

ability to continue to achieve good returns
for shareholders. As ever, management
alone cannot achieve the desired greater
performance without the strength of the '
colleagues around the Group. The Board

is delighted to see the formal recognition
and reporting of our focus on colleague
development in the Chief Executive's
statement. Unashamedly we want our entire
team to be the best there is in banking.

Dennis Stevenson
Chairman
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we are

HBOS is a diversified financial services group with powerful brands,
stron? distribution and a substantial customer base. We're the
UK'’s largest provider of mortgages and savings; together with
si?nificant and growing market shares in key retail, corporate,
international, treasury and insurance and investment markets.

Retail

Provides financial services to over 23 million customers through a broad
distribution base ranging from branches and intermediaries to direct mail,
telephone and internet services. Retail's range of multi-branded products includes
personal and business banking services providing mortgages, savings, bank
accounts, personal loans and credit cards.

Corporate ' !

Provides innovative products and services to UK businesses, typically those with
turnover in excess of £1m, in markets where we have proven knowledge and real
expertise. The division comprises a number of relationship banking and specialist
lending teams with considerable experience, committed to understanding
customers’ needs and empowered to make decisions quickly.

Y ::lmm; i
i I

Manufactures and distributes a range of life, pensions, investment and general
insurance products. The division uses a multi-channe!, multi-brand operating
made! to maximise both distribution reach, product and pricing flexibility. Whilst
low cost access to the large HBOS Retail customer base is a core strength, the
division also enjoys strong 3rd party distribution relationships with partners and
intermediaries.

International

Comprises three distinct businesses. HBOS Australia provides retail, corporate,
insurance and investment products. In lreland, Bank of Scotland {freland) focuses
on providing banking solutions to business banking customers and is committed
to becoming a full service retail bank in 2007. Europe & North America combines
the Group’s corporate, retail and investment businesses in those areas.

Comprises the Group's treasury business and the asset management businesses
of Insight Investment and Invista Real Estate Management. In addition to the
provision of products and services to 3rd party customers, the division supports
the Group through the provision of Group funding and the management of
policyholder assets on behalf of the Insurance & Investment division.

Treasury & Afssé;

thejUrsfranchise;
Targeted international growth

| jeadenship

Colleague development




Our strategy has five key elements to
create value. These are described in more

detail in the Chief Executive’s Strategy
Overview on page 9.

I
Indicators
Our Key Performance Indicators help us to

measure our progress against each element
of our strategy.
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Growing the UK franchise

The power of our brands, distribution and customer base
demonstrates the potential we have for further market share
growth in the UK. Our goal, over time, is to grow the market
shares of our main products to 15%-20%.

Mortgages

Banking
Credit Cards,
Personal Loans

1 15%-20%
1 Target

Targeted international growth
Taking the strategy that has proven to be successful in the UK
to other markets that fit with our growth model.

Underlying profit before tax (excluding Group Items)

O O O International
14% 12%
2006 2005

Cost leadership
Cost leadership provides the strategic flexibility to deliver further
revenue growth ahead of the competition.

Cost:income ratio

[

Colleague development

Our ability to execute our strategy relies very clearly on the
capability, motivation and performance of our colleagues. To
achieve this, we aim to have the best leadership teams in the
industry and will offer all our colleagues the necessary training
and personal development they need to do their jobs well.

Leadership index
.

2006 76%

Qur leadership index is a composite index showing the percentage of
colleagues whe agreed with 12 statements about good leadership in
HBOS in our annual colleague opinion survey, conducted by MORI.

Capital discipline

Capital is treated as a scarce resource and we ensure that
capital is allocated to the parts of the business that will
provide sustainable returns to shareholders.

Tier 1 ratio

L

2006 8.1%

8% Target




Andy Hornby

Chief Executive

Crowing te UK (renshiss
Targeted international growth
leadership
Colleague development
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they use. We strive to attract and retain
customers where we can develop long term
relationships which drive value for our
shareholders. The five key elements which drive
that value are; growing the UK franchise,
targeted international growth, cost leadership,
colleague development and capital discipline.

Growing the UK franchise

Growing our UK businesses is our number one
priority. In our Retail business we have around
23 million customers. We operate with several
brands which allow us to segment and manage
more effectively the risk reward potential of
individual customer groupings. We look after
our customers with a network of around 1,300
branches and estate agents. We handle over
125 million calls and process around 140 million
transactions and queries on the intemet each year.

Given our customer base and distribution
strength we aim for market shares within a
15%-20% range. Today we have just two
products, mortgages and savings, within or
ahead of that range and therefore have huge
opportunities elsewhere. The potential is
iltustrated by only 1.2 million customers out
of 23 million having three or more products.

In our Corporate business we concentrate on
markets where we have real expertise and can
generate superior retumns. We therefore cover
corporate customers from FTSE 250 companies
to small and medium sized companies with a
tumover in excess of £1m. Additionally, we have
growing businesses in asset finance, motor and
real estate. Our Integrated Finance business
provides 'one stop shop’ funding solutions all
the way from senior debt through mezzanine to
equity, with a view to creating long term, vatue
creating partnerships with our customers.

In Insurance & Investment we are uniquely

well placed to benefit frorm the opportunities
that being the largest UK liquid saver provides.
This, together with increasingly supportive
demographics and the recognition by
individuals that they will require to self-provide
for retirement should drive growth in investment
sales. In general insurance we intend to benefit
from the opportunities that being the UK’s
number one mortgage lender gives us in
increasing household insurance sales.

Strategy
Overview

DUSIRE3SCS Ry laking e 1ormuld 1ndl fds
proven to be successful in the UK to other
markets that fit with our growth model.

In Australia, where we have been operating
for over 10 years, we are expanding on our
strong West Coast presence and taking our
Commercial and Retail banking capability
across to the East Coast. In lreland, having
been active in that economy for well over

a decade, we are now expanding into

retail banking.

In 2005 we bought around fifty shops from
the Irish Electricity Board and will reopen the
majority as new style Halifax branches by the
end of 2007. In Europe & North America, in
Corporate and Retail banking and in European
Financial Services we are expanding our
interests and seeking to capture the synergies
open to us by closer co-operation across
geographical boundaries.

Cost leadership

As an ambition, cost leadership amongst the
major UK banks takes the clear sense of tight
cost control one step further, Being low cost
is about ensuring that more of the revenue
growth is converted to profit. Cost leadership
provides the strategic flexibility to deliver
further revenue growth. Our customers want
more value, not less, in our products and
services. Cost leadership at HBOS is not
about avoiding or reducing the investment
spend but rather it is ensuring an ability

to invest by taking out unproductive cost

in today’s operations.

We have a number of opportunities to take
out further cost across our businesses. In
2006 we announced a programme that will
deliver at least £300m of annual savings,
around 12% of our UK processing and
support costs, by the end of 2009. Allowing
for these savings, the costs of achieving
them and planned revenue growth, cur cost:
income ratio is targeted to fall to the mid
30s by 2010.

Colleague development

Our ability to execute our strategy and to
deliver consistently high quality products and
services to our customers relies very clearly
on the capability, motivation and performance
of every one of our 74,000 colleagues.

IFAUSLrY dard we fMave Gedr and mnoredsingly
high expectations of both what our leaders
deliver and how they do this. We offer all our
colleagues the necessary training and personal
development they need fo do their job well
and we aim to create a positive working
environment that reflects colleague diversity.
Cur reward systems are strongly geared to
both individual and team performance and
the widest possible share ownership by our
colleagues. Through our Colleague Opinion
Survey we track our leadership and capability
indices as well as employer and product
advocacy. In addition, we keep a very close
eye on colleague turnover at all levels of

the organisation.

Capital discipline

We treat capital as a scarce resource at HBOS.
Capital is owned by the shareholders and we
accept our task is to deploy it to achieve
sustainable returns. With the return on equity
just above 20%, we can fund approximately
13% annual asset growth from our internal
capital generation. Organic growth is our first
priority, but if we are not growing to our full
capital capacity we will hand surplus capital
back. We believe in strong capital ratios and
manage to a target 8% Tier 1 capital level and
a Tier 1 leverage of 25% +2%. Likewise we
have strong dividend cover and target a cover
tevel of around 2.5 times with dividends
growing in line with earnings.

In 20086, as in 2005, we judged that the

right level of asset growth relative to return
prospects favoured another £1bn buyback
programme. We have achieved our plans to
buyback £1bn of shares in each year and
have, as a conseguence, cancelted 210 million
shares with a corresponding uplift in the
earnings per share.

Our logic on buybacks continues as before.
If we see opportunities for more profitable
growth then we will deploy more of the
capital we generate in growing the business.
For 2007 we do see an opportunity to deploy
more capital in support of growth than we did
in 2006 and this will therefore see us target
an initial buyback programme of up to
£500m, As in previous years we will review
the growth, buyback balance at the half

year stage.

9




In ZUUB, our sirategy aeivered a strong
performance with profit before tax increasing
by 19% to £5,706m (2005 £4,808m) and
underlying profit before Lax increasing by
14% to £5,537m (2005 £4,842m). Our
disciplined approach to capital management,
which has seen us return a total of £2bn of
capital to shareholders since we commenced
the buyback programme in 2005, has
combined with this profit performance to
drive underlying earnings per share up by
16% to 100.5p (2005 86.4p).

Dividends

Integral to our capita!l management
framework is our dividend policy which
targets an underlying dividend cover of circa
2.5 times. Consistent with this framework, the
Board is proposing a final dividend of 27.9p
(2005 24.35p) which, together with our interim
dividend, will resutt in a full year dividend of
41.4p (2005 36.1p), an increase of 15%.

Growth

Lending growth was at the upper end of

our target range for the year, with advances
to customers increasing by 10% to £376.8bn
(2005 £343.8bn). We delivered strong

growth in mortgages and right across our
International businesses. However, we remain
cautious about the returns available from

the UK unsecured market and are selective
in our hold appetite in Corporate given the
continuing pressure on margins.

Our Investment Business continued to deliver
growth in investment sales and is well placed to
benefit from our leading savings franchise and
the growing awareness of the UK population

of the need to self-provide for retirement.

Returns

The Group post tax return on equity increased to
20.8% (2005 19.6%), driven by profitable growth
in lending, our focus on cost efficiency and the
benefits of the share buyback programme.

Margins

The Group net interest margin was broadly
stable at 178bps (2005 180bps). In Retail, we
saw a modest decline reflecting our greater
appetite for mortgage lending together with

Operating
Review
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in Corporate, margins were higher, benefiting
from our continued sell down strategy.

In the UK Investment Business, new business
profitability (now measured by reference to
the Full EV basis described on pages 20 to
24} improved to 27% (2005 24%;) of APE.

Revenues

We continued to see underlying non-interest
income growing at a faster pace than net
interest income. Net interest income rose
8% and underlying non-interest income was
up 10%, although, as expected, non-interest
income growth in Retail has slowed, reflecting
reduced commission levels from the sale of
Repayment Insurance and the impact of lower
Credit Card default charges, effective from

1 August 2006, in response to the Office

of Fair Trading’s (‘"OFT"} ruling.

Costs

Total undertying operating expenses increased
by 5.7%, within our 6% target for the year,
despite substantial ongoing investment in our
International and Treasury & Asset Management
businesses. Costs in our core UK businesses
increased by 2.7%, below our 3.5% target.

The Group's costiincome ratio improved in
2006 to 40.9% (2005 42.2%), with overall
positive costiincome ‘jaws’ of 3%.

Credit quality

Credit performance has developed very

much in line with previous trends. The Group's
impairment losses were £1,742m (2005
£1,599m) representing 0.48% of average
customer advances {2005 0.49%).
Impairments as a percentage of closing
advances decreased to 2.18% {2005 2.37%).
The coverage of impaired loans by provisions
increased to 38% (2005 36%),).

In Retail, our credit performance is driven
by the concentration of well collateralised
secured lending in our loan book which
comprises 93% of Retail lending. The
absolute level of secured arrears fell during
2006 and impairments as a percentage

of advances fell to 1.84% (2005 2.21%).

Grrewing e UK enchise
Targeted international growth
- Cost

Ileague development

Capitel cleelpling
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absolute terms and as a percentage of advances
increased to 13.2% {2005 11.5%). We remain
cautious about future trends given the continued
growth in UK personal insolvencies.

Corporate credit expertence continues to
reflect the most benign credit environment for
some 30 years. While we are not seeing any
material signs of stress, we have maintained
prudent exposure limits and we continue

to price our lending without expectation of
incremental returns from equity stakes. In
International, credit conditions remain resilient,

Capital

During 20086 we bought back £982m of
shares and cancelled 100m shares in issue.
The Tler 1 ratio at 8.1% (2005 8.1%) remains
above our 8.0% target level. The total capital
ratio was 12.0% (2005 12.4%).

Divisional Performance

Retail

Underlying profit before tax increased by

4% to £2,364m {2005 £2,283m). Underlying
net operating income increased by 4% with
net interest income up 4% and a lower net
interest margin at 178bps (2005 184bps),

the latter reflecting a greater proportion of
mortgage lending, and increased competition
in the Buy to Let market.

Underlying non-interest income grew by
3%, the pace of growth being moderated
in 2006 as a result of reduced Repayment
Insurance commissions as a consequence
of planned lower volumes of consumer
finance products and the impact of lower
Credit Card default charges.

Strong cost managernent ensured underlying
operating expenses were held at the same
level as 2005, delivering a 4% 'jaws’ between
revenue and cost growth and a further
improvement in the costiincome ratioc to
38.4% (2005 39.8%).

The 8% increase in lending was driven by
growth in our secured book as we continue
to take a cautious approach to the returns
available from the unsecured market.

Dividend increase
Full year dividend
up 15%.

10

Uplift in EPS
Underlying earnings
per share up 16%.
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in 2006. The combination of these factors has
resulted in our share of net lending increasing
to 17% (2005 14%), comfortably within the
15%-20% target we set at the start of 2006,
The trend in the second half of the year was,
as in 2005, impacted by mortgage cessations
refating to prior periods of higher gross lending.

As the UK's largest provider of savings
products we are well placed to benefit from
the increasing savings ratio in the UK. We
acquired around 0.5m (2005 0.5m) new to
franchise savings customers and increased
customer deposits by 9% to £144.6bn (2005
£132.2bn) reinforcing our position as the
UK’s largest provider of savings products
with an estimated 16% {2005 16%) share

of Household Sector Liquid Assets.

In Bank Accounts, we continue to innovate
and differentiate ourselves. Our high profite
product launches have enabled us to
increase our estimated share of new bank
accounts to 19% (2005 16%,) well ahead
of our share of stock of 13% (2005 12%).

The unsecured lending market has slowed

as UK consumers adjust to higher levels

of unsecured debt and we also continue to
view certain parts of the unsecured market as
currently uneconomic. As such, our reduced
appetite saw Unsecured Personal Loan
batances fall by 4% to £6.6bn (2005 £6.9bn)
and Credit Card balances aiso fall by 4%

to £7.0bn {2005 £7.3bn).

Impaired secured loans as a percentage of
¢losing advances reduced to 1.84% (2005
2.21%). Secured loan impairments fell by 9%
compared to 2005 reflecting an absolute fall
in both mainstream and specialist mortgage
arrears. Provisions coverage of impaired
secured loans remained stable at 10%

(2005 10%) reflecting the unchanged
formulaic calculation of required provisions.

We continue to focus on strong asset cover
in our secured book. Our retention strategy
for existing customers and reduced appetite
for lower return remortgage business resulted
in a modest increase in the loan to value ratio

DOOK was stable al 44 7o (£UUS 457%) reflecung
the positive contribution to collateral cover
from improving retention.

Unsecured impairments continue to increase
but the rate of growth moderated in the second
half of 2006. Unsecured impairments as a
percentage of closing advances increased

to 13.2% (2005 11.5%) reflecting the residual
seasoning of the pre 2004 Credit Card book
and a reduction in balances. We continue to
see an improvement in arrears emergence on
business written more recently. The coverage
of impaired unsecured loans reduced slightly
to 71% (2005 73%).

Corporate

Underlying profit before tax increased 17%
to £1,663m. Underlying net operating income
increased by 9% with net interest income up
10%. Corporate margin increased to 222bps
{2005 215bps).

Underlying non-interest income increased by
6%, benefiting from a 16% increase in net fees
and commissions to £341m {2005 £293m) and
despite a lower contribution in aggregate from
dividend receipts, realised gains, impairment
on investment securities and other operating
income of £293m (2005 £366m).

In addition, overall performance was boosted
by the emergence of higher profits from our
portfolio of associates and joint ventures,
which contributed £157m to profits in 2006
{2005 £65m). We expect this portfolio to be
a sustainable source of additional profit
going forward.

Underlying operating expenses rose by 9%
which included the consolidation of Lex
Vehicle Finance (‘Lex’) from 31 May 2006.
Excluding Lex, the increase in underlying
expenses was 5%.

We continue to be cautious of the weaker
returns available from lending to certain
segments of the UK market and we have
therefore continued our strategy of selective
growth, continuing to focus on our origination
and distribution model which has benefited
the net interest margin. Growth in lending

Aown 10 d hold growin raie o o7e.

Customer deposits reduced by 7% as we
completed the move away from expensive
short term deposits towards a base more

suitable for funding purposes.

The credit envirgnment continues to remain
at historically benign levels and once again
our credit perfarmance in Corporate has
improved, Impaired loans as a percentage of
closing advances fell to 1.32% (2005 1.41%).
Impairment losses as a percentage of
average advances also fell to 0.52% (2005
0.56%). The coverage of impaired loans by
impairment provisions remained constant at
63% (2005 63%).

Insurance & Investment
Underlying profit before tax increased by
19% to £581m {2005 £489m).

Underlying profit before tax for the General
Insurance business increased by 20% to
£304m (2005 £254m) reflecting the benign
underwriting cycle in Household Insurance
which helped alleviate further claims inflation
in our Motor Insurance business.

Overall, General Insurance sales fell 4%

to £1,894m, as measured by Gross Written
Premiums (2005 £1,977m). Household
Insurance sales increased by 11%, offset by
lower sales of Repayment Insurance and
Motor Insurance. Repayment Insurance sales
fell 10% reflecting the market-wide slowdown
in consumer credit. Motor Insurance sales fell
9% in a highly competitive market which has
yet to see a sustained increase in prices
sufficient to warrant the pursuit of a faster
pace of sales growth.

Underlying profit before tax for our Investment
Business increased by 18% to £277m (2005
£235m), growth again being held back by the
increased new business strain arising on the
sale of investment contracts.

UK tnvestment sales were strong across all
channels, increasing 23% to £1,817m APE
{2005 £1,473m). Sales through the
Bancassurance channel were up 12%,

Retail mortgages
Retail's net mortgage lending
market share up to 17%.

Corporate margins

Corporate margins M

increased 7bps to 222bps.

i1
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products in 2006. New business profitability
improved to 27% of APE (2005 24%).

On pages 20 to 24, we have provided
supplementary embedded value (‘EV")
information for our Investment Business.
This shows that the contribution from new
investment business in 2006 on the 'Fuil EV’
basis (i.e. assuming all investment business
is EV accounted) was £474m (2005 £365m)
higher than the reported IFRS result. On the
same basis, the contribution from existing
investment business was lower. This results
in underlying profit before tax in 2006 heing
£262m higher than the reported IFRS result
(2005 £179m).

On the Full EV basis, the total net of tax
embedded value for our Investment Business
in 2006 was £2,525m higher {2005 £2,006m)
than the reported IFRS figure.

International

Underlying profit before tax in International
increased by 34% to £820m (2005 £610m),
reaffirming our confidence that the ongoing
investment in our international markets is
the right choice for shareholders.

In a strong Australian market, underlying profit
before tax increased 24% to £278m {2005
£224m). Net interest income increased by
21% reflecting strong growth in lending and
resilient margins, which fell 6bps to 233bps
(2005 239bps). Underlying operating expenses
increased by 10%, primarily hecause of our
investment in nine additional commercial
business sites on the East Coast. Lending and
deposits grew 24% and 28% respectively.

Impaired loans as a percentage of closing
advances increased to 1.00% {2005 0.66%),
the increase due in large part to a small
nurnber of impaired corporate transactions,
where we expect the ultimate recovery rate to
be high. Impairment losses as a percentage
of average advances increased 10 0.27%
(2005 0.19%).

In Ireland, underlying profit before tax
increased by 43% to £149m (2005 £104m).

Operating
Review continued
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and mortgage operations, both of which
have benefited from increased customer
awareness generated by our angoing
investment commitment to the market.

Net interest income increased by 32%
reflecting the growth in lending and broadly
stable margins which fell by 4bps to 173bps
(2005 177bps). Underlying operating
expenses increased by 39% as a result

of aur investment in the new Retail branch
network which commenced in early 2006.
We have now opened 24 branches and
expect to complete the branch opening
programme of 46 branches by the end of
2007. Lending and deposits grew by 31%
and 32% respectively.

Credit conditions remain relatively benign and
this is reflected in impairment losses which, as
a percentage of average advances, wera
unchanged at 0.20% (2005 0.20%). As &
percentage of closing advances, impaired loans
decreased slightly to 1.87% (2005 1.98%).

In Europe & North America, underlying profit
before tax increased by 39% to £393m
{2005 £282m). Net interest income increased
by 17% reflecting the overall growth in
tending, in particular in Corporate Europe
and Corporate North America. Margins fell
by 39bps to 370bps (2005 409bps) as a
result of the continued diversification of the
Corporate portiolio.

Underlying non-interest income increased
64% mainly as a result of the full year
impact of consolidating Heidelberger Leben
into our results. Underlying operating
expenses grew by 33%, again reflecting
the consolidation of Heidelberger Leben
and engeing investments such as the
expansion of our branch network in Spain
and the opening of our Corporate Eurape
office in Stockholm.

Credit quality in 2006 again reflected the
generally benign conditions in most of the
markets in which we operate. Impairment
losses as a percentage of average advances
improved to 1.13% (2005 1.26%) and

Grewing the UK rendiise

Targeted international growth
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Colleague development
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Investments

Sales of investment products
(i.e. Life, Pensions and Mutual
Funds) up 23%.
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only £14m (2005 £32m} and as a percentage
of average advances improved to 0.13%
{2005 0.35%).

The disposal of our shareholding in Drive was
completed in early December and gave rise to
a profit on sale of £180rm which has not been

included in the reporting of underlying resultts.

Treasury & Asset Management

Underlying profit before tax increased by 33%
to £350m (2005 £263m). Net interest income
increased by 12% with the margin remaining
broadly stable and underlying non-interest
income increased by 27%. Underlying
operating expenses increased by 18% as we
continue to invest in the development of our
overseas Treasury offices and our Asset
Management capabilities.

Our Treasury team were active in executing

the Group's funding and capital plans in 2006,
arranging four capital issues on behalf of HBOS
ple and approximately £21bn of securitisations
and covered bonds during the year.

In September 2006, we successfully listed
our property investment company, invista
Real Estate, on the London AIM market,
retaining a majority stake of 55% and
recognising a profit of £22m at Initial Public
Offering ('IPO’). Property funds under
management have subsequently increased
hy 35% to £9.2bn.

Total funds under management for our
Asset Management businesses increased

to £107.8bn in 2006 (2005 £88.7bn), helped
by continued progress in the Liability Driven
Investment market and above benchmark
performance in most asset classes including
fixed income and European equities.

Risks and uncertainties

The following section describes the key risks
and uncertainties faced by the Group.
Divisional risks and uncertainties are set out
in the divisional sections that follow.

The risks to our overall planned operating
and financial performance outcome in 2007

Mew branches in Ireland
Investment in the new branch
network saw 24 new branches
opened in Ireland in 2006.




1O myner growin, adaditonal Cormpelior
pressure and a potential reduction in existing
fee revenues from regulatory intervention

are headwinds. Our planning has taken into
account our assessment of the pressures we
face and the mitigating actions we will take
to manage these factors in pursuit of the
desired full year outcome. We are however
alert to the potential of a downside to our
plans in respect of these risks and will
constantly review the adequacy of our risk
assessment as the year develops.

Qur demanding programme of cost

i reductions in pursuit of further improvements
to our cost:income efficiency carries with

it the usual implementation risks of large
projects. With a strong track record of cost
management, we remain confident in our
ability to manage this risk and fully expect to
achieve 20% of the planned cost reductions

amounting to some £60m by the end of 2007.

the risk management practices developed
as part of our preparation for the Basel |l
regulatory regime. We welcome the greater
insight these practices have given us in our
capital allocation choices across the Group.
As the relative capital requirements become
established amongst competitors, we may
face additional risks of unpredictable
competitor pricing and the consequences
of a long, drawn out road to a new level

of comparator capital stability. Capital
strength and capital discipline will remain
non-negotiable at HBOS notwithstanding the

potential capital benefit arising under Basel I

]

As we enter 2007 we will increasingly embed
Finally, reputation rigk is high on the alert
list as we strive to ensure that in our policies
and practices we, at all times, behave in an
appropriate way, as a banker for our customers
and an employer for our colleagues. The
reputation of HBOS and its major brands

is of paramount importance and we guard

it jealously.

Banking at HBOS is about managing risks and
uncertainties with the objective of delivering
sustainable returns for our shareholders.
2007 presents us with the usual long lists of

Treasury
Treasury arranged around £21bn
of securitisations and covered

bonds in 2006.
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optimum result for our shareholders.

Outlook

In 2007 we expect positive continuing GDP
growth in each of the major economies in
which we operate. In the UK we remain
optimistic about the UK economy with a
generally benign business environment
supporting growth in secured Retail products.
We continue to be cautious, however, about
unsecured lending given the cumulative
impact of rising interest rates, utility prices
and consumer indebtedness. In strong
Corporate lending markets, we will continue
to participate fully in originating assets but
also continue our strategy of selective sell
down to enhance returns.

In the UK savings and investments markets,
we estimate that UK liquid savings will
exceed, for the first time ever, £1 trillion by
the end of 2007. Totat household financial
assets {savings, mutual funds, pensions and
other collective investments), we forecast, are
set to grow to £4 trillion by the end of 2007.
As the UK's largest savings institution, and
the UK’s number one provider of new
investment products, this growth presents
HBOS with a major opportunity.

Internationally, we plan to take advantage of
the stronger GDP growth available to us by
continuing our investment in our chosen
markets. In Ireland, this will see us complete
the roll out of our retail branch network by the
end of 2007. In Australia, we will continue to
make additional investments in infrastructure
and distribution which will inevitably slow
profit growth in the near terrn, but will further
strengthen our potential for both market share
and profit growth over the coming years.

Lending growth for the Group as a whole in
2007 is expected to be at or slightly above
the level achieved in 2006, with similar levels
of UK growth again enhanced by stronger
growth from our International businesses.

fn addition to the disposal of Drive, which
accounted for circa 6bps in the Group
margin in 2006, we anticipate some further

I DUSINESS THX N Interhalional.

2007 will see the first major initiatives
designed to deliver a ‘mid-thirties’ cost:
income ratio by 2010. Including the first year
cost of this programme and the substantial
investments in future growth outlined above,
we are targeting overall Group cost growth of
circa 7% in 2007, offering the prospect of a
further improvement to our costiincome ratio.

Capital efficiency will also remain a key
discipline at HBOS. As announced in
December, we have established a share
buyback programme for 2007 which has
been set initially at up to £500m. During
2007 we will be transitioning to the use of
Basel Il capital measures in our businesses,
where we continue to expect a benefit
reflecting the relatively simpler, lower risk
HBOS business model.

In summary, the attractive revenue growth
across our businesses, coupled with our
relentless focus on cost leadership and
capital discipline, will deliver shareholders
continued momentum in the coming year.

Andy Hornby
Chief Executive

Invista IPO
Invista Real Estate was listed
on the London AIM market
in September 2006.
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Net interest Income, led Dy lending growth,
increased by 8%, and underlying non-interest
income increased by 10%. Costs rose by just
6% and impairment losses by 9%.

Basic earnings per share increased by 22%
to 100.6p {2005 82.2p). Underlying earnings
per share rose 16% to 100.5p (2005 86.4p}
and the proposed final dividend is 27.9p,
an increase of 15% over the previous year.
The basic dividend cover is 2.4 times (2005
2.3 times) and 2.4 times on an underlying
basis (2005 2.4 times). The final dividend
will be paid on 14 May 2007 to ordinary
shareholders on the register at the close

of business on 16 March 2007.

The table below reconciles reported and
underlying profit before tax.

Year Year

ended ended

31122008 21.12.2005

£m

Profit before tax 5706 4,808

Adjusted for:

Profit on sale of Drive {180}

Mortgage endowment compensation 85 260
Goodwill impairment 55

Retail rationalisaticn costs 84

Policyholder tax payable {220) {200)

Short term fluctuations 81 {110}

tnderlying profit before tax 5,537 4,842

The disposal of our shareholding in Drive was
completed in early December and gave rise to

a gain on sale of £180m. 2006 saw a significant
reduction in the volume of endowment
complaints and has given us a better view on the
level of remaining complaints. As a result, barring
an unexpected change in the current trend, we
have set aside a final provision of £35m to cover
the cost of all outstanding and future complaints.
The goodwill impairment principalty relates to the
full write-down of the goodwill held in respect

of a specialist leasing company following an
impairment review.

Financial
Review

el STdEU VT WRLET T LA

TwaiprrEte  Hisdiailive e inlaviisueaiar skt

el e Anmbieien o il

e
snded

Investment Assel Mgmt lems endad
31.12.2008  31.12.2005
tm £m £m £m £m £m £m £m
Net interest income 4,188 1,861 93) 1,239 205 7.400 6,829
Underlying non-interest
income 1,350 852 1,631 444 414 4,591 4,169
Underlying net operating
income 5,538 2,713 1,438 1.683 619 11,991 10,998
Underlying operating
EXpENSes (2,127) {783) (820) (645) (292) {241) (4,808) (4,642)
Impairment losses on
loans and advances (1,087) {424} (221) (1.742) (1,599}
Underlying operating
profit 2,314 1,506 618 817 327 (241) 5,341 4,757
Share of profits/{losses) '
of associates and jointly
controlled entities 2 157 @7 3 1 126 39
Nen-operating income 48 22 70 46
Underlying profit
before tax 2,364 1,663 581 820 350 241) 5,537 4,842
Year ended 31 December 2005
Underlying profit before tax 2,283 1,420 489 610 263 (223} 4,842
Increase/(decrease) in
underlying profit before tax 4% 17% 19% 34% 33% {8%) 14%

Post Tax Return on Mean Equity

Group post tax return on mean equity (ROE’)
increased to 20.8% in 2006 (2005 19.6%:).
This increase was driven by a 14% increase
in the underlying post tax profit attributable to
ordinary shareholders compared to just a 7%
increase in mean equity, the latter benefiting
from the cumulative impact of the share
huyhack programme.

Year Year

ended ended
91122006 31.12.2005
£m

Underlying profit attributable to
ordinary shareholders 3,816 3358
Mean Equity 18,375 17,139
Yo %

Group post tax return

on mean equity 208 19.6

Note: ROE is calculated by dividing undertying profit
attributable to ordinary shareholders by the monthly
average cf ordinary shareholders' funds.

Net Interest Income

Net interest income increased by 8% in 2006
to £7,400m reflecting asset growth of 10%
and a slightty lower Group net interest margin
compared to last year. The Group net interest
margin fell 2bps, mainly reflecting a reduction
in the Retail net interest margin of 6bps.

Year Yaar
ended ended
31.12.2008 31.12.2005
Em

Interest receivable
Interest payable

26,742 24,134
(19,342} {17,305)

7,400

Net interest income 6,829

Average balances

Interest earning assets:

372,938 335,584
42,741 42,910

- Loans and advances
- Securities and other liguid assets

415,679 378,494

Group net interest margin 1.78% 1.80%
Divisional nat interest margins:
Retail 1.78% 1.84%
Corporate 222% 215%
Internationa? 249% 2.65%
Treasury & Asset Management 0.07% 0.08%
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Net fees and commissions have increased
by 12%, driven in part by Corporate where
we continue to generate strong fee income
from our diversified portfolic and also in
International where net fee and commission
income has grown strongly in Australia and
Ireland. Strong investment sales and the
inclusion of Heidelberger Leben, which was
consolidated from July 2005, contributed

to a 21% increase in net earned premiums
on insurance contracts. Net operating lease
income has increased by 50% following the
part year consolidation of Lex which became
a wholly owned subsidiary on 31 May 2006.
Net trading income increased by 28% to
£279m due to strong performances from the
UK Trading and Sales businesses in Treasury.

Yoar Year
anted ended
31.12.2006 31.12.2005
£m Em
Fees and commission income 2,175 2,212
Fees and commission expense {1,012} (1,178}
Net earned premiums on
insurance contracts 5648 4,654
Net trading income 279 218
Change in value of in-force
Long Term Assurance Business 282 394
Other operating income:
Profit on sale of investment
securities 307 172
Cperating lease rental income 1,042 714

Net investment income related to
insurance and investment business 6,306 9,032

Other income 148 260
Non-interest income 15,175 16,478
Impairment on investment securities (71} (51}
Qperating lease depreciation 812} {561}
Change in investment
contract liabilities (2,910} (5,089)
Net claims incurred
on insurance contracts (2,328} (2,019)
Net change in insurance
contract liabilities {3,894} (4,220)
Change in unallocated surplus (569} (369}

Underlying non-interest income 4,591 4,169

Financial Review

continued

Year Year
ended anded
31.12.2008 31.12.2005

£m

Retail 1,350 1,315
Corporate 852 805
Insurance & Investment 1,531 1,420
International 444 303
Treasury & Asset Management 414 326
4,591 4,169

Operating Expenses
Underlying operating expenses increased
by 6% in 2006 to £4,908m (2005 £4,642m).

The increase of £266m over 2005 included
planned investments in International and
Treasury & Asset Management, the impact of
full year consaolidation of Heidelberger Leben,
which was included from July 2005, and part
year consolidation of Lex which became a
wholly owned subsidiary on 31 May 2006.

The East Coast expansion programme in
Australia, the roll-out of the Retail branches
in the UK and lreland, and the impact of
Heidelberger Leben have contributed to staff
costs which increased by 10% against the
corresponding pericd in 2005.

Excluding International and Treasury & Asset
Management, underlying operating expenses
increased by 2.7%.

- Crowiing e UIX (renchise
Targeted international growth
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Colleague development
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I‘.m £m

Staff 2874 2432
Accommodation, repairs
and maintenance 421 399
Technology 238 220
Marketing and communication 367 343
Depreciation:

Property anc equipment and

intangible assets 380 375
Other 828 873
Underlying operating expenses 4,908 4,642
Operating lease depreciation 812 561
Change in investment
contract liabilities 2,910 5,089
Net claims incurred on
insurance contracts 2,328 2,019
Net change in insurance
contract Nabilities 3,894 4,220
Change in unallocated surplus 569 369
Total 15421 16,900

Underlying operating expenses analysed
by division:

Year Year
anded endad
31.12.2008 31.12.2005

£m

Retail 2,127 2124
Corporate 783 717
Insurance & Investment 820 B02
Group ftems 241 223
3971 3,866

International 645 529
Treasury & Asset Management 292 247
4,908 4,642

6%

Underlying operating expenses
increased by 6% to £4,908m
(2005 £4,642m).
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the Group cost:income ratio improved to

40.9% (2005 42.2%).
Year Year
ended snded
31122008 31.12 2005
£m
Underlying operating expenses 4,908 4,642
Net interast income 7,400 5,829
Underlying non-interest incoma 4,591 4,169

Underlying net operating income 11,991 10,998

Group cost:income ratio 409% 42.2%

Divisional costiincome ratios are
summarised below:

Year Yaar

snded encied

31122008 31.12.2005

% %

Retail 38.4 398
Carporate 286 28.7
International 38.3 40.0
Treasury & Assel Management 47.2 48.5

Group Items

Group Items principally comprise the
expenses of managing the Group, including
technelogy so far as it is not devolved to
divisions, accommodation and other shared

services such as cheque clearing, mailing, etc.

The costs of technology, accommodation and
other shared services (other than those borne
directly by Group functions) are subsequently
recharged to divisions according to their
usage and are shown under the operating
expense analysis for each division.

Year Yoor
onded
31.12.2008 3:.12.2005
£m
Staft 291 255
Accommodation, repairs
and maintenance 345 330
Technelogy 91 85
Marketing and communication 67 57
Depreciation:
Property and equipment and
intangible assets 192 208
Other 200 221
Sub total 1,186 1,156
Less Recharges:
Technology {365) (360)
Accommeodation {365) (353)

Other shared services

Total
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contracts on an embedded value (‘EV') basis under IFRS 4 are set out below. This table includes
that part of our Repayment Insurance business accounted for on an EV basis but excludes
investment contracts accounted for under I1AS 39.

Year ended Year anded
31.12.2006 31.12.2005
UK UK
UK General UK General
Investment Europs tnsurance Total Investmant Eurcpa Insurance Total
£m tm £m £m £m
Expacted contribution
from existing business 140 44 5 189 133 30 24 187
Aciual vs expected experience
on existing business” 16 19 33 68 77 7 B4
156 38 257 210 37 24 27
Contribution from
new busingss 218 25 277 176 25 15 218
Investment earnings an
net assets using lang
term assumptions 113 3 6 122 105 3 7 115
Contribution from
insurance contracts** 485 102 2] 656 491 65 46 602

* Actual vs expected experience on existing business for 2005 has been restated as follows: {j) the interest cost of subordinated
debt liabilities is now shown separately in the Investment profit disclosure, (i} certain interest income is now shown within
Investment earnings on net assats and (i} overhead expenses not refating to axisting business have been re-allocated to
‘overheads associated with development activity” in the Investment profit disclosure to reflect changes to the overhead
allocation methodology.

" On an underlying basis.

The embedded value of long term assurance business accounted for under IFRS 4, which
excludes investment contract business accounted for under IAS 39, is set out below.

As Bt Asat
31.12.2008 31.12.2005
UK UK
UK Geanarak UK General
Investment Eurcpe Insurance Total Investment Eumpe nsurance Total
£ m £m £m £m
Shareholder funds* 2,315 69 52 2,436 2,445 138 78 2,661
Value of in-force
business {net of tax) 1,544 419 162 2,125 1,373 361 129 1,873
Total embedded value
(net of tax) 3,859 488 214 4,561 3818 499 217 4,534
Shareholder funds as
a % of tatal EV 60% 14% 24% 53% 64% 28% 36% 59%

" Shareholder funds for 2005 have been restated to exclude subordinated debt liabilities as the interest cost of that
subordinated debt is now shown separately in the Investment profit disclosura and does not impact the centribution
from insurance contracts.

40.9%
Cost:income ratio improves
again (2005 42.2%).
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Investment Europe Insurances Total
tm £m £m £m
Opening embedded value 3.818 499 217 4,534
Cantribution from insurance contracts 485 102 69 656
Davelopment costs, associated overheads and financing costs {258) {258)
Underlying embedded value profit before tax 227 102 69 398
Short term investment fluctuations 97) 16 an
Tax charge 2 23 8] 30
Dividends (paid)/received {42) 42 {63} (83)
Other capital movements 49) (148) (197)
Movement in embedded valug in the year 41 11} 3) 27
Closing embedded value 3,859 488 214 4,561

The ecanomic assumptions (gross of tax)
used in the calculation of the embedded
values are unchanged from those used at the
end of 2005. These are as follows:

As at As at

122006 31.12.2005

% %

Risk discount rate® 8.0 80
Return on fixed income securities 50-55 50-55
Raturn on equities 7.5 75
Expense inflation rate 3.0 30

" Included in the risk discount rate is an investment risk component
which is chosen so as to avoid capitalising any investment risk
premeums over the long term view of the nsk free rate of retum.

Sensitivities of Embedded Value
Related to Long Term Assurance

The table below indicates the stand alone
impact of changes to certain key variables
on insurance contracts:

Changa in  Impact on
variable profit aHer

tax £m
Interest rates increase into perpetuity +100bps (87
Equity/property market values fall
and thereafter increase based on the
long term view of the risk free rate -10% 77

Maintenance expenses fali and
thereafter increase by the estimated
expense inflation rate -10% 44

Mortality/morbidity decreases

(policyholders live longer) across

all poiicy types and age groups -5% L))
Lapse and surrender rates decrease

across all policy types and cohorts

over the duration of their lives

{excluding paid-up policies) -10% 64

Financial Review

continued

1t should be noted that, in practice, some of
the variables are correlated and their impact
may also be non-linear.

Life Insurance Regulatory Capital

In sach of our life insurance entities, surplus
capital in excess of the various regulatory
requirements, including the individual capital
assessment, is maintained in order to absorb
changes in both the underlying businesses and
the capital requirements over the short term.

At 31 December 2006, the available capital
excluding the with-profit fund was 462%
(2005 473%) of the provisional capital
requirements of £555m (2005 £562m).

At 31 December 20086 the total available
capital including the with-profit fund on a
realistic basis was 354% (2005 270%) of the
provisional capital requirements of £1,131m
(2005 £1,312my.

Taxation

The tax charge for the year of £1,772m (2005
£1,546m) includes £220m (2005 £200m)

in respect of the tax charge levied on life
companies for policyholder tax. Excluding
this results in an effective rate of 28.3%
{2005 29.2%). The main reason for the
lower effective tax rate is the tax exempt
one-off gain of £180m on the disposal of
Drive. Adjusting for this gain and goodwill
impairment results in an underlying tax rate
of 29.0% (2005 29.2%). The tax charge of
£1,772m includes overseas tax of £206m
{2005 £161m).

Crowing he UK franchise

Targeted international growth
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Colfeague devefopment
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Definition of Underlying

References to underlying incorporate the

following adjustments:

- Excluding the profit on sale of Drive,
mortgage endowment compensation,
goodwill impairment, Retail rationalisation
costs, policyholder tax payable, the impact
of short term fluctuations {'STFs') and
changes to economic assumptions for long
term assurance business accounted for on
an embedded value basis; and

- Netting against income of operating lease
depreciation, impairment on investment
securities, changes in insurance and
investment contract liabilities, change
in unallocated surplus and net claims
incurred on insurance contracts.
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increase was 9% in Retail, 8% in Corporate Loans and advances to custemers 2377 853 530 0.8 3768 343.8
and 24% in International. Impairment provisions 21 0.7 03 31 2.9

Customer deposits increased by 5% to Loans and advances to

¢ bef isi 239.8 6.0 53.3 0.8 379.9 346.7
£211.9bn (2005 £200.9bn) and wholesale ;‘_‘sk“‘?”;t‘ : ore ‘:’“”'5'”‘5’ o 120 ; o e s o
funding increased by 13% to £214.2bn C'S wel de assels i oyl o e ana
{2005 £190.0bn). ustomer deposits : . : ) . y
Classification of advances * Includes risk weighted assets of £0.8bn {2005 £1.0bn) atiributable to Insurance & Investment.

The mix of the Group’s gross lending
portfolio at the year end is summarised

in the following table: o . ) .
Impairment provisions as a percentage of closing advances are analysed in the following table:

Asat Asat
31.12.2006 31.12.2005 As at As st
% 31.12.2006 31.12.2005
As % of As % of
Energy 1 closing i
Manutacturing industry 2 fm  edvacces Bm___scvances
Construction and property 1" 11 Retail 2,108 0.89 1,924 0.88
Hotels, restaurants and Corporate 709 0.83 704 0.89
wholesale and retail trade 3 4 Internationa! 272 0.51 310 0.72
Transport, storage and communication 2 1 - - -
Financial 2 aq Tota! impairment provisions 3,089 0.82 2.938 0.85
Other services 5 6
Individuals:
Residential morigages 81 60 Impaired loans as a percentage of closing advances and impairment provisions as a
Other persenal lending 6 7 percentage of impaired loans are anatysed by division in the following table:
Cverseas residents 7 6
Advances Impaired Impaired  Impairment  Impairment
Total 100 100 Ioans loans  provisions  provisions
23 % of ns % of
closing impalred
. - P L. loans
Credit Quality & Provisions £on m tm poy
The total charge for loan impairment losses As at 31 D be
. . - m. r
against Group profits in 2006 was £1,742m s at 31 Decomber 2008 o aos7 . 408 ”
{2005 £1,599m) representing 0.48% of Retail: Secured - s -
average advances (2005 0-49%)_ Unsecured 18.3 2,411 13.17 1,700 71
Total 237.7 6,458 2.72 2,108 33
" Comporate 853 1,124 1.2 709 63
International 53.0 620 117 272 44
&1 1 January 2006 2,938 an:r a pscct M ) . o8
asu sset Managemen .
Amounts written off during the year {1,485) ikd 9
New impairment provisions less releases 1,819 Tetal 376.8 8,202 2.18 3,089 38
Exchange movements (19} As at 31 December 2005
Disposats 5  Retan: Secured 201.2 4,452 2.1 424 10
Discount unwind on impaired advances 99) uUnsecured 178 2,049 11,51 1,500 73
Closing balance at 31 December 2006 3,089 Total 219.0 8,501 297 1,924 30
Corporate 79.2 1,114 1.41 704 63
New impairment provisions less releases 1,819 International 42,9 549 1.28 310 56
Recoveries of amounts previously written off ] Treasury & Asset Management 2.7
Net charge to income statement 1,742 Total 343.8 8,164 2.37 2,938 36
£377bn

Loans and advances to customers
increased by 10% (2005 £344bn).

£212bn
Customer deposits increased
by 5% (2005 £201bn}.
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12.0% (2005 12.4%) respectively. This
position has been achieved notwithstanding
a share buyback of £982m (including costs}
in 2006.

b el dhe i L e

As already reported, £1bn was put aside
for contributions to reduce the deficit in the
Group's defined benefit pension scheme
over the next five years, of which £800m
has been paid into the scheme as at 31
December 2006. The JAS19 deficit as at 31
December 2006 was £0.9bn {2005 £1.8bn)
despite a £348m strengthening of longevity
assumptions. Qur Tier 1 capital ratio of
8.1% makes full allowance for the remaining
planned contributions.

Total regulatory capital increased during the
year to £33,154m from £31,726m.

Risk weighted assets increased in 2006

by 8% to £276.0bn {2005 £255.1bn). The
increase is after taking account of a £7.4bn
reduction due to loan securitisations and
£1.9bn of unfunded ‘synthetic’ securitisation
undertaken in the year, and redemptions of
existing loan securitisations of £3.2bn.

In addition to retained earnings, Tier 1 capital
was strengthened by £843m by the issuance
of innovative Tier 1 securities of €750min
May 2006 and non-innovative preference
shares of £350m in June 2006. These
increases wera offset by £982m of ordinary
shares bought back in the year. Tier 1 gearing
at the end of the year was 25% (2005 24%})
in line with our benchmark of 25% + 2%.

Tier 2 capital was increased during the period
by a dated subordinated debt issue of €500m
in March 2006 and US$750m in September
2006. In Sterling equivalent terms at 31
December 20086, this new issuance totalled
£717m. Growth in Tier 2 capital balances was
reduced due to exchange rate fluctuations,
amortisation and the repayment of existing
dated subordinated debit.

Financial Review

continued
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regulatory purposes together with deductions
relating to the securitisation of loans. These
unconsolidated investments are primarily
Clerical Medical, St. James's Place ('SJP"), St
Andrew's Group and Heidelberger Leben. Total
supervisory deductions increased to £5,666m
from £5,229m mainly as a result of increases
in the embedded value of life policies hetd and
increased securitisations outlined above.

Capital Structure

As at As at
A1.12.2008 31,12.2005
fm

Risk Weighted Assets

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

253,839 236,202
14,272 12,363
7901 6510

Total Risk Weighted Assots 276,012 255,065

Tier 1
Orginary share capital 941 959
Preference share capital 2,422 2,187
Eligible reserves 18,496 16,826
Minority interests (equity) 1,058 806
Preferred securities 3,189 2,821
Less: goodwill &
other intangible assets {3,677) (2,932)
Total Tier 1 capital 22,429 20,667
Tier 2
Available {or sale reserve 168 104
Undated subordinated daebt 5598 5941
Dated subordinated debt 7,914  7.684
Collectively assessed
impairment provisions 2,1 2,359
Total Tier 2 capital 16,391 16,288
Supervisory deductions:

Unconsolidated investments — Life  (4,260)  (4,067)

Unconsolidated investments — Other (5100 (546)
Investments in other banks

and other deductions (896) {616)
Total supervisary deductions 15,666) (5,229)
Total regulatory capital 33,154 31,726
Tier 1 capital ratio (%) 8.1 a1
Total capital ratio {%) 12.0 12.4

Introduction

The introduction of IFRS in 2005 resulted

in a change to the timing of reported

profit recognition in respect of Investment
Business. Under IFRS, insurance contracts
(i.e. investment business which carries
significant insurance risk and with-profit
business) continue to be accounted for on an
Embedded Value {‘EV") basis but investment
contracts {l.e. investment business which
does not carry significant insurance risk) are
now all accounted for under IAS 39. Relative
to UK GAAP, this had the effect of delaying
the recagnition of profit in respect of some
investment contracts and, in particular, has
resulted in the reporting of losses in the year
of their sale.

To assist in the understanding of the underlying
performance and value generation of our

UK Investment Business, the supplementary
information set out below in respect of 2006
and 2005 provides the financial results for our
UK Investment Business as if both insurance
and investrment contracts {including funds)
were accounted for on an EV basis. We refer to
this as the ‘Full EV’ basis.

8.1%
Tier 1 capital ratio remains
strong at 8.1%.

Crewing the UK frenchiss
Targeted international growth
|Gost loaclerhilp |

Colleague develoment
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business under IFRS and also that which was
applied to the calculation of life and pensions
EV under UK GAAP until 2004. The economic
assumptions used for the Full EV basis are
the same as used under the reported IFRS
basis set out on page 18.

Applying the Full EV basis results in the earier
recognition of profit on new investment contract
business, but subsequently a lower contribution
from existing business, when compared to the
recognition of profits on investment contracts
under IAS 39. Differences between actual and
expected experience on existing business often
have a greater impact on a Full EV basis, as
changes in experience can result in significant
adjustments to modelled future cashflows. In
contrast, under IAS 39, variations in experience
compared to expectations are recognised in the
income staternent in the year in which they arise.

No additional information has been provided
in relation to General Insurance or European
Financial Services as the investment business
not already accounted for on an EV basis
under [FRS on these businesses is immaterial.

Key Financial Highlights

The key highlights of the Full EV basis are as

follows:

- Group embedded value on a Full EV basis
was £7,086m as at 31 December 2006
{2005 £6,540m), £2,525m higher than
reported under IFRS.

~ Underlying earnings per share on the
Full EV basis increased 18% to 105.5p
{2005 89.6p}, 5.0p higher than reported
under IFRS.

- Overall, underlying profit before tax for the
UK Investment Business increased 30% to
£539m (2005 £414m}, £262m higher than
reported under IFRS.

- Contribution from new business in the UK
Investment Business increased by 38% to
L461m (2005 £333m), £474m higher than
reported under IFRS.

31122008 31122006  31.12.2005  31.12.2005

Full EV Basls  IFRS Basis FullEV Basis  IFRS Basis

Underlying profit before tax £5,799m £5,537Tm £5,021m  £4,842m
Underlying £EPS 105.5p 100.5p B9.6p B6.4p
Post tax return on equity 20.2% 20.8% 18.8% 19.6%
Group embedded value {net of tax)* £7,086m £4,561m £6,540m £4,534m
Net asset value 581p 516p 485p 452p

* Includes Europe of £488m (2005 £489m) and UK, General Insurance of £214m (2005 £217m).

UK Investment Business
Full EV Information

Underlying profit before tax for cur UK investment Business an the Full EV basis was 30%
higher in 2006 at £539m {2005 £414m), primarily due to a strong increase in the contribution

from new business in 2006. The table below analyses this result:

Year ended 31.12.2000

Year ended 31.12.2005

Lite & Life & Mutual Lle &

Life &

Mutyal

Pensions Penslons Funds Penslkons Pensicns, Funds
Insurance  investment  Investment Insurance  Investment  Investment
Contracts Contracts Contracts Total Cantracts Contracts Contracts Total
£m £m £m £m tm tm Em £m
Cantribution from
existing business
Expected contribution 140 98 50 288 133 84 41 258
Actual vs expected
experience 16 62 (29) {75) 77 N (33) (33)
156 36 21 3 210 7 8 225
Contribution from
new business 216 21 124 451 176 82 75 333
Investment earnings
on net assets 113 6 4 123 105 4 1 110
Contribution from
Investment Business 485 183 149 797 491 93 84 668
Development expenditure 67 67 (80) (80)
Overheads associated
with development activity (56) (56) (45) (45)
GOther income and costs [k} n {11) (11)
Debt financing cost {128} (128) (118) (¥18)
Underlying profit
before tax 227 163 149 539 237 93 84 414

* Davelopment costs, ovarheads, other income and costs and financing costs have been attributed to Life & Pensions Insurance

Contracts business for presentational purposes only.

£262m
Full EV underlying profit before tax
is £262m higher than under IFRS.
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the primary driver of this growth, but strong sales growth through Wealth Management and
increased volumes and margins in Intermediary also made important contributions.

The contribution from existing business decreased by 5% in 2006 to £213m {2005 £225m),

the 12% increase in the expected contribution being more than offset by a £75m adverse impact
of actual vs expected experience. The major driver of this was worsened persistency in respect
of Intermediary business as a result of replacement activity associated with Pensions 'A-Day’ and
higher lapses on with-profit bonds.

Reconciliation of IFRS to Full EV
A reconciliation of underlying profit before tax on the Full EV basis with the reported IFRS basis
is set out below:

Year endad 31.12.2008 Year ended 31,12,2005
Lite & Life & Mutusi Ute & Life & Mutual
Pensions Pansions Funds Pensions Pensions Funds.
I It insurance  lavestment  Investment
Contracts Contracts Contracts Total Contracts Contracts Contracts Total
£m Em £m fm Em £m £m £m |
Undertying profit
before tax (IFRS basis) 227 18 32 277 237 1 (3) 235 |
|
Additienal contribution
from new business 270 204 474 210 155 385
Lower contribution
fram existing busingss {131) {91} (222) (122) 69} {191}
Additional investment
eamnings on net assets 6 4 10 4 1 5
Increase in undertying
profit before tax 145 117 262 92 87 179
Underlying profit
before tax {Full EV basis} 227 163 149 539 237 a3 B4 414

' Development costs, averheads, other income and costs and financing costs have been attributed to Life & Pensions Insurance
Contracts business for presentational purpeses only.

Moving to the Full EV basis results in earlier recognition of profits from sales of new investment
centracts, offset in part by the subsequent recognition of lower profits on existing investment
contracts. The Full EV basis, unlike the IFRS basis, recognises profits on new business at

the point of sale with the contribution from existing business consisting only of subsequent
changes in the net present value of future cashflows and changes in experience compared

to that initially modelled at the point of sale.

Financial Review
continued

38%
New business contribution under the
Full EV basis increased by 38% to £461m.
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Under the Full EV basis, the contribution from existing investment contracts in 2006 was
£222m lower than under the [FRS basis, the Full EV basis contribution being £57m compared
to £279m under the IFRS basis. The lower contribution from existing business under the Full EV
basis includes (£91m) of actual vs expected experience on investment contracts, which largely
reflects worse than expected persistency on Intermediary business.

New Business Profitability

With the publication of this supplementary information and also with the industry-wide demise
of the Achieved Profits basis new business profitability will, from now onwards, be reported

by reference to the Full EV basis rather than the Achieved Profits basis. This results in new
business profitability for 2005 which is 2% APE lower than previously reporied because the Full
EV basis allocates a higher proportion of overhead expenses to new business. The contribution
from new business includes direct costs of writing new business and an appropriate allocation
of overheads. Other overheads are allocated to the contribution from existing business or are
recorded as overheads associated with development activity.

New business profitability for the UK Investment Business {including both Life & Pensions and
Mutual Funds) calculated by reference to the Full EV basis is set out below:

Yoor erded 31.12.2008 Yaar ended 31.12.2005

New New Mew New New New

Business Business Busi i i Businaas

APE* Contribution Profitability APE" Contrnbution  Profrtability

£m “WAPE £&m £m YAPE

Bancassurance 916 304 33 813 233 29
Intermediary 511 49 10 389 32 8
Wealth Management 304 108 1] 185 68 37
Tetal 1,731 461 27 1.387 333 24
Life & Pensionsg 1,299 337 26 1,004 258 26
Mutual Funds 432 124 29 383 75 20
Total 1,73 461 27 1,387 333 24

* Excluding business {£86m APE in 20086,

£8Bm in 2005) distrivuted but not manufactured by the Group,
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‘A-Day'. Our Bancassurance channel continues to deliver strong margins through the efficiency
of our modet and the productivity of our sales forces, and margins in this channel increased

o 33% {2005 29%). There has also been an increase in profitability in the Intermediary channel
to 10% (2005 8%) reflecting reducing unit costs and increased average policy sizes.
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QOverall Life & Pensions margins remained flat at 26%. The increase in Mutual Funds profitability
largely reflects efficiencies from increased scale, larger case sizes and changes in the mix of funds.

Balance Sheet Information
The total net of tax embedded value of UK Investment Business on the Full EV basis is as follows:

Year ended 31.12.2006 Year ended 31.12.2005

Life & Lite & Mutual Lifa & Lidm & Mutual
Pensions Penslons. Funds i Pensions Funds
insurance  Investmeni  investment Insurance  Investment  Investmant
Contracta  Contracts  Contratts Total Contracts Coniracts Contracts Total
£m fm £m £m ﬁ!:u_ £m £m £m
Shareholder funds 2,315 469 230 3,014 2445 460 82 2.987
Value of in-force
business (ne? of tax) 1,544 1,249 877 3,370 1,373 983 471 2,837
Total embedded
value (net of tax) 3,859 1,718 807 6,384 3.818 1,453 553 5,824

Note: Total embedded value excludes subordinated debt liabilities for tha UK Investment Business of £987m (2005 £977m).

The table below analyses the movement in embedded value of our UK Investment Business
on the Fult EV basis:

Year ended 31.12.2006

Lite & LHe & Mutual
Pensions Panslons Funds
Insurnnée  Investment  Invesiment
Contracts Contracts Contracts Tatal
£m £m Em £m
Opening embedded vatue <R:31-] 1,453 553 5,824
Contribution from Investment business 485 163 149 797
Development costs, associated
averheads and financing costs” (258} {258}
Underlying profil before tax 227 163 149 539
Short term investment fluctuations 97 45 28 {24)
Tax charge 2 (51) (52) {101}
Dividends paic (42 (11 4 57
(rher capital movements {49} 19 133 203
Movement in embedded value a1 265 254 560
Closing embedded value 3,859 1,718 B8O7 6,384

" Developmaent costs, overheads, other income and costs and financing costs have been attributed to Lite & Pensions Insurance
Contracts business for presentational purposes only,

Phil Hodkinson
Group Finance Director

Financial Review
continued

27%
New business profitability

for the UK Investment Business
(2005 24%).
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Income Statement

Net operating income 22,714 23,617 16,563 8,946 7.546
Operating expenses @ 15,571 17,244 11,304 3,968 3,609
Impairment losses on loans and advances/provisions for
bad and doubtful debts 1,742 1,599 1,255 1,025 832
Group underlying profit before tax/Group profit before tax
and exceptional itemg M 5,637 4,842 4,279 3,885 3,082
Profit before tax 5,706 4,808 4,609 3,766 2,909
Balance Sheet
Total assets 591,029 540,873 479,674 408,413 355,030
Debt in issug @@ 203,342 178,215 150,967 112,740 89,898
Equity share capital 1,139 1,157 981 963 946
Shareholders' equity (excluding non-equity interests) 20,685 18,265 16,522 15,225 13,755
% % % % %
Performance Ratios
Post tax return on mean equity 4@ 208 19.6 19.6 177 17.5
Cost:iincome ratio @® 40.9 422 44.7 41.6 45.2
Net interest margin 1.78 1.80 1.79 1.77 1.83
per ordinary share

pence pence pence pence pence
Shareholder Information
Dividends ® 41,40 36.10 32.95 309 25.4
Basic earnings 100.6 822 79.7 63.6 50.6
Underlying earnings 100.5 86.4 78.0 68.5 56.1

Financial information for 2008 and 2005 is prepared in
accordance with IFRS as adopted for use by the European
Union at the date the financial statements were approved
by the Board ('IFRS). IAS 32, IAS 39 and IFRS 4 only
became effective from 1 January 2005. In order to provide
muore meaningful comparative information, the 2004 financial
information above has therefore been prepared on a ‘pro
forma' basis. This includes the impact of these standards
with the exception of the income statement impact of
derivative hedge accounting, Financial information for 2002
to 2003 is prepared in accordance with UK GAAP,

Notes relating to the 2004 to 2008 financial information

{1} References 1o ‘undertying’ relata to 2004 to 2006 and &

@

&
)

)

incorporate the following adjustments:
- Excluding the profit on sale of Drive, mortgage

endowment compensation, goodwill impairment,
Retail rationalisation costs, policyholder tax payable,

the impact of short term fluctuations (‘STFs’) and o
changes to economic assumptions for long term
assurance business accounted for on an embedded ®

value basis; and

- Netting against income of operating lease @

depreciation, impairment on investment securities,
changes in insurance and investment contract
iiabilities, change in unallocated surplus and net
claims incurred on insurance contracts.

Notas relating to the 2002 and 2003 financial information

The financiat information for 2002 has been restated
from that published in the 2002 Annual Report and
Accounts to reflect the implementation from 2003
onwards of UITF 37 *Purchases and Sales of Own
Shares' and UITF 38 ‘Accounting for ESOP trusts’.
Excluding excepticnal items.

Debt in issue comprises debt securities in issue and
subordinated liabifities.

The costiincome ratio is calculated excluding
exceptional items and goodwill amortisation and after
netting operating lease depreciation, amounts written
off fixed asset investments and general insurance
claims against operating income.

Debt in issue comprises debt securities in issue and
other borrowed funds.

The costincome ratio is calcutated on an underlying basis.

Post tax return on mean equity is calculated by dividing

underlying profit attributable ¢ ordinary shareholders by

the monthly average of ordinary shareholders’ funds.

Under IFRS, these ordinary dividends are not charged to
reserves until there is a contractual obligation 1o pay.

~ive Year summary
For the years ended 31 December
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is the UK’s biggest provider of
mortgages and savings. Our multi-brand
approach offers customers a range of
simple, value for money products.

Our Brands
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Retail is the UK’s biggest provider of mortgages and savings.

Our multi-brand approach offers customers a range of simple,
value for money products.

Simple, value for money products

Retail provides financial services to over 23 million customers through a broad
distribution base ranging from branches and intermediaries to direct mail,
telephone and internet services. Retail's range of multi-branded products includes
personal and business banking services providing mortgages, savings, bank
accounts, personal loans and credit cards.

Mortgages

HBOS is the UK mortgage market leader. We seli mortgages through five brands:
Halifax, Bank of Scotland, Birmingham Midshires, Intelligent Finance and The
Mortgage Business. Products range from mainstream mortgages covering the
residential mortgage market segment to specialist mortgages covering the Buy to
Let, self-certified and sub-prime mortgage market segments.

Savings and Bank Accounts

Savings products are offered through four brands: Halifax, Bank of Scotland,
Birmingham Midshires and Intelligent Finance catering for all segments of the

savings market, including children’s accounts, tax-free, fixed rate and regular savings
accounts. HBOS is the market leader for savings with a 16% market share. Bank
Accounts range from full facilities current accounts to basic social banking facilities.
HBOS remains at the forefront in the development of alternative value for money
personal banking products.

A wide variety of Retail products

Personal Loans and Credit Cards are offered through the Halifax, Bank of
Scotland and Intelligent Finance brands. Credit Cards are also provided
through a host of affinity branded Credit Cards such as charity cards where a
proportion of income earned is donated to the charity. Retail also distributes the
Group's insurance and investment products on behalf of the Group’s Insurance
& Investment division and participates in a number of joint ventures, such as
Sainsbury's Bank.

Business Banking and ancillary services

Business Banking offers a full range of banking services to small businesses,
typically with an annual turnover of up to £1m. in addition, Retail provides a range
of ancillary services, including estate agency services (through Halifax Estate
Agencies), valuation services (through Colley’s Valuation & Surveying services)
and share dealing services (through Halifax Share Dealing Ltd).

HOOS lederslily |
Colleague development

ol
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Our Retail strategy remains focused
on creating shareholder value by
dehveringbsuperlor customer value

across a broad spectrum of products
and distribution channels.
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Indicators

Our Key Performance Indicators help us to
measure our progress against each element
of our strategy.

Growing market share of retail products
There is plenty of scope to grow market shares in our core
products by offering our customers easy to understand,
competitively priced and straightforward products. Given our
customer base and the strength of our distribution, we believe
it is realistic to push over time for market shares to be within a
15%-20% range.

UK market share

Mortgages

| &% | Business Banking

Controlled credit risk

Our rate of asset growth and associated impairment
experience is determined by the balance between the credit
risks we take and the returns we achieve.

Impaired loans as a % of closing advances

Customer service
We will only achieve our ambitious market share targets if we
deliver consistently good customer service.

Source: GFK NOP. Proportion of custormers who were 'delighted’
or ‘complately satisfied’ with service from their bank.

Cost leadership

Our credentials for cost control in Retail are well established.
We aim to control costs while at the same time investing in
initiatives aimed at generating future revenue growth.

Costiincome ratio

£2,364m

Underlying profit
before tax up 4%

!..:" 2 "
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Retail's strategy remains focused on creating
shareholder value by delivering superior
customer value across a broad spectrum

of products and distribution channels.

We offer our customers easy to understand,
competitively priced and straightforward
products which, combined with a

rigorous approach to cost controt and risk
management, enables us to convert growth
in sales into growth in shareholder value.

We believe that our uniquely strong sales
and distribution model will allow us to
combine profitable market shares of
between 15% and 20% in all the markets
in which we operate with superior customer
value and treating customers fairty. Utilising
our multi-branded product range and broad
distribution model we will:

Grow profitable market share through
offering good value products that attract
new customers and drive cross sales

to existing customers

It is our aim to ensure that we remain at

the forefront in banking by continually
chaltenging the traditional high street banks
and grow our market share in this segment.
Business Banking also offers substantial
oppertunities for profitable growth and we
aim to grow the market shares and profits
in this business. As well as attracting new
customers with innovative and value added
products, we will improve our customer
retention, particularly in Mortgages, where
we aim to reduce our market share of
principal repaid. Actions already taken in
this respect include equalising pricing for
new and existing customers, and rewarding
intermediaries for custorner retention.

We have a substantial customer base and it
is our objective to target existing customers
more effectively, increasing the number of
customers holding two or more products
by one million over the next five years.

Retalil

Girewing e UK renelhise

; Cost leadereiip

Colleague development
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Targeted international growth
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underwriting criteria and have, where
necessary, made refinements to our credit
scoring techniques and methods to ensure
that the level of risk we are accepting on to
our balance sheet is commensurately priced
for and that we attain the appropriate level
of return for the risk being underwritten.

Provide consistently good customer service
Qur objective in this respect is to improve our
customer ratings for satisfaction with service
compared to our banking peers. We achieve
this by improving the day-to-day interactions
between our colleagues and customers, by
streamlining our processes and by introducing
new services to meet customer needs. We
measure our relative performance through a
telephone survey of our customers and those
of our banking peers administered by an
independent research agency.

Keep tight control of costs

Retail's credentials in respect of tight cost control
are now weli established. Our aim is to continue
to control costs whilst at the same time increase
income and further reduce our cost:income ratio.

Financial performance
Income Statement

Our performance
in 2006

Underlying profit before tax in Retail
increased by 4% to £2,364m (2005 £2,283m).
Underlying net operating income increased
by 4% whilst underlying expenses increased
by just £3m. As a consequence, the cost:
income ratio improved to 38.4% (2005
39.8%), more than offsetting a 6bps fall in net
interest margin to 1.78% (2005 1.84%).

Credit experience continued the trends seen
in the first half of the year with impairment
losses increasing by 11% but impaired loans
falling to 2.72% (2005 2.97 %) of advances.
Within this, secured impairments fell and the
growth in unsecured impairments slowed.

Sales performance was strong in Mortgages,
Savings and Bank Accounts, with lower

Year Year
ended ended
31122006 31.12.2005
£m £m
Net interest income 4,188 4,028
Non-interest income 1,350 4,315
Mortgages and Savings 493 421
Banking 428 431
Business Banking k)] 24
Personal Loans 109 109
Credit Cards 286 321
Other 49 47
Fees and commission income 1,396 1,353
Fees and commission expense {66) 70
Other operating incame 20 32
Net operating income 5538 5343
Underlying operating expenses (2,127) {(2.124)
Staff (1,056) [(1,023)
Accommodation, repairs
and maintenance 10} 9)
Technelogy {54} (70)
Marketing and communication {179) {182)
Depreciation:
Property and equipment
and intangible assets (69) (66)
Other {101) (112)
Sub total (1,469) (1,462)
Recharges:
Technology (263) {262}
Accommodation (262) {263)
Other shared services {133) (137)
QOperating profit before provisions 3,411 3,219
Impairment logses on loans
and advances {1,097} (991)
Operating profit 2,314 2,228
Share of profits of associates
and jointly controlled entities 2 2
Non-operating income 48 46
Undertying profit before tax 2,364 2283
Net interest margin 1.78% 1.84%
Impairment losses as a
% of average advances 0.48% 0.47%
Costiincome ratio 38.4% 39.8%

Mortgages

Halifax was awarded Best

Overall Lender at the Your
Mortgage Awards 2006.

Always giving you extra
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increased by 4% to £4,188m (2005 £4,028m)
and non-interest income was 3% higher at
£1,350m {2005 £1,315m).

Fees and commission income grew by

3% to £1,396m (2005 £1,353m). Growth

in fees from Mortgages and Savings was
partially offset by lower Credit Card default
fee income and commissions from the sale
of Repayment Insurance in relation to
unsecured lending products.

The table below summarises the movements
in net interest margins and spreads.

Net Interest Margins and Spreads

Yoar Year
ended eaded
MA2.2006 31.12.2005

[
Net Interest Income:
Interast receivable 14,331 13,421
Interest payable {10,284) (9.,555)
Capital earnings 141 162
4,188 4,028

Average Balances:

Total interest earning assets 235,371 219,006

Interest bearing liabilities
- depasits
~ other

145,766 132,043
89,615 86,963

Total interest bearing liabilities 235,371 219,006

Average Rates: % %
Gross yield on interest earning assets 6.09 6.13
Cost of interest bearing liabilities 43N {4.36)

Net Interest Spread 1.72 1.77
Capital earnings 0.06 0.07
Net Interest Margin 1.78 1.84

FeBANK O SCOTLAND One
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Movement in margin Basis points

Net interest margin for the

year ended 31 December 2005 184
Morgages and Savings 9)
Banking 2
Business Banking 1
Unsecured Perscnal Loans 1
Credit Cards 3
Wholesale funding {1)
Capital earnings {1)

Net interest margin for the

year ended 31 December 2006 178

In aggregate, product spreads fell by 4bps. Our
greater appetite for mortgage lending together
with increased competition in the Buy to Let
market resulted in the combined Mortgages
and Savings spread narrowing by 9bps, This
was partly ofiset by spread improvements in
both Credit Cards and Banking.

Operating expenses

Our continued commitment to strong cost
management resulted in year on year growth
in underlying operating expenses of just £3m
to £2,127m (2005 £2,124m). This, combined
with income growth of 4%, enabled us to
further reduce the cost:income ratio to 38.4%
(2005 39.8%).

QOur robust and sustainable approach to
cost management, developing IT processing
systems capable of supporting our multiple
brands at low cost together with automated
sales systems, helps drive sustained
improvements in productivity as we grow.
This enables us to achieve reductions in

unit operating costs and to make suitable
investrments to support future growth.

Children’s Accounts
We won a Tommy’s Award for the
Most Parent-Friendly Bank and

Best Children’s Savings Account
Provider from Your Money.

Credit Cards

We won the Most Responsible
Customer Acquisition Strategy
award at The Credit Card
Awards 20086.

9% BANK OF SCOTLAND
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(2005 92.2%) of customer loans secured

on residential property. Despite continued
challenging conditions for consumer lending,
total impaired loans fell to 2.72% (2005
2.97%) of closing advances driven by a fall in
secured impairments partly offset by further
increases on the unsecured book.

Impairment losses as a percentage of
average advances remained broadly stable

at 0.48% {2005 0.47%). Total impairment
losses increased by 11% to £1,097m (2005
£991m), comprising £108m {2005 £139m) for
secured lending and £989m (2005 £852my}
for unsecured lending. Closing provisions

as a percentage of total closing advances
remained broadly siable at 0.89% (2005
0.88%). Total provisions coverage of impaired
loans increased to 33% (2005 30%) reflecting
the higher proportion of unsecured loans in
the impaired portfolio.

Secured impairments

Total impaired secured loans continued to
fall during 2006 to £4,047m {2005 £4,452m}
representing 1.84% (2005 2.21%) of

closing advances. The fall in impairments
compares favourably to broadly stable trends
in the market, with both the mainstream

and specialist portfolios benefiting from

the implementation of new scorecards,
stricter lending policies and a more efficient
collections process. The number of cases

in arrears fell to 1.17% {2005 1.30%) of
mainstream lending and 1.76% (2005 2.32%)
of specialist lending. In total, the value

of cases in arrears but not in possession
decreased by 11% to £3,728m (2005
£4,203m) or 1.70% (2005 2.11%) of the
value of the total portfolio.
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Mainstream 28.3 33.0 117 1.30 2,362 2,593 1.46 1.73
Spacialist 7.8 8.9 1.76 2.32 1,366 1,610 240 3.26
Total 36.1 419 1.26 1.43 3,728 4,203 1.70 2.1

* Value of debt represents total book valua of mortgages in arrears.

The 2006 secured impairment charge
decreased to 0.05% (2005 0.07%) of average
advances, and closing secured provisions as
a percentage of closing advances reduced

to 0.19% (2005 0.21%). The average loan to
value ('LTV') of the impaired mortgage portfolio
reduced slightly to 57% (2005 58%). The
equivalent figures for impaired mainstream
and specialist mortgages were 52% (2005
52%}) and 68% (2005 719%) respectively.

The provisions coverage of impaired secured
loans remained stable at 10% (2005 10%),
reflecting our unchanged, formulaic
methodology for provisioning.

Unsecured Impairments
The rate of growth of impaired unsecured
loans {Personal Loans, Credit Cards and

Corrective actions taken in 2004 to

tighten lending criteria continue to drive
improvements in arrears emergence on
subsequent business. Whilst encouraging,
we remain cautious about future impairment
trends given the continued growth in UK
personal insolvencies.

Personal Loans

The Personal Loans market in 2006 was
characterised by the twin challenges of
increasing personal insolvencies, driven

by continued affordability stretch, and a
reduction in market size as customers sought
to reduce outstanding debt levels. Impaired
Personal Loans rose to 17.0% (2005 15.6%)
and provisions increased to 11.5% {2005
10.9%) of closing advances. The seasoning
impact of pre 2004 business is now past its

growth in our book continues to be the
residual seasoning of pre 2004 business.
Delinguency and loss experience from
business written since 2004 has performed
to expectation, reflecting our continued focus
on the acquisition of better quality business.

Whilst volumes of accounts new to arrears
reduced, there was a slight hardening in
arrears roll rates with an increase in average
loss per case. We also saw some increase in
both credit utilisation and overdrawn fimits
as a result of selectively tightening credit
availability to accounts showing signs of
siress.

31.12.2006 31.12.2005
%

Bank Accounts) moderated in the secand peak, with impairments decreasing slightly Credit utiisation 81 278
half of 2006. This growth was driven on an absolute basis in the second half of Overdrawn limits® 6.9 6.7
Arrears roll rates™ 58.1 57.0

predominantly by the residual seasoning
of the pre 2004 Credit Card book.

Impaired unsecured loans increased to
£2,411m {2005 £2,049m) representing
13.17% of closing advances (2005 11.51%).
Provisions as a percentage of closing
advances increased to 9.29% (2005 8.43%).
Closing provisions cover as a percentage

of impaired unsecured loans reduced slightly
to 71% {2005 73%).

Retail
continued

the year. Delinguency and loss emergence
rates on new business also demonstrate
a sustained improvement in the quality of
business written subsequently.

Credit Cards

Credit Card impairments increased to 15.4%
{2005 10.8%) and provisions increased to
11.4% {2005 8.4%) of closing advances, the
rate of growth slowing in the second half

of the year. The main driver of impairment

! percentage of total available credit lines that are drawn
down [restated to excluda unutilised expired cards).

#percentage of accounts in excess of credit limit.

@ percentage of credit card balances in arrears that have
worsened in the period.

Value for money products

In 2006, we achieved the most
“best buy” mentions of any UK
Retail bank for the second year
running.
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to 3.6% (2005 4.6%;} of closing advances,
in line with our business strategy to focus
on the acquisition of fuli facility bank
account customers.

Business Banking

Impaired loans and provisions as a proportion
of closing advances decreased to 5.3% (2005
B.1%) and 3.5% (2005 7.5%) respectively.
This improvement was, however, primarily
the result of the amalgamation of a portfolio
of business banking loans originated with

the Corporate division into the existing Retail
portfolio in the second half of 2006.

Non-operating Income

Non-operating income of £48m (2005 £46m}
comprises realised investment gains of £26m
(2005 £nil), the major component being the
part disposal of our investment in Rightmove,
and the profit on the safe and leaseback of
premises of £22m (2005 £46m).

As at As at
31122008 31,12,.2005

Loans & advances

to customers £237.7bn £219.0bn
Classification of advances” % %
Residential mortgages 92.1 91.4
Other personal lending:
Secured Persanal Loans 0.5 0.8
Unsecured Perscnal Loans 3.7 38
Credit cards 3.0 33
Banking 0.6 0.7
Total 100.0 100.0
tmpairment provisions on advances £m £m
Secured 408 424
Unsecured 1,700 1.500
Total 2,108 1,924
Impairment provisions as a %
of closing advances % %
Secured 0.19 021
Unsecured 9.29 8.43
Total 0.89 0.88
Impairment provisions as a %
of impaired lcans % %
Secured 10 10
Unsecured 7 73
Jotal 33 30
Impaired loans £m £m
Secured 4,047 4452
Unsecured 241 2,049
Total 6,458 6,503
Impaired loans as a %
of closing advances % %
Secured 1.84 2.21
Linsecured 13.17 11.51
Total 2.72 297
Risk weighted assets £112.4bn£109.2bn
Custormner deposits £144.6bn£132.2bn

* Befora impairment provisions.

Savings

Birmingham Midshires was voted

Best Online Savings Provider in
2006 by Your Money.
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Overall Retail lending increased by 9%

to £237.7bn (2005 £219.0bn) and deposits
also increased by 9% to £144.6bn

(2005 £132.2bn).

Mortgages

Net residential mortgage lending increased
by 58% in 2006 compared to market growth
of 20%. This strong performance was the
result of maintaining our appetite for new
mortgage business in the larger market,
combined with improvements to levels

of principal repaid.

Gross mortgage lending was maintained at

a level consistent with our share of stock.
Gross mortgage lending was £73.6bn in 2006
(2005 £60.6bn) representing a market share
of 21% (2005 21%). The mortgage book
increased by £18.8bn to £220bn delivering

a net mortgage lending market share of 17%
(2005 14%), comfortably within our target
range for the year of 15%-20%. Our share

of principal repaid at 24% (2005 25%)
continues largely to reflect previous levels

of gross lending, the benefits of our retention
strategy in relation to existing customers
having yet to be fully realised.

We continue to focus on strong asset cover
in our secured book. However, our retention
strategy for existing customers and reduced
appetite for lower return remortgage business
resulted in a modest increase in the LTV

ratio of new lending to 64% (2005 60%]).

The average LTV across our entire secured
lending book was stable at 44% (2005

43%; reflecting the positive contribution to
collateral cover from improving retention.

n BIRMINGHAM
MIDSHIRES

Online statements

Over 1.1 million customers now
take their bank statements online
rather than by post.
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of gross lending in 2006 at 10% (2005 10%)
with batances reducing by 4% to £6.6bn (2005
£6.9bn). Acquisition costs continue to reduce
as we concentrate our marketing effort on
existing customers with good credit histories.

Credit Cards

Our Credit Card business continues to
benefit from our multi-brand, multi-channel
distribution strengths, enabling us to

grow business volumes in higher quality
segments of the market. In 2006, against the
background of lower consumer spending
and borrowing, we acquired 743,000 new
accounts (961,000 including those acquired
through our joint venture partners) resulting
in an estimated market share of 11% of
new credit card accounts.

QOutstanding balances reduced by 4% to
£7.0bn (2005 £7.3bn) in line with the market,
reflecting less aggressive introductory
periods, lower consumer demand and the
proactive tightening of credit avaitability.

The implementation of lower default and
late payrment fees in August 2006 following
the Office of Fair Trading ('OFT"} ruling
resulted in a reduction in fee income of circa
£25m in 2006, with an estimated full year
impact of £60m in 2007,

Retail Savings

Savings deposits increased by 10% to
£124bn in 2006 {2005 £113bn), compared
to market growth estimated to be 8% over
the same period.

Retail
continued

FErmTy QU TE T TR AN AT

demonstrating the strength and diversity
offered by our Retail Savings' franchise and
reinforcing our position as the UK’s largest
savings provider with an estimated share of
the Household Sector Liquid Assets of 16%
{2005 16%). Strong inflows, in particutar,
were achieved by the Bank of Scotland and
Birmingham Midshires brands, and by our
tax-free range of products where we now
have a 21% (2005 20%) share of balances
in the cash ISA market.
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In addition to net inflows, we continue

to grow our customer hase and remain
committed to encouraging the next
generation of savers. Over 2.7m new
accounts were opened during the year,
of which over 380,000 were children's
accounts. We also attracted over 480,000
new to franchise customers.

8ank Accounts

We acquired 879,000 new Bank Accounts,
representing an estimated market share of
18% (2005 16%) contributing to an increased
share of stock of 13% {2005 12%). Our
current account book increased by 10%,
representing 77 % of our total bank account
sales {2005 74%).

Our sales success in 2006 was driven by
further innovative product launches. Qur
High Interest Current Account and our award
winning Student Account resulted in sales in
2006 up by more than 33% on 2005. Online
hanking registrations grew by 31% and
online transaction volumes grew by 40%.

Estate Agency

Halifax Estate Agency won the
Best Estate Agency Chain of the
Year Award.
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increased by 28% to 15,800 (2005 12,300),
with both our branch and intermediary sales
teams enjoying success as our ‘Promise to
Beat’ proposition proved popular amongst
SME customers. Successful new business
acquisition helped to drive up revenue by
19% in 2006.

Regulatory enquiry into banking charges
In September 2006, the OFT announced a
joint ‘fact finding' exercise with the British
Bankers’ Association (‘BBA) to review the
legal basis for banking charges. We have
participated fully in this exercise through
the BBA. As demonstrated in our response
to the review of Credit Card default fees

in 2006, we will co-operate fully in any
ongoing enquiry. We support competition
and, most importantly, we provide cheice for
our customers, consistent with our growth
strategy and the creation of long term
shareholder value.

Risks and
Uncenrtainties

Risks and uncertainties faced by Retail
revolve predominantly around uncertain
economic conditions which, if adverse,
could lead to a potential contraction of
the housing market and bring further
pressure to bear in the unsecured lending
markets, both resulting in a downturn

in business volumes and an increase in
credit related impairment losses.

SOLD-

viut halifas.co.uh/ustateagency for more propertaes

HALIFAX

Queen Street, Morley
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credit decisioning and management tools.
Affordability measures, responsible lending
practices and effective debt collection and
recovery processes will help in this respect.
Additionally, our investment in fraud detection
and prevention processes and systems will
help to mitigate potential increasing losses

in this area.

The potential reduction in fee revenues from
regulatory intervention is an ongoing headwind
and rermains a key challenge, as demonstrated
by the impact of the OFT's statement on
Credit Card default charges, effective from

1 August 2006. To address this risk, our
planning continues to take into account the
regulatory pressures that we face and the
actions we will take. We will continue to focus
on our cost leadership position as a means of
mitigating against the risks of fower revenues.

Prospects

We continue to see opportunities for growth
across all of our principal business activities.
Easy to understand, competitively priced
products, and rigorously controlled cost
growth and risk management, will enable us
to drive both customer advocacy and growth
in shareholder value.

In mortgages, we will continue to pursue our
five-brand market strategy, which enables
us to apply flexibility in how we maintain

our leading market position. Important
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July 2008. In 2007, we expect to deliver a full
year share of the net mortgage market in the
15%-20% range with the profile of maturing
cessations dictating that our second half
perfarmance will be stronger than the first half.

Conditions in the unsecured credit market,
with high levels of indebtedness and significant
affordability stretch, lend themselves to the
maintenance of our current strategy of shifting
the mix of business towards higher quality,
existing customers.

In liquid savings, we will also continue

to leverage our multi-brand capability to
maintain our market leading position. This will
include the launch of further ‘hero” products
on a selective basis, targeting specific
customer needs whilst avoiding product
duplication and overlap.

In summary, whilst recognising the need to
choose the right time for growth in markets
such as unsecured lending, in the longer term,
we continue to see attractive growth prospects
across all of our Retail businesses. Our uniquely
strong sales and distribution model gives us the
ability to choose our timing, and to achieve our
long term goal of profitable shares in the 15%-
20% range in all our markets.

Business Banking
Business Moneyfacts awarded
Bank of Scotland Best Overall
Business Bank 2006.

Online banking

Qur online banking increased
the number of active online
users to 2 million.

-

9% BANK OF SCOTLAND
BUSINESS BANKING




operates in the UK’s £1m+
turnover market, offering innovative
banking and finance solutions to
customers via a distinct asset class
management strategy.

Our Brands

2 BANK OF SCOTLAND wwa ewaycars.co.uk
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Peter Cummings
Chief Executive, Corporate
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Corporate operates in the UK’s £1m+ turnover market, offering
innovative banking and finance solutions to customers via
a distinct asset class management strategy.

Innovative products and services

Corporate provides innovative products and services to UK businesses,
typically those with turnover in excess of £1m, in markets where we have proven
knowledge and real expertise. The division comprises a number of relationship
banking and specialist lending teams with considerable experience, committed
to understanding customers' needs and empowered to make decisions quickly.

Relationship Banking

provides a range of banking products across the spectrum of our customers.

Our real estate teams have extensive experience of commercial property finance
and offer a range of funding options. Qur commercial bank is a diverse business
focusing on the needs of medium and large businesses. in Scotland, we continue
to enjoy a market leading position, with England and Wales representing
significant opportunities.

Integrated, Structured & Acquisition Finance

operates in the UK leveraged buy-out market, providing a ‘one-stop’ mix of
mezzanine and equity finance, traditional senior debt and working capital
delivered through long term partnerships with excellent management teams. In
private equity we have an enviable reputation for imaginative deal making through
our participation in some of the UK's largest transactions. We invest in a number
of private equity funds with selected private equity houses.

Asset and Motor Finance

covers a diverse market sector and is engaged in financing or owning tangible
assets. The assets financed range from oil tankers, trains and aeroplanes

to photocopiers, IT and vending machines for major multinationals to small
consumers. Our motor business finances single vehicles to fleets of cars, vans,
buses and HGVs. Our products range from simple lcans through to complex
structured leasing and ownership structures.

Infrastructure, Housing and Oil & Gas Finance

provides debt funding solutions and risk capital investments in essential
economic and social infrastructure projects via government PFl and PPP projects.
Active across a wide range of sectors, including health, housing, education,
transport, PFl and defence, we have been a key partner in numerous innovative
developments. Our Oil & Gas Finance business has an unparalleled track record
of delivering truly bespoke products to the UK sector since the development of
the North Sea fields in the early 1970s.

Colleague development
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Using our asset class management strategy
we concentrate on the markets where we

believe we have real expertise and where
we can generate superior returns.
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Indicators

Our Key Performance Indicators help us to
measure our progress against each element
of our strategy.

Selective asset growth

Our strategy enables us to sharpen our focus on our
core markets to enhance our depth of knowledge and
experience. By concentrating our attention on markets
where we have expertise, we will continue to devetop our
customer relationships through purposeful and dedicated
relationship management.

Growth in Loans and Advances to Customers (%)

Before sell down 2008
Betorelsellldowni2005]

After sell down* 2006 ERQ
Xy ) clenmr 206 | 8%

! *After sell down reflects the growth in advances retained on our balance sheet

(i.e. after we have sold a proportion of our lending to another organisation).

Controlled credit risk

Our rate of asset growth and associated impairment
experience is determined by the balance between the credit
risks we take and the returns we achieve.

Impaired loans as a % of closing advances

2005) 1.89%

Cost leadership

Cost discipline for Corporate means driving value for
money from all expenditure by understanding fuily why we
incur costs and how they support our stated objectives.

Excluding the impact of Lex, which became a wholly owned subsidiary from

31 May 2008, our cost:income ratio in 2006 would have falien to 28.3%.

£1,663m

Underlying profit
before tax up 17%




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

The key aspects of our strategy to deliver
our overall objective are:

Selective asset growth, whilst preserving
strong margins and exercising vigilant
credit risk management

We believe our focus on asset class
management will deliver the growth
opportunities to allow us to add tc the
sectors in which we are already market
leaders and support strong growth in other
selected markets, We continue to seek
quality opportunities at the right price and
with the right partners, concentrating on
returns rather than volumes and an increasing
focus on sell downs. Our shareholders
benefit from an operating model designed
to generate significant and sustainable
shareholder returns.

Corporate
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- our success is very much dependent on the
success and prosperity of the communities
and the society in which we live and work.
It’s therefore our respensibility to invest in
activities that connect our colleagues and
communities in a way that has a positive
impact. Our business activities visibly support
education and social projects and the number
of colleagues engaged in volunteering across
Corporate continues to grow.

Cost discipline

Caost discipline for Corporate means

driving value for money from all expenditure.
We will continue to challenge how we can
deliver a superior service, from innovation
and delivery of differentiating strategic
projects, while minimising costs.

Our performance
in 2006

Underlying profit before tax in Corporate
increased by 17% to £1,663m (2005
£1,420m). Included within this strong
performance, underlying net operating
income grew by 9% and underlying expenses
by 9%. Net interest margins improved and
impairment losses remained flat year-on-year.
Our share of profits from asscciates and joint
ventures increased to £157m (2005 £65m).

Crowing e UK Greneivse
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Year Year
ended ended
31.12.2006 31.12.2008
£m
Net interest income 1,861 1,695
Non-interest income 1,709 1,386
Commitment fees 39 45 .
Guarantee fees 23 28 '
International fees 49 33
Transaction fees 63 62
Underwriting fees 89 61
Other 99 100
Fees and commission income 362 329
Fees and commission expense {21) {36}
Profit on sale of investment
securities 224 183
Operating lease rental income 1,006 682 |
Other operating income 138 248 :
Net operating income 3,570 3,081 |
Operating expenses {1,571) {1,253} I
Staff 447) (410}
Accommodation, repairs
and maintenance {2) 2)
Technology {16} 2
Marketing and communication {31) {30}
Depreciation:

Property and equipment

and intangible assets 31) (22)

Other {91} (92) ,
Sub total (618)  (558) |
Recharges: |

Technology {50) 48) ‘

Accommedation {53) (46)

Other shared services {62) 65) ‘
Underlying operating expenses {783) (717) :
Operating lease depreciation (788} (536) '
impairment on investment securities (69) 45)
Operating profit before provisions 1,930 1,783 I
impairment [0s$es on
loans and advances (424) (428)
Operating profit 1,506 1,355
Share of profits of associates
and jointly controlled entities 157 65
Underying profit before tax 1,663 1,420
Net interest margin 2.22% 215%
impairment losses as a %
of average advances 0.52% 0.56%
Costiincome ratio 28.9% 2B7%

¢ BANK OF SCOTLAND
CORPORATE

Vue Cinemas
We structured the £350m MBO
of Vue Cinemas handing the
management team the majority
stake in the business.
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Net interest income grew by 10% to
£1,861m (2005 £1,635m) and underlying
non-interest income grew by 6% to £852m
{2005 £805m}. In a buoyant, competitively
priced market, we continue to actively sell
down positions that might otherwise dilute
returns or result in a concentration of risk,
contributing to an improved net interest
margin of 2.22% (2005 2.15%).

Movement in margin Basis points

Net interest margin for

the year ended 31 December 2005 215
Lending marging 15
Lex" {5}
Capital earnings 13)

Net interest margin for the year

ended 31 December 2006 222

* Reflects the funding cost of operating lease assets
included in net interest income.

Net fees and commission income increased
by 16% to £341m (2005 £293m). Realised
gains from our diversified investment
portfolio increased by 37% to £224m (2005
£163m). Netwithstanding this, unrealised
gains in the portfolio at the end of the year
were higher than at the beginning, providing
further confidence that such gains are
sustainable going forward. As anticipated,
other operating income decreased by 44% to
£138m (2005 £248m), 2005 having benefited

Operating Expenses

Cost efficiency continues to be a key
differentiator for our Corporate business.

In 2006, underlying expenses increased by
9% to £783m (2005 £717m), with the cost:
income ratio moving to 28.9% (2005 28.7%).
Excluding the impact of Lex, which became
a wholly owned subsidiary from 31 May 2008,
underlying expenses would have increased
by just 5% and the cost:income ratio would
have fallen to 28.3%.

Credit Quality and Provisions

Impairment losses remained stable at
£424m {2005 £428m), comparing favourably
to lending growth of 8%. As a percentage
of average advances, impairment losses
impraved to 0.52% (2005 0.56%6) and
impairment provisions as a percentage of
closing advances improved to 0.83% (2005
0.899%;). This reflects the prudent balance
struck between our market share ambitions
and our natural caution at this stage of

a benign credit cycle.

Associates and Jointly Controlled Entities
Associates and joint ventures, most of
which ferm part of our Corporate investment
portfolio, continue to be a key source of
profitable activity. Strong markets have
resulted in sustained uplifts to the valuation
of assets held within these entities,
contributing to profits of £157m in 2006
(2005 £65m).

We provided support to Eco 2,

a company at the forefront of
mitigating the effects of global
warming by providing expertise

in renewable energy technologies.

Leading corporate social responsibility

oU7e of shares In Lex. As a wholly owned
subsidiary from that date, it has subsequently
been fully consclidated within the Corporate
income statement. Prior to 31 May 20086,

our share of profits from Lex was reported

as a jointly controlled entity. The table helow
shows the results of Lex included in the
Corporate income statement.

Year Year
endsd andad
31122006 31.12.2005

£m
Net operating income 293
Operating lease deprectation {235)
Underlying operating expenses {31)
Operating profit 27
Share of prefits of associates and
Jointly controlled entities 8 19
Underlying profit before tax 35 19

The acquisition of Lex makes HBOS number
one in the contract hire market with added
reach into brokers, the public sector, SMEs
and large corporates. This emphasises

our commitment to creating a werld class
contract hire business and builds on the
strong position we have already established
for our Vehicle, Asset and Motor businesses.

Number one in the Contract
Hire Market

Following the purchase of Lex
Vehicle Leasing, 1 in 8 of the
vehicles on UK roads are now
financed by our Group.

3
O

Lex

www.freewa ycurs.co.uk

A BANK OF BCOTLAMD GROUP COMPANY
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sl The strength of our franchise and our move in 2006, with an overall increase in leverage
to an asset class management strategy, levels. Qur approach has continued to be
Loans and advances which is driving best in class behaviours very selective, with a focus on supporting
to customers £85.3bn £79.2bn in our chosen markets, has enabled us to transactions by private equity houses with
Impairment provisions maintain strong growth in originations. During good track records across varying economic
onadvances . £709m  £704m 200, we maintained our stringent lending environments. The UK portfolio management
LTE?;:::,E";::::::Q“S asat 0.83% 0.89% criteria, focusing on sectors, partners and team maintain very close contact with our
c|assiﬁ¢:ﬁ°n of advances® ’ .,,: % returns rather than volume, and continued our  origination teams, monitoring the performance
. . rigorous approach to portfolio management of individual customers and private equity
Agriculture, forestry and fishing ! ! through active participation in the sell down houses. We have also taken advantage of
Energy 2 ! market. Lending increased by 16% before selt  high liquidity in the market to seli down debt
Manufacturing industry 5 7 downs and by 8% after sell downs in 2006 to positions to hold levels with which we are
Construction and property: £85.3bn (2005 £79.2bn). comfortable, with the average hold level
Property investmant 18 20 across the portfolio being below £25m.
Property development 6 B Property continues to be the largest
Housing associations 3 4 concentration within our lending book, We continue to be one of the largest and
Housebuilders 2 3 representing 35% of the partfalio. The most efficient players in the motor
Other property 6 3 property portfolic consists of property finance market, with 16% of our porticlio
Hotels, restaurants and wholesale investment 18%, property development 6%, representing our Asset Finance and Motor
and retail trade 10 1 housing associations 3%, housebuilders 2% business. This covers the whole range of
Transport, storage and and other property 6%. We have extensive secured debt and leasing from high value
communication 7 6 knowledge of the UK property sector and our aircraft, rail and marine financing to high
Financial 7 specialist property lending models, along with volume office equipment financing.
Other services 19 19 considered lending criteria, ensure that our
Individuals 3 2 portfolio risk is well diversified, both in asset As at 31 December 2008, the book value
Overseas residents 13 10 type and tenant concentration. of our portfolio of investments (i.e. equity,
100 100 . ] preference shares and loan stock held
The other sectors within our fending in companies, funds, joint ventures and
Impaired loans £1,124m £1,114m book have also performed in line with our associates) was £2.5bn (2005 £1.9bn} and
tmpaired loans as a % expectations. The service sectors (financial the number of holdings was in excess of 500.
of closing advances 1.32%  1.41% and others) have performed consistently Of this portfolio, less than half of the book
Impairment provisions as a % and together represent 24% of our portfolic. value was invested in private equity.
of impaired loans 63%  63% We have alsc experienced a satisfactory
Risk weighted assets £100.7bn £82.5bn performance from sectors associated with Deposits
Customer deposits £38.7bn £41.70n the slowdown in the retail sector such as As a consequence of our decision to price

* Before impairment provisions.,

continued

Corporate

retail, hotels, restaurants and manufacturing.
These sectors represent 15% of our portfolio.

Management buyout

An integrated debt and equity
package backed the MBO of
Conran Restaurants from
Conran Holdings Ltd.

away unattractive deposits, customer deposits
decreased by 7% to £38.7bn (2005 £41.7bn}.
As a corollary, we now move forward with a
higher quality deposit book more suited to our
longer term funding requirements.

J}}% dership f
Colleague development

Crypnel cliselpline

Crowing ihe UK frnshiss

Targeted international growth

Innovative Technology

We launched i|SITE, an award-winning
‘virtual online branch’ which allows
customers to hold and manage funds
on behalf of third parties.
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Risks and uncertainties faced by Corporate
in the execution of the divisional strategy
are primarily based around our ability to
manage the balance between risk and
return at each stage of the economic cycle.
In the current highly competitive corporate
market there is pressure on margins in many
segments. Whilst credit conditions are
currently favourable, in an adverse credit

or competitive cycle our ability to maintain
current levels of returns 1o shareholders may
be adversely affected.

To mitigate, we retain an appropriate risk
appetite focusing on protecting returns rather
than chasing market share. We are currently
pursuing a strategy of selective lending,
choosing the appropriate balance between
sell downs and retention activity. Our market
understanding, asset quality, sound customer
and partner base, proven track record and
enhanced sector intelligence (which is

being enhanced through our asset class
management strategy) are all designed to
manage the balance between risk and return.

Commentators are now predicting a soft
landing for the UK economy and a return to
trend growth in the medium term. The UK
equity markets are benefiting from earnings
growth following cost control and improved
margins in UK companies, However, given
the tightening credit cycle, our approach
will continue to centre on 'quality first’ and
being highly setective on which investment
oppertunities to pursue.

Qur presence in England & Wales continues

to grow and we remain focused on improving
performance in our chosen asset classes in that
market. Our renewed and invigorated approach
to the SME market in England & Wales will
drive strong value creation as we capture an
increased share of this attractive profit pool,
We will seek to leverage our existing strengths
and relationships in areas such as specialist
financing, ultimately extending these to full
banking relationships, and also attract new
client segments through the development

of a distinctive core banking offer.

Through our asset class management strategy
we will further sharpen our focus on our core
markets to enhance our depth of knowledge
and experience. By concentrating our
attention on markets where we have expertise,
we will continue to develop long term
relationships with our chosen customers.

Combining these initiatives with our
willingness to “look at things differently”, -
we are confident of driving sustained
shareholder value creation and significant
profit growth in 2007 and beyond.

Women in Business
The team won QOutstanding
Achievement for Women’s

Enterprise award, INNOVATOR
category, at the 2006 Prowess
national conference.




is one of the UK’s largest providers

of insurance and investment products,
offering multi-brand life, pensions,
mutual funds and general insurance
products.
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Chief Executive, Insurance & Investment
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we are

Insurance & Investment is one of the UK's largest providers
of investment products, offering multi-brand life, pensions,
mutual funds and general insurance products.

Multi- chann%’

Insurance & Investment manufactures and dlstnbutes a range of Ilfe pensuons
investment and general insurance products. The division uses its multi-channel,
multi-brand operating model to maximise both distribution reach and product
and pricing flexibility. Whilst low cost access to the large HBOS Retail customer
base is a core strength, the division also enjoys strong 3rd party distribution
relationships with partners and intermediaries.

Our General Insurance business focuses on Household, Repayment and

Motar Insurance. The Retail branch network is our core distribution channel

for Household Insurance. However, increasingly sales are being made through
partners and intermediaries and direct to customers via e-commerce and
telephone channels. Our Repayment insurance products are distributed through
the Retail branch network and a number of large 3rd party relationships.

Motor Insuranc

The esure and F|rst AIternatwe jomt ventures underwrite all of the Group's
Motor Insurance under the esure, First Alternative, Sheilas’ Wheels, Halifax and
Sainsbury’'s Bank brands. Distribution is largely through esure’s direct channels
as well as in Sainsbury’s supermarkets and via our Retail branch network.

B 7Y
Investment Bu&%‘ss

Our Investment busmessee focus on manufactunng and dlstnbutmg mvestment
funds, bonds and pensicn products. This business mix covers over 80% of the
UK life, pensions and investment market. We have chosen not to actively market
annuities given the longevity risk and capital requirements of these products

- instead offering our customers access to products from other providers via an
in-house independent annuity service.

Distinct d'st”bufé,

Our Investment businesses have three distinct distribution channels Bancassurance
Intermediary and Wealth Management. In Bancassurance, Halifax branded
business is distributed principally through branch-based perscnal financial
advisers with high net worth business sold under the Bank of Scotland Investment
Service ('BOSIS’) brand. In Intermediary, we distribute Clerical Medical branded
products and, in Wealth Management, we own a 60% stake in St James’s Place
(‘SJP"), a leading player in the wealth management market.
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Qur strategy is to be the UK’s leading
insurance and investment group using our
multi-channel, multi-brand operating model

and accessing the significant HBOS customer
base to grow profitable market share.

S/ S
Indicators
Our Key Performance Indicators help us to

measure our progress against each element
of our strategy.

T W W R el B R e

Growing market share of

personal lines insurance

There are significant opportunities through the Group's
Retail network, through intermediaries and our joint venture
with esure to grow market share in Household, Motor and
Repayment Insurance. In particular, we will use HBOS's
market leading position in mortgages to grow market share
of Household Insurance.

General Insurance sales

% of Group Martgage
{Gross Written Premiums £m)

customers who have our
Household Insurance

53]

Growing market share of

investment products

As part of the UK’s largest liquid savings provider, our
Investment Business is well placed to benefit from higher
savings ratios, supporting demographics and increasing
recognition by individuals that they will need to save for their
retirernent themselves,

Investment Business sales
(APE €m)

Market share of investment
Sales (APE) and AUM

Assets under Management I
200650 2003
2005, 550 [

&0 437Emm

Driving customer satisfaction

Service is central to our growth ambitions, driving both new
sales and improved retention, We are investing in technology
to maximise efficiency and to further enhance service
standards. For example in General Insurance, responding
quickly when customers call to register a claim on their
household insurance allows us to provide our customers
with peace of mind.

Tetephony answer rates (%) Intermediary customer service
{Household Insurance claims) Financial Adviser Award

2005} &%

] Telephony answer rate is defined as calls answered as a % of calls answered
plus calls abandoned after 3C seconds.

Cost leadership

We seek to maximise efficiency in our new business processing,
existing business administration, claims handling and
customer service, with investment in supporting technology
and process improvements.

Underlying ‘Jaws’ measure

2005 0%

Jaws is defined as the difference between the rate of growth in underying
net operating income and underlying operating expenses.

£581Tm

Underlying profit
before tax up 19%

a7




Qur strategy is to be the UK's [eading
insurance and investment group. We have
ambitions to grow our market share in all
sectors in which we operate, but our emphasis
is on profitable growth. Our strategy is based
off the core strengths of our existing multi-
channel, multi-brand operating model,
leveraging the strength of the Group’s brands
and our access to the significant HBOS
customer base, but also further extending
our presence in 3rd party channels.

Key objectives in support of this strategy
include:

Growing our market share of personal
lines insurance

Leveraging our market-leading position

in mortgages, we are targeting growth

in Household Insurance, through the
development of our product propositions and
brand offerings. There are significant growth
opportunities through the Group’s Retail
network but also through intermediaries

and we will leverage the Group’s strengths
and expertise in both channels with the
objective of profitably growing our existing
7% market share. We will utilise the strength
of the esure and Sheilas’ Wheels brands to
grow our Motor Insurance business when the
pricing cycle turns. We will maintain a leading
position in the repayment insurance market,
continuing to enhance our customer offering
to support growth in both 1st and 3rd party
channels.

Insurance

VPG WHT LU IV LV WA VLIV AU TR TR
leading Bancassurance business, offering our
customers simple, value for money products,
while investing in adviser recruitment, branch
space and technology to drive further capacity
and productivity improvements. In the
Intermediary channel, where returns are less
strong, our focus is on optimising the value
generated by selecting the product areas and
intermediary segments which offer the most
attractive returns. SJP will continue to target
growth through its unique business madel in
the growing wealth management market, with
a dual focus on improving productivity and on
recruiting top quality partners.

Driving customer satisfaction and
retention through the delivery of

service excellence

Service excellence will continue to be
critical to our business model. We are
investing in technology to maximise process
efficiency, with an increasing emphasis on
straight through electronic processing to
reduce rework and errors. We will continue
our focus on the recruitment, training

and retention of quality colleagues who
will provide service excellence and drive
advocacy of our products.

Maintaining rigorous cost control disciplines
Cost efficient growth is at the heart of our
strategy. We will seek to maximise efficiency
in our new business processing, existing
business administration, claims handling and
customer service, whilst investing in growing
the business with supporting technology and
process improvements.

Investment

Targeted international growth
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5 Star Rating
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Underlying profit before tax in Insurance

& Investment increased by 19% to £581m
{2005 £489m) with General Insurance profit
increasing by 20% to £304m {2005 £254m}
and Investment profit increasing by 18% to
£277m (2006 £235m). Investment profit on the
Full Embedded Value basis (described in the
supplementary EV information on pages 20 to
24)increased by 30% to £539m {2005 £414m).

Generat Insurance sales, as measured by
Gross Written Premium ({GWP’), decreased
by 4% to £1,884m (2005 £1,977m) reflecting
a strong performance in Household Insurance
(up 11%) offset by lower sales in Repayment
Insurance (down 10%) and Motor Insurance
{down 9%).

Investment sales, as measured by Annual
Premium Eguivalent ("APE’), increased by
23% to £1,817m (2005 £1,473m) with strong
growth in all three channels: Bancassurance
up 12%, Intermediary up 28% and Wealth
Management up 58%.

Qur ¢ontinued focus on cost efficiency
resulted in underlying operating expenses
increasing by only 2% whilst underlying
non-interest income increased by 8%.

We maintained a Defaqto five star
rating on our Household, Travel and
Pet products for the 4th year running.




Yaar Year

endad snded

31.12.2008 31.12,2005
tm
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before tax in General Insurance increased by
20% to £304m (2005 £254m) reflecting our
continued focus on retention alongside strong

Groas Written Premiums
Yaar Year

anded anded
31.122008 31.12.2005°

£m
‘ Net interest income {23} (95) underwriting performance. GWP fell by 4%
Norwinterest income 10,773 12948 1o £1,894m (2005 £1,977m). Notwithstanding Household 618 857
Foes and commission income e 53 strong price competition, Household Insurance Repayment:
Foes and commission exoense (84 (604) sales grew by 11% although Repayment 1st party 528 465
| ) : Ission exp Insurance was down 10%, reflecting reduced 3rd party 420 489
! ; n::;: r:g: cg;fg;;"s on 5161 4487 unsecured personal lending volumes. In Motor, Motor 298 327
| Change in value of in-force ’ ' sales were down 9% in a highly competitive Other 30 45
| lang term assurance business 179 337 market W.hICh' has yet to see a sustained Total 1894 1977
i Investment and other increase in prices that would warrant the
ingi ursuit of faster sales growth.
operating income 6008 879 P o * 2005 GWP re-analysed to reflect a revised allocation af
e ‘other’ insurances to the Household capticn.
Net operating incomeo 10,880 12,853 Underlying non-interest income increased
\ Oparating expenses {10,062} (12.330) 1y 149 to £450m (2005 £396m). Underlying
Staff @59) (@27 | operating expenses increased by 3% to Househoid insurance -
| Accommodatian, repairs £136m (2005 £132m). Notwithstanding strong price competition at
l and maintenance {20} (18) this stage in the cycle, sales of Household
Technology (a4} (34) Income Statement Insurance increased by 11% to £618m GWP
Marketing and communication (39) (34) (2005 £557m). Policy numbers increased
Depreciation: .:;:.; m\:: by 10% to 3.2m (2005 2.9m), 53% of new
Property and equipment and 31.12.2008 31.12.2005 policy sales being generated from Group
intangible assets {51} {47) Em distribution channels and the balance through
Qrher {219)  (250) Net intarest income 27 24 3rd party distributors.
Non-interest income 848 795
Sub total 722 (10 o Going forward, we will further leverage the
Recharges: Fees and commussion Income 16 30 Group’s market leading mortgage position and
Technelogy @5 (45 Fees and commission expense (548)  (588)|  distribution strengths to drive further profitable
Accommodation {35} 31 Net earned premiums cn growth. Sales through the Retail branch
Other shared services {18} (18) insurance contracts 1315 1226 network in 2006 increased by 9% to £139m
Change in value of in-force ; H
Underlying operating expenses (820}  (802) long 1germ assurance business {s) 54 {2005 £127m) and internet sales mgreased by
Change in investment Investment and other 39% to £25m (2005 £18m). Following the sale
contract liabilities {2,898} (5.198) operating income 68 73 of the Paymentshield intermediary business
Net claims incurred an in November 2006, we terminated the
insurance contracts 2,215 {1,892 Net operating income 875 819 underwriting agreement with Paymentshield.
Net change in insurance Operating expenses (534)  (531) This agreement contributed £92m of GWP
| contract Eabilities (3,560} (4,069) Underlying operating expenses (136) (132) in 2006, and consequently we expect sla!es
Change in unallocated surplus (569}  (369) Net claims incurred on through 3rd party channels will reduce in 2007.
. ) insurance contracts (352) (354)
;:::2::5:::; rccociatos o8 o2 Net change in inscrance The quality of our Household Insurance
and jointly controlled entities @ 54 contract liabilities (46) (45) products and service was reinforced by the
‘ Operating profit 241 288 recent confirmation of our 5 Star Defagto
Underlying profit before tax 581 489 perating b ) rating for the fourth consecutive year.
- Share of losses of associates
d jointl trolled entiti 3 34
and jointly controlled entities Ul B4 Underwriting performance in Household
Underlying profit before tax 304 254 Insurance has been good, underpinned by
continuing benign weather conditions in 2006
but also reflecting our continued investment in
claims management. This has contributed to
an exceptionally good Household Insurance
loss ratio of 45% (2005 49%).
Recognisable Brands esure
Sheilas’ Wheels is one of the fastest In 2006, esure became one of
growing car insurance brands ever the first UK insurers to help
and the most recognised UK insurer develop BSI repair standards

for female drivers.

within its repair network.

esure.com
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a result of lower unsecured personal lending
volumes, with sales to Group customers
down by 7% to £528m (2005 £565m), Whilst
volumes of unsecured personal loan and
credit card Repayment Insurance have fallen,
sales of mortgage Repayment Insurance
increased by 4% to £895m (2005 £91m).

Qur claims management service continues
to receive excellent results in industry-wide
surveys whilst also delivering tight control of
overall claims costs. This excellent customer
service provides an important competitive
advantage in attracting and retaining 3rd
party business.

On 7 February, the OFT announced their
decision to refer Repayment Insurance
{otherwise known as Payment Protection
Insurance) to the Competition Commission
('CC"). The CC has now commenced an
investigation of the repayment insurance
market, which will take at least a year but no
more than two years to complete. Whilst the
OFT recognised that Repayment Insurance
provides worthwhile cover and peace of mind
for many customers, they cited a number of
market features which could, in their opinion,
reduce competition and iead to poor value
for money. We will participate fully with the
CC investigation and in doing so we will seek
to lead the market in any market or product
developments to the benefit of customers
and shareholders alike.

In addition, the FSA announced in January
20067 that it would be undertaking a further
thematic review of the repayment insurance
industry. We will continue to work with the
FSA to ensure that our claims management
and sales processes address the needs of
our customers.,

Insurance

& Investment continued
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competitive conditions have severely
restricted scope for premium rate increases
in the market for most of 2006, reducing the
extent to which customers ‘shop around’
for a better price. This has limited the
opportunities for us to grow market share.

B e e R~ R B

Consistent with our focus on long term
shareholder value, we have concentrated
on retaining existing customers, maintaining
underwriting disciplines and maximising
operational efficiency to protect profitability.
We expect the planned transfer of First
Alternative's book of business to esure to
gain the appropriate regulatory and legat
approvals in the first half of 2007, resulting
in significant capital efficiency gains.

In the light of increasing claims inflation

and low investment returns, current market
pricing is, in our view, not sustainable and
we therefore expect to see premium rate
rises across the industry in 2007. This will
stimulate increased switching activity and
the opportunities for renewed sales growth.
In the meantime, we will continue to innovate
through brand and product differentiation
as a means of generating new sales. The
Sheilas’ Wheels brand, targeted at female
drivers, is a clear example of success in this
area with sales volumes far exceeding our
initial expectations.

Investment Business

Financial Performance

Underlying profit before tax in the Investrment
Business increased by 18% to £277m (2005
£235m). Underlying non-interest income
increased by 6% whilst underlying operating
expenses increased by 2%.

12,2006 31.12.2005

om £m

Net interest income {120) (119)
Non-interest income 9,925 12,153

Fees and commission income 103 123

Fees and commissicn expensa {238) (216)

Net earned premiums on

insurance contracts 3,846 3,241

Change in value of in-force

long term assurance business 184 283

Investment and other

operating income 6,030 8722
Net operating income 9,805 12,034
Operoating expenses {9,528) (11,799

Underlying operating expenses {684} (670)

Changa in investment

contract liabilities {2,888) (5.198)

Net clzims incurred on i

insurance contracls {1,863) {(1,538)

Net change in insurance

contract liabilities (3,514} (4,023)

Change in unallocated surplus (569) {369)
Underlying profit bafore tax 277 235

The above income statement includes

a nurnber of items which relate solely to
policyholder payments and benefits, When
these are netted off against each other, the

income statement can be simplified as follows:

Simplified Income Statement

Yeor ended Year anded
JAZ2008 31.12.2005

£m £m
Net interest income {120 {119)
Underlying non-interest income 1,081 1,024
Underlying net operating income 961 805
Underlying operating expenses (684) 670)
Undertying profit before tax 277 235

Targeted international growth
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Clerical Medical launched...
...a Discounted Gift & Income
plan in November, providing
an estate planning solution for
inheritance tax purposes.




Sighimedriv malrance sk ds well as
‘with-profit' contracts) are accounted for

on an embedded value (‘EV") basis, whereas
investment contracts (i.e. investment
business which does not carry significant
insurance risk) are accounted for under

1AS 39. Consequently, on an IFRS basis

the income statement incorporates two
very different profit recognition patterns
depending on the nature of the contract.
The table below sets out the contribution
from each type of contract.

Yaor encled Year ended
31122006 31.12.2005

£m £m

Contribution from insurance contracts® 485 491
Contribution from investment contracts” 50 2
Development expenditure {67) 80
Overheads associated with

development activity* (56) (45)
Other income and costs ) (11}
Debt financing cost ™ (128) (118}
Undertying profit before tax 277 235

* The figures for 2005 have been re-analysed to reflect
changes to the overhead allocation methodology.

*Debt financing cost includes the interest cost of
subordinated debt finance previousty inctuded within the
contribution from insurance contracts,

insurance Contracts (accounted for

on an EV basis)

The contribution from insurance contracts
decreased by 1% in 2006 to £485m {2005
£491m) as a result of lower actual vs expected
experience on existing business.

The contribution from new business increased
by 23% to £216m (2005 £176m) reflecting
continued growth in sales of insurance
contracts (up 18%)}, with bonds sold in our
Bancassurance channel making an important
contribution. The expected contribution from
existing business increased by 5% to £140m
(2005 £133m) as a result of the growth of the
in-force book. Actual vs expected experience
was lower at £16m (2005 £77m) reflecting a
strong 2005 comparative.

One million plus customers

In Bancassurance, we achieved
£937m new business APE, with
customer numbers breaking
through the 1 million barrier.

Contribution from existing business:

Expected contribution 140 133

Actual vs expected experience* 18 7
156 210

Contribution from new business 216 176

Investment earnings on net

assets using long term assumptions 113 105

Contribution from

ingurance cantracts* 485 491

* The figures for 2005 have been re-analysed to reflect
changes to tha overhead allocation methodatogy.

Investment Contracts

{accounted for on an IAS 39 basis)

Under IAS 39, profit recognition on investment
contracts is deferred to later years with a loss
typically recorded in the year of sale. Continued
growth in investment contract sales (up 25%)
increased this new business strain in 2006.
However, strong growth in the contribution
from existing business, which grew 35%

to £279m (2005 £206m), as our in-force
book increased in size and asset values rose,
resulted in investment contracts making an
overall net positive contribution of £50m (2005
£(2)m} to underlying profit despite the strong
sales growth.

Yoar ended Yaar ended
3122006 31.12.2005

£m em
Gontribution from existing business* 279 206
Cantribution from new business* (229) (208)
Contribution from

investment contracis* 80 @)

“The figures for 2005 have been re-analysed to reflect
changes to the overhead allocation methodology.

Total liabilities for investment contracts (which
provide an indication of the funds under
management} amounted to £37.3bn at the
end of 2006 (2005 £29.3bn).

Abways giving you extra

Strong performance from SJP

St. James’s Place funds under management now top £15bn.
In an average of managed pension funds, we were ranked top
quartile across all periods from three months to ten years.

underying periormndnce and value generdtion
of the Investment Business, supplementary
information is set out on pages 20 to 24,
providing income statement and balance
sheet information for our UK Investment
Business on a consistent EV accounting basis
for both insurance and investment contracts.
We refer to this basis as the ‘Full EV’ basis.

New Business Profitability

With the publication of the Full EV basis
supplementary information (set out on pages
20 to 24) and with the industry-wide demise
of the Achieved Profits basis previously
used to report the new business profitability
of our Investment Business, new business
profitability will, from now onwards, be
reported by reference to the Full EV basis.

This results in new business profitability
for 2005 which is 2% of APE lower than
previously reported because the Full EV
basis allocates a higher proportion of
overhead expenses to new business,

New business profitability by channel
and product type on the Full EV basis
is set out betow.

New Business Profitability (Full EV basis)

Year ended Ysar ended
31122006 31.12.2005

% APE % APE
Bancassurance 33 29
Intermediary 10 8
Wealth Management 36 37
Total 27 24
Life & Pensions 26 26
Mutual Funds 29 20
Total 27 24

New business profitability increased strongly
in 2006 to 27% {2005 24%) reflecting our
continued focus on value creation. In Wealth
Management, profitability remains strong
at 36% (2005 37%), with the decrease in
margin being due to higher sales of pensions
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rmodel and the productivity of our sales forces, will help to drive future growth. BOSIS is has improved new business margins. We
and margins in this channel increased to 33%  becoming an increasingly important source will continue our selective approach to this
(2005 299%). There has also been an increase of new business. Sales through this channel channel, focusing on individual pensions and
in profitability in the Intermediary channel to increased by 26% to £211m APE (2005 investment business, where we are able to
10% {2005 8%} reflecting reducing unit costs £168m). In an environment of increasing leverage the strengths of the HBOS Group
and increased average policy sizes. personal wealth, we expect this channelto be  to generate stronger returns, in preference to

an important driver of future growth. - Group Pensions business where margins are
Overall Life & Pensions margins remained thin and the future of the market is uncertain
strong at 26%. The increase in Mutual Intermediary given the planned introduction of personal
Funds profitability largely reflects efficiencies Intermediary sales increased by 28% to pensien accounts, as proposed by the
from increased scale, larger case sizes and £531m APE (2005 £414m). Impressive growth  Government in its pensions White Paper of
changes in the mix of funds. was again seen in our offshore proposition December 2006.

{up 104%) through our Global Investor
Operational Performance Product, and also in our pensions products. In keeping with competitors, we have also put
Investment sales increased by 23% to Our full pension product range has been in place specific initiatives to help reduce the
£1,817m APE (2005 £1,473m; reflecting successfully transitioned to the simplified relatively high level of lapses expetienced in the
strong growth across all three distribution regime introduced after Pensions ‘A-Day’ Intermediary channel in 2006. This will include
channels with Bancassurance up and we continue to benefit from our well special reinvestment offers for customers
12%, Intermediary up 28% and Wealth regarded technical support to IFAs and other switching out of the with-profit fund.
Management up 58%. intermediary partners under the Clerical

Medical brand.
Bancassurance
Sales through the Bancassurance channel
increased by 12% to £937m APE (2005

£ 3
£838m). Although sales growth was slower Investment Sales
than other channels, the profitability and Yesrendad Yearended Yearanded Yearended Yearenced Yearsnded Yearended  Yoar ended
H H H H H 31.12.2006 J31.12.2006  31.12.2008  31.12.2006 31.12.2005 31.12.2005 31.12.2005 31.12.2005
perSIStenCy. Of this business is Strong' With Single Annual Totad Total APE Single Annual Tolal Tota) APE
over one million customers, we continue o £m £m £m £m £m m [ Em
'e'”'grce our DOS'F'O{L ai}}?e ‘?tlﬁar, nurlnber Investment Bonds 6,643 23 5,668 688 5767 12 5779 580
Ogle e?:rcﬁwsos:erer‘:o Ioz pt :’3 p cszgp:)vi deq  ndiidual Pensions 2,203 243 25% 412 1607 B0 1767 321
valu . .y . p u .p Group Pensions 84 115 199 123 5 70 121 75
alengside full financial advice, offering our Annuiti 292 292 29 242 242 24
customers a compelling proposition. nnutiies
Protection 40 40 Ll 55 55 55
We believe that our Bancassurance sales Mutual Funds 1,790 286 2,076 465 1,665 243 1,808 409
forces remain the most productive in Total 11,104 707 11,811 1,817 9,332 540 9,872 1,473
the market with approximately £620,000
AF?E per gctive a d?f?ser in ourat()rancr;es Bancassurance 5,482 389 5,871 837 5,130 325 5,455 838
i 4 414
(2005 £530,000) and £850,000 APE (2005 Intermediary 3,035 228 2,263 531 2,591 155 2,746 1
£700,000) per client manager in the Bank of Wealth Management 2,587 90 2,677 349 1,611 80 1,671 221
Scotland Investment Service (‘BOSIS") high Total 11,104 707 11,811 1,817 9,332 540 9,872 1,473
net worth sales force. Insurance Gontracts* 3,776 85 2,861 462 3,096 81 3,177 380
Additional new business growth through Investment Contracts 7,328 622 7,950 1,355 6,236 459 6,695 1,083
our branch based Personal Financial Total 11,104 707 11,811 1,817 9,332 540 9,872 1,473
Advisers {'PFAs') has come, in pan, from
the expansion of our Retail branch network. * APE is calculated as annual premiums plus 10% of single premiums.,

** Accounted for on an EV basis under IFRS reporting.

Insurance
& Investment continued

Targeted international growth
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ISA sales

A strong tax year end campaign
saw sales of our ISAs growing
by 39%.
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yet ancther year of strong performance.
Sales of investment bonds continued to be
strong whilst at the same time significant
growth in pensions business was generated
from the Pensions ‘A-Day’ changes. Fund
performance and business retention

have been excellent, with funds under
management up 25% to £15.4bn (2005
£12.3bn}. Partner numbers now stand at
1,157.

Movement in assets under management
At a time when there is a considerable
amount of business replacement activity
across the industry, particularly in the
Intermediary channel following Pensions
‘A-Day’, the following table is designed

to assist in understanding net flows of
investment business (i.e. premiums received
less the outflow of funds from surrendered or
matured policies) in addition to sales growth
and investment returns.

Year ended Year ended
A1.12.2008 31.12.2005

thn fon
Opening assets under management 68.1 57.4
Premiums (new and existing busingss) 12.2 10.9
Maturities & claims (2.4) 2.7
Lapses (i.e. surrenders and repurchases) (7.4} (5.6)
Net inflow of business 2.4 26
Investment return {net of charges) 5.6 8.1
Increase in assets under management 8.0 10.7
Closing assets under management  76.1 68.1
Lapse rate (i.e. lapses
as % of average assets) 10% 9%

Assets under management increased by
£8.0bn (up 12%) to £76.1bn with premiums
from new and existing business increasing
by 12%. Lapses, however, also increased,
primarily in the Intermediary channe! as a
result of replacement activity associated
with Pensions ‘A-Day’ and higher lapses on
with-profit bonds. Net inflows were £2.4bn
(2005 £2.8bn) and investment returns {net of
charges) were £5.6bn (2005 £8.1bn).

CM
CLERICAL MEDICAL

vnceraintlies

The risks and uncertainties we face in pursuing
our strategy include competitive pressures,
regutatory change and the performance of
the investment markets. Greater competition
in the markets in which we operate is being
driven by market consolidation, technological
development and consumer demand. Our
scale, powerful distribution and efficiency

all provide us with a critical competitive
advantage and ensure we are well placed to
succeed in this environment.

Changes in regulation and legislation are

an ongoing feature of the insurance and
investment industries. We have respended
positively to changes in recent years {e.g.
Pensions ‘A-Day’) and will continue to take
opportunities to turn regulatory change to our
competitive advantage, where possible. The
most immediate and significant regulatory issue
facing our business at present is the potential
Competition Commission investigation of

the repayment insurance market which mavy,
ultimately, impact profitability across the
industry. However, as a manufacturer and
distributor of the products we are well placed
to deal with any resultant changes. We are
continually reviewing and enhancing our
processes and our proposition to ensure that
our Repayment Insurance products remain a
valued product for our customers.

The performance of the investment

markets (equities, property and gilts) has

a direct impact on our financial position

and performance and can affect investor
confidence. We seek to mitigate this risk
through diversification of our portfolio.
Further, our multi-channel operating model
enhances our opportunities for growth even
in difficult market conditions. Importantly, our
Bancassurance channel is less affected by
market performance than other channels, as
evidenced by strong growth during the bear
markets at the start of the decade.

In General Insurance, adverse weather
conditions, particularly flooding and storms,
could lead to a significant rise in Household

change in economic conditions could lead to
increased claims for our Repayment Insurance
business. A comprehensive reinsurance
programme is in place to limit our potential
exposure to major weather events whilst
robust underwriting and risk based pricing
remains a key part of our business model.

Prospects

Qur objective for Insurance & Investment
remains unchanged, namely to be the UK's
leading insurance and investment group.
Our long term ambition is to grow market
share in all the sectors in which we operate
but in doing so our emphasis will continue
to be on profitable growth. Gur strategy is
based on the core strengths of our existing
multi-channel, multi-brand operating model,
leveraging the strength of the Group's
brands and customer base, but also further
extending our presence in 3rd party channels.

In General Insurance, whilst short term

sales growth has been tempered by slower
unsecured lending growth and competitive
conditions in the motor market, we believe that
the medium term prospects for our combined
persanal lines businesses continue to be strong
subject to some regulatory uncertainty until the
Competition Commission enquiry reports. In
particular, in 2007 we will leverage our market
leading position in Mortgages to target further
growth in Household Insurance, through the
development of our product propositions and
brand offerings, and we will utilise the strength
of the esure and Sheilas’ Wheels brands to
grow our Motor Insurance business when the
pricing cycle turns.

In Investment, demographic trends and
increasing wealth point to significant long
term growth potential. Qur multi-brand,
multi-channel operating model continues to
deliver strong net growth and represents a
clear source of competitive advantage. This
will remain at the core of our strategy as we
continue to grow market share on profitable
terms and censolidate our position as the
number one investment business in the UK.

Wealth Management

In 2006, St. James's Place had
its best ever year, increasing new
single premium business by £1bn
to £2.6bn.

Clerical Medical award
Clerical Medical was awarded
Pension Provider of the Year at
the Bankhall Awards.

T

ST. JAMES’S PLACE plc
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multi-brand strategy focuses on
clearly defined locations — Australia,
Ireland and Europe & North America

— where we have established expertise
and operations.
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we are

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

Distinct businesses

International comprises three distinct businesses. HBOS Australia provides retail,
corporate, insurance and investment products. In Ireland, Bank of Scotland (lreland)
focuses on providing banking solutions to business banking customers and is
committed to becoming a full service retail bank in 2007. Europe & North Ametrica
combines the Group’s corporate, retail and investment businesses in those areas.

In Australia, our Retail and Commercial businesses operate under the BankWest
brand with strong presence in Western Australia and a growing presence
nationally. Our Insurance & Investment businesses operate under the St Andrew's
brand and our Corporate Banking business, based in Sydney, operates under the
BOS International brand providing, principally, M&A finance, real estate lending
and infrastructure/project finance. Asset Finance operates under the Capital
Finance brand.

Ireland

In Ireland, we are established in the business banking and intermediary markets
operating under Bank of Scotland {Ireland}’s ('BOSF’} brand. In our move to
become a full service Bank by mid 2007 we are finalising the development of a
nationwide branch network that will support the delivery of a full range of retail
banking products. Using the Halifax name, we offer simple, value for money
products aimed at overcoming customer inertia and creating clear differentiation
from competitor offerings.

Europe & North America {‘ENA’)

In ENA, the corporate business in Continental Europe targets sectors of specialist
expertise including private equity, real estate and project finance. Corporate North
America focuses on sectors in which we have experience including oil and gas,
gaming and real estate. Our retail activities consist of Banco Halifax Hispania
{'BHM’), our expanding branch network in Spain and our online and intermediary
morigage business, BOS Netherlands {BOSNL’). Our investment business
provides life assurance and pensions, predominantly, to the German investment
market through the Clerical Medical Europe and Heidelberger Leben brands.




Strategy

Internationally we target growth in our businesses

by taking the strategy that has proven to be successful
in the UK to other markets that fit our growth model.
Our rate of asset growth and associated impairment
experience is determined by the balance between the
credit risks we take and the returns we achieve,

- - J - T . - .- - - -
Indicators

Our Key Performance Indicators help us to measure our
progress against each element of our strategy.

Growing nationally across Australia

We have operated in Australia for over 10 years and over the
past three years have expanded our Retail and Commercial
banking capability nationally. We offer simple and aggressively
priced products, supported by distinctive marketing to
increase brand awareness and new business.

Loans and Advances
to Customers

Impaired loans as a % of
closing balances

£24.5bn

2005

0'662)

Creating a full service bank in Ireland

The creation of a full service retail proposition and ongoing
investment in our business banking operations are designed
to make us the 4th largest full service bank in Ireland by 2009.

Loans and Advances
to Customers

Impaired loans as a % of
closing balances

£

Growing products and sector specialisms
in Europe & North America

Across our businesses, we are expanding our interests

and seeking to capture the synergies open to us by closer
co-operation across geographical boundaries.

Loans and Advances
to Customers

Impaired loans as a % of
closing balances

£12.6bn 0.62%

1480%

Cost leadership

We recognise the importance of cost discipline and while
planning to invest appropriately to take advantage of the
growth opportunities in our International markets we will target
operational efficiencies in our business as usual activities.

5

£820m

Underlying profit
before tax up 34%
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Our strategy in Australia is to grow

by offering a highly individual and
differentiated selling proposition based
on simple products, aggressive pricing,
distinctive marketing and speed of service
We are determined to provide an alternative
to established financial service providers.
This is increasingly being recognised by
Australian consumers. We will continue to
increase national brand awareness of our
strategic businesses: Retail, Commercial and
Insurance & Investment, and deliver solid
scalable value generating growth. Our niche
businesses, Corporate Banking and Asset
Finance, will continue to grow strongly in
their selected markets and support our aim
of becoming a significant national financial
services provider,

Our strategy in {reland is to achieve
sustainable profit growth through the
creation of a full service bank which will
provide the platform for our Retail and
Business propositions

Qur primary strategic objective is to deliver
sustainable profitable organic growth through
the creation of a full service offering in the
Irish marketplace. This strategy will position
us as the 4th largest full service bank in
Ireland by the end of 2008. We intend to
deliver a nationwide network of Halifax

retail branches distinguished by a unigue
approach to retail banking in Ireland. In
tandem the delivery of the full service offering
will, we believe, secure the platform and

the opportunity to aggressively expand our
business banking franchise.

expanded infrastructure and through an
expansion of our products and sector
specialisms

ENA’s primary strategic objective is to deliver
sustainable profitable organic growth through
co-ordinated and targeted investment and
expanded activity across our specialist
sectors. Our aim is to broaden the ENA
footprint across our key geographies and
sectors by investing in an expanded network
while continuing to develop opportunities

in new markets. This investment, combined
with the recruitment of sector and product
specialists and development of enhanced
risk management techniques, will create a
platform for organic growth across ENA.

To maintain a cost discipline while
recognising the need to invest for growth
International recognises the importance

of cost discipline in its businesses and
while planning to invest appropriately to
grow across the overseas businesses, the
business as usual activities will be targeting
operational efficiencies.

Year ended Year enced
31.12.2006 31.12.2005

Our performance
in 2006

Underlying profit before tax increased by
34% to £820m {2005 £610m), with all three
businesses contributing to this growth. In
Australia, strong growth in income came from
market share gains and corporate lending.
Irefand saw significant volume uplifts and
higher profits notwithstanding the roll out
costs of the retail branch network. Eurape &
North America benefited from strong growth
across all of the businesses.

Lending increased by 24% to £53.0bn (2005

£42.9bn) and deposits increased by 32% to
£18.3bn (2005 £13.8bn).

International

£m £m
Net interest income 1,239 1,018
Non-interest income 929 503
Fees and commission income 237 206
Fees and commission expense (191} {176}
Net earned premiums on
insurance contracts 488 187
Change in value of in-force
long term assurance business 104 59
Qperating lease rental income 36 32
Investment and other
operating income 255 195
Net operating income 2,168 1,521
Operating expenses {1,128} {723)
Staff (350)  {283)
Accommodation, repairs
and maintenance (43} (39)
Technology (33) (19)
Marketing and communication 45) (35)
Depreciation:
Property and equipment
and intangible assets 33) (28)
Other (139} (124)
Sub total {643) (528)
Recharges:
Technology ) (1)
Accommodation M
Underlying operating expenses (845) {529)
Operating lease depreciation {24) {25}
Change in investment
contract liabilities {12} 109
Net claims incurred on
insurance contracts (113) (127)
Net change in insurance
contract liabilities (334) (151}
Impairment on investment securities @ ()]
Operating profit before provisions 1,038 792
Impairment losses on
lpans and advances {220y (180
COperating profit b g 612
Share of profits/{losses) of
associates and jointly controlled entities 3 {2)
Underlying profit before tax 820 610
Net interest mangin 2.49% 2.65%
Impairment losses as a % of
average advances 0.46% 0.48%
Costiincome ratio 38.3% 40.0%
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dverage excrnadnge raie 1or ine montn. tne

ar12o008 a1200s  @verage exchange rates for the respective prihpessiiiafyin
reporting periods were: £m m
Loans and advances i -
to customers £53.0bn £42.9bn Year snced Year ended Net interest income 50 413
tmpairment provisiens 31.12.2008 31.12.2005 Non-interest income 166 143
on advances £272m  £310m £1 : Australian dolfar 2.45 2.39 Fees and commission income 113 99
tmpairment provisions as £1: euro 1.47 1.46 . i
a % of closing advances 0.51% 0.72% e ’ ' Fees and commlfswn expense 12) ®)
Classification of advances*®: % % £1: US dollar 1.84 1.82 :'12:_;:;:2:13:\?2::::5 on 29 1%
Agricufture, toresiry and fishing ! ! . . Operating lease rental income 9 10
Enargy 2 2 The closing exchange rates used in the o
. 3 Cther operating income 35 24
Manuiacturing industry 3 3 conversion of the International batance
Construction and property 19 18 sheets were: Not operating income &67 556
Hotels, restauranis and o o Operating expensos (331} (302
5 A
wholesale and retail trade 8 8 31.12.2008 31.12.2005 Staff (171) (145}
Transport, storage and communication 2 1 Accommodati .
o 1A i , . an, repairs
Financial 2 3 ; . ustralian dollar 2.49 2 35 and maintenance @21 (18}
Other services etc. 5 6 s eure 149 1.48 Technalogy (24) {12}
Individuals: £1: US dollar 197 1.72 Marketing and communication @y 22
Home mortgages 27 27 Depreciation:
Other personal tending 5 6 H Property and equipment
Overseas residants 26 25 AU St I'al Ia . ) and intangible assets (16) {16)
Underlying profit before tax in HBOS Australia Other (53) (65)
100 100 {(‘HBOSA) increased by 24% to £278m (2005 ‘ ‘
impaired loans £620m  £549m £224m) notwithstanding the considerable Underlying operating expenses (@06)  (78)
Impaired loans as a % investment in people, technology and Operating lease depreciation &) )
of closing advances 147%  1.28% branches. Profit growth was achieved in all Change 'I'_‘ 'L‘;',BF“me"‘
Impairment provisions as a businesses by the delivery of strong growth in oontrac:l |a~ ilities n m
% of impaired loans 4%  56%  income, lending and market shares. Lending ::‘ f;'t’;‘:fc‘gs:ngsm @ -
Risk weighted assets £47.1bn £38.7bn increased by 24% to £24.5bn (2005 £19.7bn) N;chan e In Insurance
Customer deposits £18.3bn £13gbn  With deposits increasing by 28% to £11.5bn Comtroct Habilting & 6
T ——— {2005 £9.0bn).
elore Impairmen: provisions. Operating profit before provisions 336 254
Impairment losses on loans
and advances {59) (33)
Cperating proflt 277 221
Share of prefits of asscciates
and jointly controlled entities 1 3
Undertying profit before tax 278 224
Net interest margin 2.33% 2.33%
Impairment lkosses as &
% of average advances 0.27% 0.19%
Cost:income ratio 47.7% 52.3%

East Coast Expansion

In 2006, nine new Business
Banking Centres were opened on
the Australian Eastern Seaboard.
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a 24% growth in lending.

Net interest income increased by 21% to
£501m (2005 £413m). Increased asset and
deposit growth was partially offset by a
decline in margin. Since HBOSA launched
its aggressively priced producls, competition
has intensified, reducing margins. The interest
margin declined to 2.33% (2005 2.39%).

Maovement in margin Basis points

Net interest margin for the year

ended 31 December 2005 239
Lending margins ]

Net interest margin for the year

ended 31 December 2006 233

Underlying non-interest income rose by

18% to £141m (2005 £119m) benefiting

from growth in the Retail, Commercial and
Corporate businesses, and the full year
contribution of insurance & Investment
income following the purchase of RACV
Financial Services in March 2005, This is
reflected in the 14% increase in fee and
commission income and the 31% increase in
net earned premiums on insurance contracts.

Operating Expenses

Underlying operating expenses increased

by 10% to £306m (2005 £278m). Our
continuing investment in physical distribution
(particutarly business banking centres),
brand recognition, customer facing staff, new
products and back office infrastructure is
designed to underpin our growth ambitions.
Notwithstanding this, the costiincome ratio
improved to 47.7% (2005 52.3%) as a

result of the 20% growth in net operating
income. As we continue to pursue our goal
of providing an alternative to the existing
established financial service providers, we
will accelerate our investment spend during
2007, expanding our retail and business
banking physical presence as well as

International

continued

Credit Quality and Provisions

Impaired loans as a percentage of closing
advances increased to 1.00% (2005 0.66%)
primarily as a result of a small number of
impaired corporate transactions on which the
ultimate recovery rate is expected to be high.
Provisions as a percentage of impaired loans
fell to 46% (2005 62%). Impairment losses
as a percentage of average advances rose to
0.27% (2005 0.19%,.

Balance Sheet and Asset Quality
Information

As at As at
31.1220068 31.12.2005

Loans and advances

to customers £24.5bn £19.70n
Impairment provisions
on advances £113m £80m

Impairment provisions as

a % of closing advances 046% 041%
Classification of advances™: % %
Agriculture, forestry and fishing 3 2
Energy 3 4
Manufacturing industry 3 3
Construction and property 24 23
Hotels, restaurants and
wholesale and retail trade 9 8
Transpont. storage and communication 2 2
Financial 3 3
Other services etc. 7 8
Individuals:
Home maortgages 38 42
Other personal lending 6 5
Overseas residents 2
100 100
Impaired loans £245m  £130m
Impaired ioans as a %
of closing advances 1.00% 0.66%

Impairment provisions as a %
of impaired loans 46% 62%

Risk weighted assets £21.0bn £16.4bn

Customer deposits £11.5bn £9.0bn

* Betore impairment provisions.
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operations is designed to support future
profit growth in each of our Retail,
Commercial and Insurance & Investment
businesses. At the same time, further
investments wiil support the growth of our
Asset Finance and Corporate businesses in
their specialist markets.

Lending and Deposit Growth

Lending grew by 24% to £24.5bn (2005
£19.7bn) with continued growth in the
rasidential and commercial books. Customer
deposits grew by 28% to £11.5bn (2005
£9.0bn) as a result of the continued success
of Retail and Commercial deposit initiatives
notwithstanding intense competition.

Retail Business

Our Retail business, operating under the
BankWest brand, cantinued its push to build
national market share with its ‘Betterdeal’
strategy and 'hero’ product offerings. Lending
increased by 16% to £8.6bn (2005 £7.4bn}
and deposits increased by 17% to £4.9bn
{2005 £4.2bn). Our share of the mortgage
broker new loan market increased to 16%
(2005 13%).

In 2006, BankWest achieved the biggest
credit card market share percentage gain of
all banks nationally. Growth was driven by the
two market-leading products, the updated
Lite MasterCard and the Zero MasterCard.

BankWest continues to be a market leader
in deposits growth. The TeleNet direct
deposit product grew strongly, passing
£1bn in balances, and during the year a
Kid’s Bonus Saver, offering interest rates
up to 10%, was launched with encouraging
results. Transactional services available

to East Coast customers were increased
significantly by the rollout of more than 350
BankWest-branded ATMs in the first ha!f of
2006 as the BankWest 7-Eleven partnership
was implemented.




wilh seven progucts jJuageaq as the 'best o7
the Best’ and a further six products in the top
three of their respective categories.

Commercial Business
Our Business Bank, operating under the
BankWest brand, continued to outgrow the
market in 2006 and in the process became
Australia’s fastest growing participant.
Lending increased by 46% to £7.0bn (2005
| £4.8bn) and deposits increased by 38% to
£6.6bn (20056 £4.8bn),

Deposits grew significantly, again
outperforming the market, driven primarily
by the contribution of Specialist Deposit
\ Services and by the launch of Business
Bonus and Business TeleNet products.
Transactional banking facilities were
upgraded as a result of improvements to our
internet and trading platforms. Our physical
distribution has also continued to expand,
particularly on the East Coast, with nine
Business Banking Centres opened in 2006.

During the year BankWest Business claimed
two major awards in the 2006 Business Review
Weekly ('BRW’) Business Banking Awards. The
BankWest Business TeleNet Saver won the
Online Business Saving Account award and
the BankWest Business Bonus Account won
the Business Transaction Account category

as voted by the independent consumer
information provider InfoChoice. BankWest
Business products also achieved top three
positions in two other BRW award categories.

Corporate Business
Our Corporate business, operating under the
BOS International brand, continued to grow

Best of the Best

Australia's Money magazine judged seven BankWest
products as ‘Best of the Best’ and six were placed
in the top 3 in their respective categories.

das an arranger Of trransactions across the
leveraged and acquisition finance, property,
project and infrastructure markets. BOS
International is well placed to continue to
take advantage of opportunities in the active
mergers, acquisitions and resource sectors.

Asset Finance Business

Capital Finance, our Asset Finance business,

performed well with lending increasing by
9% to £3.8bn (2005 £3.5bn). The business
continues to grow market share organically
and future growth is underpinned by a
strong pipeline of quality lending approvals
and the taunch of new products. A motor
finance and insurance placement service
was launched during 2006 and has received
outstanding dealer support demonstrating
our commitment to the motor trade.

Insurance & Investment Business

Sales of insurance products as measured by
Gross Written Premiums {{GWP’) increased
by 30% to £21.7m (2005 £16.7m), driven

by the strong lending growth in Retail and
an extension of relationships with corporate
distribution partners. This growth includes

a solid contribution from the life insurance
products launched in 2005,

Our financial planning business benefited
from the full year contribution of RACY
Financial Services acquired in 2005 and
additional recruitment during 2006 with
commission income nearly doubling
compared to the previous year. In January
2007, St Andrew's acquired the Queensland
based financial planners, Whittaker
Macnaught, which will boost funds under
management and advice by £0.6bn.

uncertainties

Risks and uncertainties faced in Australia

in the execution of the HBOSA strategy
include the economic conditions in Australia,
competitor reaction, and our ability to attract
and retain the talent necessary to continue
our growth.

If economic growth slows considerably,
market credit growth will fall short of
expectations. However, the East Coast
expansion strategy is based on building
market share from a low base, and
consequently it would take a significant

and broad based economic downturn to cut
markedly into asset growth. Nevertheless,
credit quality could be adversely affected.

Inflation risks persist where the Reserve Bank
of Australia (‘BBA’) may tighten monetary
policy in 2007, which would constrain housing
market loan growth and cause repayment
difficulties for highly geared households.

We will maintain a dynamic approach to our
strategy with a view to minimising the impact
of any competitor reaction whilst ensuring
that we are seen as the leader in our product
and service proposition.

To ensure HBOSA is an employer of choice
we have a People strategy which will support
our business plans. The strategy includes
creating an environment that attracts, retains
and rewards high performance individuals
and developing leaders who can transition
through rapid change.

BankWest

New Perth Headquarters

Work is underway on BankWest’s

brand new 21-storey headquarters
in Perth.
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The Australian economy, with its strong
fundamentals and employment prospects,
continues to benefit from the growth in
global demand for resources, providing

a sound platform for our growth strategy.
The market therefore continues to offer
good opportunities, even though recent

rate increases are expected to constrain the
growth of the housing market and consumer
credit in 2007.

Although a large part of our national
expansion in Australia is focused on organic
growth on the East Coast, the importance

of the West Australian market remains a key
part of our growth plans. HBOSA announced
during the year a move to a new purpose-
built Perth based BankWest head office

in 2009, recognising the importance of
Australia’s fastest growing State to our long-
term plans.

We will pursue our goal of becoming a
significant national financial services provider
by accelerating our current growth strategy
and continuing to drive competition in the
Australian market. At the samae time, our
focus on market leading products and
services continues to be reflected in the
strong growth of our customer base and in
improved customer satisfaction. Through the
expansion of our national physical presence,
and the investment in the infrastructure and
people to support it, we are well positioned to
deliver further growth in shareholder value.

International

continued

increased by 43% to £149m (2005 £104m).
This strong performance was achieved in a
year of significant investment in our Retail
proposition with the opening of 24 new
branches and the re-branding of the Retalil
business to the Halifax brand.

Strong growth was recorded in all businesses.
Qur customer focused proposition, building on
a healthy Irish economy enabled us to grow
lending by 31% to £15.9bn (2005 £12.1bn) and
customer deposits by 32% to £5.8bn (2005
£4.4bn). We were successful in increasing
market share in both our core businesses, most
notably capturing 8% (2005 7%) of net lending
in the mortgage market. This was achieved with
only a slight reduction in overall margins and
with credit quality maintained.

Year endod Year ended
J1.12.2008 31.12.2005

£m £m
Net interest income 268 203
Non-interest income 49 39
Fees and commission income 14 15
Fees and commission expense {3}
Operating lease rental income 12 13
Other operating income 23 14
Net operating income 37 242
Operating expenses (143) 108y
Staff {73} (55)
Accommeodation. repairs
and maintenance (st (1)
Technology 3} @)
Marketing and communication {15} 6)
Depreciation:
Property and equipment
and intangible assets {6) (5)
Other 27) (18)
Underlying operating expenses 133) (98)
Operating lease depreciation (10 (12)
Impairment on investment securities 2) (5)

Operating profit before provisions 172 129
Impairment losses on

loans and advances {28) (21)
Operating profit 144 108
Shara of profits/(losses) of

associates and jointly controlled entities & 4)
Underlying profit hefore tax 149 104
Net interest mangin 1.73% 1.77%
Impairment losses as a %

of average advances 0.20% 0.20%
Cost:incomae ratio 43.6% 42.7%

Operating Income and Margins

Net operating income grew by 31% to
£317m (2005 £242m). Net interest income
grew by 32% to £268m (2005 £203m)
reflecting lending growth of 31%, with a small
contraction in margin due to a change in
product mix.
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Retail branch roll out

Our branch expansion in Ireland
continued throughout 2006 with
24 branches now open out of a
target of 46.




NgLinterest mdangin or ine year

ended 31 December 2005 177
Change in product mix 4]
Retail 2

As at As a1
IIZ2008 31.12.2005

Loans and advances

Net interest margin for the year
ended 31 December 2006 173

Margins in business banking remained
stable in the period, reflecting the gquality

of our customer proposition while mortgage
margins were resilient despite our market
leading pricing in this segment.

|

| Non-interest income increased by 26%
to £49m {2005 £39m). The increase was
largely due to one off profits realised from
our Venture Capital portfolio being further
augmented by the profit from the disposal
of a small number of properties.

Operating Expenses

Underlying operating expenses increased
by 39% to £133m (2005 £96m) reflecting the
continuing investment in both infrastructure
and people as part of our Retail expansion,
Notwithstanding this investment, the cost:
income ratio increased only marginally to
43.6% (2005 42.7%).

Credit Quality and Provisions

Credit performance continued to be strong
in the period with impaired loans as a
percentage of closing advances decreasing
to 1.87% (2005 1.98%;).

£15.9bn £12.1bn

to cust )

Impairment provisions

on advances

Impairment provisions as a %

£113m  £91m

of closing advances 0.7M1% 0.75%
Classification of advances*; % %
Agriculture, forestry and fishing 1
Manufacturing industry 4 &
Canstruction and property 27 25
Hotels, restaurants and
wholesale and retail trade 13 15
Transport, storage and
communication 2 2
Financial 2 2
Other services etc. 6
Individuals;
Home mortgages 28 25
Other personal lending & 7
Overseas residents 1 1
100 100
Impaired loans £297m  £240m
Impaired loans as a % of
closing advances 1.87% 1.98%
Impairment provisions as a
% of impaired loans 38% 38%
Risk waighted assets £14.4bn £11.2bn
Customer deposits €5.8bn  £4.4bn

* Before impairment provisions.

Operational Performance

Lending and Deposit Growth

Overall, lending grew by 31% to £15.8bn
(2005 £12.1bn). Strong demand for our
products was experienced across all
businesses, with Business Banking lending
up 30% and Retail up 35%. Deposits growth
kept pace with lending growth, increasing by
32% to £5.8bn (2005 £4.4bn).

Halifax re-branding

To better reflect our brand

strategy, Retail was re-branded

from Bank of Scotland {Ireland)
to Halifax in November 2006.

another excellent year with strong
performance across all divisions (Property
Banking, Business Banking and Regional
Banking) in terms of both volumes and profit.
Above market lending growth of 30% to
£11.3bn (2005 £8.7bn) allowed us to further
increase our market share in Business
Banking and the pipeline remains strong at
£2bn going into 2007.

Our Integrated and Acqulisition Finance
business is developing well with a number of
deals completed in the second half of the year.
The delivery of additional penetration through
our branch network offers further opportunity
to build on the franchise. We have established
a dedicated development team which will
leverage our expertise to maximise the growth
potential in this new market.

Retail

Our Retail businesses {Intermediary
Homeloans, Asset Finance and Retail
branch network) have performed well in
2006 with lending growth of 35% to £4.6bn
(2005 £3.4bn). Increases in interest rates
have not materially affected mortgage
volumes, margins or credit quality. Margin
performance, in particular, remains strong
despite the lead pricing positions we have
taken in a number of market segments.

The roll out of the new Retail network has
progressed through 2006 with approximately
400 new colleagues recruited and trained,
and with 24 of the planned 46 branches and
our Gustorner Service Centre in Dundalk now
open for business. The remaining branch
openings are planned to be completed by
the end of 2007. The new Retail product suite
has been well received by customers with our
offering to be further enhanced through the
delivery of a Personal Current Account during
2007. We have made significant progress in
terms of customers with 44,000 new retail
customers acquired over the last 12 months.

Always giving you extra
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Uncertainties

The key risks and uncertainties faced by
freland are the ability of the Irish economy

to sustain strong fundamentals in the face

of increasing interest rates and the overall
economic reliance on the property sector.

A correction to house prices, if significant,
would result in a contraction in the housing
market, most likely resulting in a deterioration
in consumer confidence and feeding a
further contraction in consumer spending.

To mitigate against the impacts of economic
contraction, we are diversifying our business,
broadening our product suite and are rolling
out a full service retail bank. There are,
however, a number of key challenges to

the success of this Retail proposition. An
immediate challenge is to complete the roll
out of the branch network. We have already
commenced the retail branch roll out with

24 branches now open. Customer reaction
has been positive and we have secured over
44,000 new customers since the launch

of the Retail network in January 2006. The
success of our strategy will alsoc depend on
the competitor reaction of both incumbent
banks and new entrants to the Irish

market. We believe however, that increased
competition in the market is to be welcomed,
encouraging switching to the better value
products and services that we offer.

International
continued

The Irish economy continues to enjoy above
average GDP growth and, more generally, the
continued strength of the economic, political
and fiscal conditions in treland makes this

an attractive market in which we have the
credentials to prosper.

In our goal t¢ become a full service provider,
we will ensure growth Is suitably paced to
maintain an appropriate balance between
investment and profitability. To this end we
will pursue a strategy of targeted organic
growth across our key businesses. We will
achieve this through the delivery of market
leading products and enhanced distribution,
supported by investment in people and
infrastructure. The scale of the oppoertunity is
substantial, the size of prize being highlighted
by the positive customer reaction to our new
Retail branch presence.

Europe & North
America (‘ENA’)

Underlying profit before tax in ENA increased
39% to £393m (2005 £282m). Our Corporate
businesses in both North America and
Europe, together with our Investment
business Eurgpean Financial Services
(‘EFS?), all delivered strong earnings growth.
Retail continued to grow its lending while
expanding its branch network in Spain and
facing into increasing competitive pressures
in the mortgage market in the Netherlands.

On 7 December 2006, we sold our 64.5%
financial investment in Drive Financial
Services (‘Drive’}, a sub-prime auto finance
receivables business based in Texas.
Excluding Drive, which was consolidated

as a subsidiary up to the date of disposal,
underlying profit before tax increased by
41% to £303m (2005 £215m). The sale of
Drive realised a gain on disposal of £180m
which has been excluded from the Group's
underlying results and consequently does not
feature in the divisional income statement set
out here.

Year ended Year ended
31122006 31.12.2005

em £m
Net Interest income 470 402
Non-interest income 714 an
Fees and commission income "o 92
Fees and commission expense (179) (167)
Net earned premiums on
insurance contracts 467 17
Change in value of in-force
long term assurance business 104 58
Operating lease rental income 15 9
Investment and other
operating income 197 157
Net operating income 1,184 723
Operating expenses (654) (313)
Staff {106} (83)
Accommodation, repairs
and maintenance (13) (10)
Technology (] (4}
Marketing and communication ()] N
Depreciation;
Property and equipment and
intangible assets (1) {N
Gther (59) {43)
Sub tetal (204) {154}
Recharges:
Technology {1} ()]
Accommodation {1}
Underlying operating expenses (206) (155) I
Operating lease depreciation 8) {B)
Change in investment
contract liabilities 1) 120
Net claims incurred on
insurance contracts {111} (126)
Met change in insurance
contract liabilities (328) {146)
Impairment on investment securities (1}

Operating profit before provisions 530 409
Impairment losses on

loans and advances (134} (126)
Operating profit 396 283
Share of losses of associates

and jointly controlled entities (3) )
Underlying profit before tax 393 282
Nat interest margin 3.70% 4.09%
Impairment losses as a

% of average atvances 1.13% 1.26%
Costiincome ratio 28.0% 27.5%

Always giving you extra

Targeted international growth
Silsedersitp | |
Colleague development

(it eielipling
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44,000 new Retail customers
Our Retail business in Ireland has
acquired 44,000 new customers
over the last 12 months.
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income statement can be simplified on an
underlying basis as follows:

Simplified Income Statement

Yaar ended Yazr enced
1122008 31.12.2005

em £m
Net interest incoma 470 402
Underlying non-interest income 266 162
Undertying net operating income 736 564
Underiying operating expenses [206) (155}
Impairment losses on loans
and advances (134) (126)
Share of losses of associates
and jointly controlled entities 3) &}
Undertying profit before tax 393 282

Operating Income and Margins

Net interest income increased by 17% to
£470m {2005 £402m) driven by a combination
of strong asset growth across all of our
banking businesses and Drive's expansion
inte wider non-prime auto finance markets.

The reduction in net interest margin to
3.70% {2005 4.09%) reflects continued
portfaiio diversification within our Corporate
businesses, a competitive Dutch mortgage
market and the impact of the expansion of
Drive's activities in the wider non-prime auto
finance market. In our Corporate businesses,
the current high level of liquidity and
competition created dynamic markets with
increasing new business opportunities but
with associated margin pressure. Additionally,
our continued focus on diversifying our
portfolic risk across a broader mix of sectors
is evidenced in our anticipated trend of lower
margin. Excluding Drive, the net interest
margin reduced to 1.90% (2005 2.27%).

Movement in margin Basis points

Net interest margin for the

year ended 31 December 2005 409
Lending margin Corporate 27
Lending margin Ratail (6}
Lending margin Drive {6}

Net interest margin for the

year ended 31 December 2006 370

Al yedl o LUNSUTUGQUUIT WU TRIUEISTy el BeUst]
(‘HLE’) within EFS. On a like-for-like basis,
underlying non-interest income increased by
53%. In our Corporate businesses, increased
activity levels, early redemptions and selective
investment realisations have generated strong
fee and equity gains.

Operating Expenses

Underlying operating expenses increased by
33% to £206m (2005 £155m). This increase is
partly due to the full year consolidation of HLE
and the acquisition of controlling interests in
our Premier Distributors in Germany and Italy.
Excluding these items, underlying operating
expenses grew by 23% reflecting continued
investment in people and systems, and the
impact of our network expansion programme
which has seen the number of BHH branches
increase from 14 to 19 and a new corporate
office established in Stockholm in July.
However, despite these investments, the
costiincome ratio increased only modestly to
28.0% (2005 27.5%).

Credit Quality and Provisions

Qverall credit quality continued to improve

in 2006 with the level of impaired loans as a
percentage of closing advances reducing to
0.62% (2005 1.61%) and impairment losses as
a percentage of average advances decreasing
to 1.13% (2005 1.26%). Impairment provisions
as a percentage of impaired loans decreased
to 59% {2005 78%).

Excluding Drive, the level of impaired loans
as a percentage of closing advances reduced
to 0.62% (2005 1.22%). Impairment losses
were £14m (2005 £32m) and as a percentage
of average advances improved to 0.13%
{2005 0.35%). Impairment provisions as a
percentage of impaired loans decreased to
59% (2005 68%).

In the Corporate businesses, excluding
Drive, our diversified portfolio risk approach
coupled with established and proactive risk
management techniques across a broader
mix of sectors resulted in a significant
improvement in credit quality. Impaired
loans as a percentage of closing advances
improved to 0.87% in 2006 (2005 2.01%)
while impairment losses as a percentage of
average advances improved to 0.14% (2005

Corporate Europe expansion

We expanded into the Nordic region

with a Corporate office established
in Stockholm in July 2006.

In Retail, credit quality also improved with
impaired loans as a percentage of closing
advances reducing to 0.34% (2005 0.40%)
and impairment losses as & percentage of
average advances improved at 0.12% (2005
0.14%]).

Drive Financial Services

The table below shows the impact of Drive
and its related earnings included in the
overall divisionat income statement up to the
disposal on 7 December 2006.

Yaar sncled Yoar ended
31122008 31.12.2005

£m £m
Net interest income 254 20
Other income 1
Net operating income 253 20
Underlying oparating expenses (43) {40)
Operating profit 210 161
Impairment losses on loans
and advances {120) {94)
Undetying profit before tax a0 67

The sub-prime nature of Drive's lending
dominates certain divisional metrics and is
also significant in the context of the Group.
The following table sets out the key metrics
for ENA and the Group with and without
Drive included.

Year ended 31.12.2006

Drive Drive
Included  exchuded
EY »
ENA
Net interest margin 3.70 1.90
Impairment losses as a %
of average advances 1.13 0.13
Costincome ratio 28.0 338
Group
Net interest margin 1.78 1.72
Impairment losses as a %
of average advances 0.48 0.45
Costiincome ratio 40.9 41.4




As at As at
21,12.2008 31.12.2005

Loans and advances

to customers £12.6bn £11.1bn

Impairment provisions on advances £46m £139m
Impairment provisions as a
% of closing advances 0.37% 1.25%
Classification of advances™: % %
Energy 1
Hotels, restaurants and wholesale
and retail trade 1 2
Transport, storage and communication 2
Financial 1 2
Cther services 1
Individuals:
Home morigages 4 4
Other personal lending 8
Qverseas residents:
Energy 4 4
Manufacturing industry 5 5
Construction and property 20 14
Hotels, restaurants and
wholesale and retail trade 3 2
Transport, storage and communication 1 1
Firtancial 4 2
Other services 12 15
Indlividuals:
Home mortgages 41 41
100 100
Impaired loans €78m £179m
Impaired loans as a % of'
closing advances 0.62% 181%

Impairment provisions as a %
of impaired loans 59% 78%

Risk weighted assets £11.7bn £11.1bn

Customer deposits £1.0bn  £0.5bn

* Before impairment provisitons.
Operational Performance

Lending and Deposit Growth

Overall, lending increased by 14% to £12.6bn
(2005 £11.1bn). Excluding Drive, lending
increased by 24% from a 2005 equivalent

of £10.2bn, with strong growth experienced
across all our lending businesses.

The portfolio remains well spread both
geographically and by business with 53%
of lending in Corporate and 47% in Retail,

International

continued

Corporate
Narth America 25 2.2 20 20
Drive 0.9 8
Europe 4.2 3.0 33 27
Retail 5.9 5.0 47 45
12.6 111 100 100

In Retail, our lending portfolio is almost
wholly in the form of residential mortgages
while Corporate now benefits from a diverse
portiolio spread across a range of specialist
sectors. The largest overall congentration in
our lending bock continues to be in property
with residential mortgages accounting for
45% and commercial property for 20%.

Risk weighted assets increased by only 5%
to £11.7bn (2005 £11.1bn) reflecting the
disposal of Drive and an enlargement of BOS
Netherlands {{BOSNL') Candide mortgage
securitisation programme. Overall, deposits
increased to £1.0bn (2005 £0.5bn).

Corporate

Corporate Europe lending increased by 40% to
£4.2bn (2005 £3.0bn) with continued focus on
effective asset management and credit quality.
Continued portfolio diversification towards

a broader mix of sectors has resulted in an
anticipated reduction in net interest margins,
offset by increased new lending opportunities
delivering growth of 55% in non-interest income
through increased fees and equity gains.
Corporate Europe brings together specialist
expertise in sectors such as structured finance,
commercial real estate and energy and utilities.
Qur Stockholm office established in July to take
advantage of a buoyant economic environment
in the Nordic region and expands our network to
five Continental European offices.

Corporate North Armerica also delivered strong
growth in both the core business and in Drive.
In the core business, lending increased by 14%
{30% in local currency terms) to £2.5bn (2005
£2.2bn). North America has a clear focus cn
specialist sectors such as oil and gas, gaming
and real estate where it benefits from long
experience. It has a proven track record in joint
venture activity and an expanding regional
banking partnership initiative. This initiative
identifies US regional banks with whom we can
partner in commercial lending opportunities
that would otherwise be beyond their lending

i

nI growth

Colleague development

limits. It now accounts for 17% of the total
portfolic, growing by 97% from 2005. We
operate through an office network based in
seven major economic centres across the US.

Retail

BOSNL, our leading Dutch online and
intermediary introduced residential mortgage
provider, saw lending grow by 15% to £4.7bn
(2005 £4.1bn) despite facing intense price
competition in the Dutch market. BOSNL
remains a market leader in online mortgage
sales built up on the back of an innovative and
low cost entry model, geared to operate at
competitive margins. These are key credentials
for continued growth in a competitive market.

The BHH roll out programme in Spain
continued with a further five branches opened
in 20086. Qur expanded Retail branch network
is located in areas with the maximum growth
opportunities, targeting the expanding UK and
Irish expatriate market. Lending grew by 33%
to £1.2bn (2005 £0.9bn}).

European Financial Services

Qur investment business, EFS, has performed
well given the continuing soft market
conditions in the German market with sales up
30% to £103m APE (2005 £79my). Funds under
management increased by 3% (6% in local
currency terms) to £9.6bn (2005 £9.3bn).

With underlying profit before tax increasing
by 57% to £102m (2005 £65mj), EFS is well
positioned to take advantage of improving
opportunities in our core markets, In 2006
we completed the consolidation of the HLE
business and increased distribution through
the long term agreement with MLP AG. In
addition, by securing controlling interests in
our key Premier Distributors, we have been
able to restructure and reposition cur broker
distribution channel, while at the same time
strengthening our sales and management
teams. This in turn enabled us to refresh and
deliver new competitive product initiatives.
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Distribution

We successfully concluded a
long-term distribution agreement
with MLP AG in Germany.
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ended anded ended ended andad ended endad ended b

31.12.08 J11208 311208 31.12.08 311205 31.12.0% 31.12.05 31.12.05
Single  Annuel Tetsl | TotaiAPE Sega A Toal Tl APE Changes in regulation and legislation are key
features in each of our businesses with a
Life: 186 63 243 81 166 6 212 83 current focus on the requirements of the new
With-profit 71 12 83 19 125 23 148 36 Capital Requirements Directive in Europe and
Unit Linked 115 28 153 49 41 15 56 19|  the market disclosure reform (VWG) in our
Protection 13 13 13 8 8 a German investment business. We respond
positively to these challenges and seek
Individdual Pensions 3 22 25 22 1 16 i7 16 opportunities to turn regutatory change to
Total 189 85 274 103 167 62 229 79 competitive advantage. We recognise the

* APE is calculated as annual premiurns plus 10% of single premiums.

The vast majority of investment busingss
in EFS is accounted for on an EV basis.
The table below analyses the EV profit
contribution of EFS.

Yaar ended Year anced
31.12.2008 31.12.2005

£m £m
GContribution from existing business:
Expected contribution 44 30
Actual vs expected experience’ 19 7
63 a7
Contribution from new business 36 25
Investment earnings on net assets
using long term assumptions 3 a
Underlying profit before tax® 102 65

* The figures for 2005 have been re-anatysed to reflect
changes to the overhead allocation methodology.

New business profitability, now measured

on the embedded value basis used for IFRS
reporting purposes, was 35% APE (2005 32%).

North American coverage

Corporate North America operates

through an office network based
in seven major economic centres

Risks and
Uncertainties

The key risks and uncertainties we face in
pursuing our strategy inctude the weakening
of economic conditions across our core
markets, maintaining the balance between
risk and returns at each stage of the
economic cycle and changes in regulation
and legislation.

If economic conditions weaken our credit
growth and returns may falt short of
expectations. In mitigation our business is
diversified across a broad spectrum of retail,
corporate and investment products and across
a number of established geographies. The risk
and impact of weakening economic conditions
is continually reviewed through robust divisional
operational and governance procedures where
credit, market, liquidity and insurance and
investment risks are actively managed.

In our markets margins are under continuous
pressure with a resultant threat to the
sustainability of appropriate risk and reward
ratios. Rather than focus on volume and
market share we employ a strategy of
selective lending in sectors where we

have established real knowledge and
understanding. By concentrating on asset
quality through robust credit processes,
maintaining deep customer and introducer

challenges these changes bring to our people,
systems and infrastructure. [n mitigation we
deploy professional project management
techniques and continue to invest to ensure
ENA's capabilities remain robust in the face of
these changes.

Through our groupwide leadership commitment
programme we deploy active human resource
planning, succession management and

talent development processes. This, together
with an extensive learning and development
programme, increases our ability to attract and
retain quality people.

Prospects

We continue to pursue a strategy of targeted
organic growth across our Europe & North
America businesses by seeking to expand
our footprint in new markets, and increasing
the depth of our presence and relationships in
our current markets. We will complement this
expansion by developing our product range,
increasing our range of specialist sectors and
broadening our distribution reach.

We operate in established, affluent and
accessible markets which are forecast

to maintain robust growth and which suit
HBOS products and risk appetite. The
continued attractiveness of the economic,
political and fiscal conditions in our markets
will play a major rele in the pace of our
expansion, as will our ability to attract high
quality talented colleagues. With our current
low market penetrations the scale of the
opportunity is substantial.

across the US.
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we are

Treasury & Asset Management provides hi‘gh qualit

services for the Group and its customers. Its award-winning
products and services include asset management and

debt issuance products.

Key responsibilities R

Treasury & Asset Management comprises the Group's treasury business and
the asset management businesses of Insight Investment (‘Insight') and Invista

Real Estate Management (‘Invista’). In addition to the provision of products and

services to 3rd party customers, the division supports the Group through the

provision of Group funding and the management of pelicyholder assets on behalf

of the Insurance & Investment division. I

Treasury il N

Treasury division focuses on providing funding and liquidity for the Group and
sales and trading activities refating to the provision of financial services to the
Group and its customers. Treasury has branches in London, Sydney, New York
and Glasgow and has management responsibility for the treasury activities of
Bank of Scotland {Ireland) Limited.

: NS ! [
Asset Management - In'sﬂbht
Insight, one of the largest UK fund managers with funds under management of
£98.6bn, operates a multi-channel business, managing money for the Group,
retail investors, pension funds, insurance groups and other institutions. Insight's
strategic product lines are Fixed Income, Cash, Liability Driven Investment (‘LDI"),
Equities and Absolute Return,

Asset Managemeri:t - In&n%ta

Invista was formed following the IPQ of the real estate division of Insight and

is the largest UK listed real estate fund manager with funds under management
of £9.2bn. Invista now manages 16 real estate funds spread across the UK and
Continental Europe. This includes five funds managed on behalf of the Group
as well as other funds managed on behalf of 3rd party clients.
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Strategy Indicators
~ In Treasury we provide services to support the  Our Key Performance Indicators help us to
- growth of the Group’s business and deliver measure our progress against each element
. {reasury products and services to the Group’s  of our strategy.
customers. In Asset Management we offer a
~leading brand providing superior investment
- solutions to Group and external customers.

Funding and |lqt"dlty Wholesale funding >1 year ratio
The provision and management of the Group’s funding and
liquidity requirements to ensure it has sufficient financial
resources to deliver its strategy. A key objective is to maintain
an appropriate balance of short and medium term funding.

Providing financial services to the Group
and its customers

The delivery of a top quality service to the Group and its
customers supported by the appropriate level of investment
in systems and infrastructure. We will maximise cross-selling
opportunities with Group customers, leveraging our product
innovation and our capability in the market to drive

sales levels.

from Asset Management

Investment performance is at the heart of Asset Management
and we will focus on the delivery of superior investment
returns by focusing on those products where we have

a proven track record of exceptional performance.

Providing superior investment solutions

£350m

Underlying profit
before tax up 33%




Our strategy in Treasury & Asset Management
is to provide treasury and asset management
products and services to both customers and
to the Group.

The provision of treasury services to
support the growth of the Group's
business including:

Funding and liquidity

Managing the Group’s funding and liquidity
position to ensure that the Group has
sufficient financial resources to meet its
obligations as they fall due and to do

50 without excessive cost to the Group.
Treasury’s core objectives in this area include
producing the Group’s funding plan which
seeks to optimise the funding mix and the
relative cost of funds,

Providing financial services to the Group
and its customers

Treasury provides financial services to

the Group and its customers, Treasury’s
principal role is not direct client acquisition
but to maximise cross selling opportunities
1o clients acquired by other divisions. We
continue to invest in technology, particularly
in relation to internet banking solutions and
increased automation between the divisions
and Treasury. In addition, Treasury are
pursuing several initiatives around improving
penetration levels for the sale of treasury
products to Group customers. Treasury’s
overseas locations support the international
growth plans in other divisions.

Trading

The majority of the Group’s market risk
trading activity is conducted by Treasury,
within the risk appetite set by Group.
Treasury's aim is to continue to grow income
on the back of business flows whilst

Treasury & Asset
Management

“aifid g wdldliVdae dipl YdbD LW TTTIVEUTIEN .

Providing superior investment solutions
from Asset Management

Investment performance is at the hear! of
Asset Management. We will strive to continue
to provide superior investment solutions

to our customers by focusing on those
products where we have a proven record of
exceptional performance. We will continue to
consolidate our position in the market place
by further improvement and innovation and
grow our key product lines.

Creating a qguality investment brand

With exceptional performance, customer
service and offering superior investment
returns, we want to be one of the leading
investment brands in the asset management
market. We are considered a key player

in the market and in order to maintain our
competitive advantage, we will continue to
improve and innovate whilst also investing in
front office infrastructure and the recruitment,
retention and training of high quality staff.

Profitably grow revenues to create
shareholder value

We will continue to grow and develop our
sales and trading capability and improve
investment performance, continuing to invest
when appropriate whilst maintaining a strong
cost discipline.

Our performance
in 2006

Underlying profit before tax increased by
33% to £350m (2005 £263m). Asset quality
remains high and no credit provisions were
required in the period.

Eolieague délopme I
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Year Year
ended anced
FLA2.2006 21,12.2005
£m £m
Net interest income 205 183
Non-interest income 414 326
Net trading income 249 197
Fees and commission income 186 146
Fees and commIsSion gxpense 43) {37
Other operating income 22 20
Net operating income 619 509
Operating expenses (292} (24T
Staff 171) {134}
Accommadation, repairs
and maintenance (1) (1}
Technology (10) 10}
Marketing and communication [15] (5}
Depreciation:
Property and equipment and
intangible assets [L)] 4)
Other (78) (74)
Subtotal {270} (228)
Recharges:
Technology {6} (@)
Accommodation {14} (13)
Cther shared services {2 2)
Operating profit 327 262
Share of profits of associates
and jointly controlled entities 1 1
Non-operating income 22
Underlying profit before tax 350 263
Net interest margin (bps)* 7 )
Cost:incoma ratio 47.2% 4B.5%

Insight's funds under management £98.6bn £81.9bn
of which, overlay funds
under management

Invista's funds under management

£5.0bn
£9.2hbn  £6.8bn

Risk weighted assets £15.06n £13.7bn

* Net interest margin has been calculated as net interest
income divided by average intarest eaming assets
excluding securities classified as trading assets but
including lending to other memibers of the group.
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US Covered Bonds

Treasury opened the US Covered Bond
market with a US$2bn deal which won

NEHBOS

Treasury Services

IFR’s Covered Bond of the Year award.
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increased by 12% to £205m (2005 £183m).
Net interest margin reduced to 7bps (2005
8bps) on a larger portfolio.

Non-interest income increased by 27% to
£414m (2005 £326m). In Treasury, there was a
strong performance frorn both the UK Trading
and Sales businesses, with revenues up 33%
and 19% respectively. In Asset Management,
non-interest income benefited from strong
sales in the institutional market place of
Insight’s flagship products of fixed income
and Liability Driven Investment ('LDI’). This
was combined with growth in performance
fees received by Invista, our property fund
manager, both before and after its initial public
offering ('IPO"} on the London Alternative
Investment Market in September 20086,

Operating Expenses

Underlying operating expenses increased by
18% to £292m (2005 £247m) reftecting an
increase in personnel to support improvements
to our infrastructure, and investment in our
overseas Treasury offices and our asset
management capabilities. Part of this
investment included the successful completion
of the project to outsource Insight's back office
operations to Northern Trust,

Insight’s leading position

Insight was the most widely recommended
manager of UK Fixed Income mandates by

UK investment consultants.

L HATdrail a LauldOus poNGY 1O VO SUD=
investment grade investments, with 99% of
our bank and structured investment portfolios
rated A or above. During the year no credit
provisions were required,

Non-operating Income

The IPO of Invista in September 2006, which
raised almost £100m of balance sheet co-
investment capital for the business to expand
its sphere of operations, resulted in a one-off
gain of £22m. HBOS now owns 55% of the
enlarged business.

Operational Performance

Funding

Treasury continued to be active in supporting
the Group's capital and funding requirements
in 20086, arranging four capital issues on behatf
of HBOS plc during the year; a €500m floating
rate lower Tier 2 subordinated debt issue;

a €750m Tier 1 perpetual preferred security
issue; a £350m Tier 1 perpetual preference
share issue and a US$750m floating rate lower
Tier 2 subordinated debt issue.

Insight
INVESTMENT
L/

HBOS phe

ANeE securntsalon and covered pond
markets during the year. This comprised
approximately £6.5bn frorn covered

honds and approximately £14.5bn from
securitisations. These transactions included
a securitisation of Australian residential
mortgages originated by BankWest and the
first US Dollar mortgage backed covered
bond issued into the United States.

Sales and Trading

Sales and Trading performance was strong
with net trading income increasing by 26%

to £249m (2005 £197m). Sales revenues were
up 19%, primarily due to increased sales

of foreign exchange and interest rate
derivatives to our Corporate customers.
Trading revenues were up 33%, mainly as

a result of increased interest rate derivatives
flow and credit trading activities.

Overseas Offices

Overseas Treasury revenues increased

by 16% to £29m (2005 £25m). Sydney is
our largest overseas office where we are
building our capacity to support the Group’s
expansion in Australia. The New York branch
has also continued to broaden its customer
base in the United States.




were £107.8bn {2000 L4d8./7bn}. Group assets,

managed primarily on behalf of the Insurance
& Investment division and invested in equity,
fixed income, cash, property, private equity
and absolute return funds, totalled £58.3bn
{2005 £53.1bn).

Insight’s investment performance was strong
in the year with 12 out of 16 asset classes
performing ahead of benchmark. Insight’s
reputation for fixed income performance
was reaffirmed with over 35% of institutional
fixed income and cash mandates by

value ahead of benchmarks over 1 and 3
years. In equities, Global, North American,
European and Japanese products were all
ahead of benchmark for the year. UK equity
performance in the first half of the year

was, however, below benchmark leading

to a restructuring of the UK equity platform
in the second half of the year designed to
improve performance. Following on from its
successful first year, the Insight Absolute
Return Fund performed ahead of its
benchmark in 2006.

On the back of this strong investment
performance, Insight delivered its best ever
year for new business with gross inflows

of £23.7bn (2005 £9.7bn). Included within
gross sales were LDI sales of £10.6bn (2006
£0.6bn) including overlay mandates, an LDI
product where we manage scme of the risks
of a pension scheme’s liabilities rather than
the underlying portfolio of assets. Net inflows
in 2006 were £13.4bn {2005 £2.6bn).

IS NOw ne largest UK listed rea) eslate tund
manager with assets under management

of £9.2bn. Invista manages 16 real estate
funds spread across the UK and Continental
Europe. This includes five funds managed on
behalf of the HBOS Group. During 2006, four
real estate funds were launched, including
the Invista European Real Estate Trust which
was listed on the Official list of the London
Stock Exchange on 20 December 2006.

Risks and
Uncertainties

Risks and uncertainties faced by Treasury

in the execution of the divisional strategy
include the risk that the Group does not
have sufficient financial resources to meet its
obligations when they come due, or will have
to do so at excessive cost. To mitigate this,
Treasury has diversified its funding channels
and increased securitisation capacity.

Risks and uncertainties faced by Asset
Management include peor investment
performance, and a product set that is not
aligned with client needs. Our principal
challenge will be to maintain and improve
investment performance in our core
capabilities of fixed income and LDI and
to develop a performance track record in
UK equities. We plan to exploit our leading
edge LDI and absolute return capabilities by
intreducing a product into the retail market

also mitng AOwnside sk Ly Tidiagiiiy e
fluctuations caused by market movements.

Both businesses face the risk of the loss of
key personnet and are dependant on the
HBOS Group for a large part of their revenues.

Prospects

Treasury’s primary focus is to deliver a top
quality service and performance to the
Group and our clients, and we will continue
to invest in our capabilities to do so. Access
to customers, product innovation and our
strong standing in the market underpins our
canfidence in the profitable growth prospects
for Treasury. Qur cautious approach to
products and services will remain unalterad.

Insight continues to be positioned in order
to take advantage of the current trends and
shifts in the market, particularly in LD! and
fixed income. Reaping the benefits of the

» restructuring of the UK equity platform will

also be a key area of focus in 2007.

Invista has successfully built a platform for
growth and is now well positioned to benefit
from its presence in the UK commercial and
residential property markets. Furthermore,
the planned opening of offices in France and
Germany will fully complement its expansion
into Europe.
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Invista Initial Public Offering {‘IPO’)
The IPO of the property business of
Insight to form Invista created the largest
UK listed property fund manager.
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Our Corporate Responsibility approach focuses on best serving
the diverse interests of our key stakeholders.

Qur stakeholders

HBOS has over 23 million customers. We have 2.1 million shareholders, over
74,000 colleagues and many thousands of suppliers. We are committed to these
groups and to society in general.

A better return

Qur primary responsibility is to run our business successfully, on behalf of
our owners. That means increasing the value of our shares and paying higher
dividends. We aim to do so by consistently offering our customers - many of
whom are cur shareholders - a better deal.

Our approach

We offer customers competitive and transparent products. We seek to manage
risk robustly; to recognise and proactively manage our environmental and
social impacts; to take into account the needs of our shareholders, customers,
colleagues, suppliers and society in general.

Commitments

The Way We Do Business ("WWDB') statement is our commitment to our
stakeholders about the standards and values we aspire to deliver. We are the only
major bank to support our statement with Key Performance Indicators ('KPIs’)
which both define and measure progress towards goals that are critical to our
success. In 2006, we identified the 28 most critical indicators and will report on
these in our Corporate Responsibility (‘CR'} report.

Corporate
Responsibility
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Strategy

Our Corporate Responsibility approach
focuses on best serving the diverse interests
of our key stakeholders.

l\\l’ I il %l Wl W W

Indicators

Our Key Performance Indicators help us to
measure our progress against each element
of our strategy.

Shareholders

We will promote the interests of our sharehclders by seeking
to increase the value of their shares and dividends, and
through sound corporate governance. We will communicate
with shareholders regularly and in doing so will seek to be
clear, comprehensive and balanced.

Return on Equity

Customers

We will be horest, fair and open in our dealings with our
customers and endeavour to help them at all times. We are
committed to providing them with value for money products,
designed and promoted in a simple and transparent way and
made as widely available as possible. When things go wrong,
as they sometimes do, we will resolve problems as quickly and
fairly as we can.

Number of times an HBOS product was featured in best buy tables

2,671

Colleagues

We will create a safe working environment which encourages
openness, honesty and mutual respect, and where colleagues
can constructively challenge and ask questions. We will offer
equal opportunities for all. We will provide the opportunity for
all colleagues to develop their skills and knowledge and to
enjoy fulfilling careers. We will offer competitive remuneration
with the opportunity to participate in the success of HBOS.

% of colleagues satisfied with opportunities to learn

2006

49%

2006 UK Financial Sector Average

Source: 2006 and 2005 HBOS colleague opinion survey conducted by MORI

Society

Our main contribution to society is the value we can add
through our success in business. We will seek to be a positive
influence on those social and environmental issues which,
having listened responsibly to our shareholders, customers,
colleagues and suppliers, we think are important, for example
upholding human rights.

Environment Investment in the Community

56,743

66,811

UK Co?2 emissions (Tonnes)




competitors. 1nis has been recognised Dy
our inclusion in key leadership indices. We
are one of only two UK banks in the Global
100 Most Sustainable Corparations in the
World. We are a member of the Dow Jones
Sustainability Index. Last year we increased
our score from 94% to 97% in the Business
in the Community CR Index. In the 2006
Accountability Rating, we achieved a ranking
of 8th place globally. We were placed in

the Carbon Disclosure Project Climate
Leadership Index. We are one of only 2 UK
banks to receive the AAA highest rating in
the Innovest global sustainability review of
banking.

Governance

Our governance structure ensures that sacial,

environmental and broader reputation issues

are fully managed. The Way We Do Business

{('WWDB") is reviewed annually by the Board

and specific reviews take place on issues

such as envirenmental management and

community investment. Finance Director

Phit Hodkinson has Board responsibility.

The WWDB Action Group, chaired by Phil

Hodkinson and with senior representation

from all divisions, drives CR strategy

throughout the business. A framework of

steering groups also help achieve this,

including the:

- HBOS Communication Group, chaired by
Group Chief Executive Andy Hornby;

- Diversity Committee, also chaired by Andy
Hornby;

-~ Financial Inclusion Committee, chaired by
Retail Chief Executive Benny Higgins; and

- Climate Change Group, chaired by
Managing Director of Intermediary
Distribution and Specialist Banking, Philip
Grant.

Stakeholder engagement

Consultation with a wide range of
stakeholders is crucial to cur continued
success. During 2006 we held a series of

Corporate

Cooperation and cndnge. negular meeings
were held with consumer groups in the UK
and in Brussels including Which?, Citizens
Advice, National Consumer Council (‘(NCC"),
FIN-USE, and Citizens Advice Scotland. The
Group's consumer engagement programme
culminated in a week of events to promote
National Consumer Week (November 20-25).

Customer strategy

Market leading products

Our strategy of offering excellent value,
clear products is delivering for customers
and shareholders. Our High Interest Current
Accounts, offering an interest rate 60x that
of most high street banks; our Moneyback
Current Accounts, offering 1% moneyback
on the first £10,000 of debit card purchases
per year;, and our standard current accounts
have been very popular with our share of new
bank accounts increasing to 19% in 2006
from 16% in 2005.

Under the Government's Shared Ownership
Scheme, Halifax customers who are shared
owners enjoy the same access to our
products and services as other customers.
We are one of just four mortgage ienders
partnering with the Government on its Open
Market Homebuy scheme, a shared equity
scheme designed to help first time buyers,
key workers and social tenants get on the
ownership ladder. The scheme is the first
time both government and lenders are taking
responsibility for sharing equity in properties
to allow people to enter the housing market,

Responsible lending

In March, we became the first issuer to
feature a personal summary box on credit
card cheques providing details about interest
rates, cheque fees, and legal safeguards. We
were the first bank to introduce a summary

A,
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Responsibility continued

he malin DeneTis and exclusions are. rror
early 2007 we became the first major UK
estate agency to introduce summary boxes
on agency agreements.

HBOS has been sharing full data on the vast
majority of Halifax and Bank of Scotland
products for some time and has campaigned
for wider participation across the industry.

In March 2006 we began work on a pilot
with other high street banks to improve
further lenders’ knowledge of customers’
indebtedness.

Qur environmental and social risk management
extends to commercial lending. In 2006, we
endorsed the revised 2006 Equator principles
which require social and environmental risk
assessments of large project finance deals.

Financial inclusion

We opened almost 65,000 social banking
accounts during the year. We have over 50%
of all the UK’s social banking accounts - over
three and a half times as many as our closest
competitor. Many of our social banking
customers progress to full facility current
accounts offering credit through an overdrait
facility; since 2001, we have upgraded
191,000 social banking customers to full
facility accounts.

31% of our social banking customers in
deprived areas also have a savings account
with us. HBOS is the only bank to pilot the
Government’'s Savings Gateway. The pilot
concluded at the end of 2006. It has been
successful with over 22,000 new savings
accounts opened; the independent report on
the pilot, commissioned by the Treasury, is
due to be published in early 2007.

In July we were one of the first major banks

to commit to install new free ATMSs in areas of
need - with up to 100 in our heartlands across
Scotland and the North of England. All of our
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Customers
We offer excellent value, clear

products to our customers, such as

our High Interest Current Account.
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be charged for withdrawing cash.

Colleague strategy

Our centinued success relies on high
performance from our colleagues. We
recognise that this high performance is
sustainable only if we keep the commitment
we have made to our 74,000 colleagues in
our statement of business principles, called
The Way We Do Business.

The HBOS People strategy is designed to
drive a high degree of engagement, flexibility
and motivation amongst our colleagues. The
Way We Do Business is integrated into our
Leadership Commitment and from 2006 25%
of senior managers’ bonus outcome will be
based on perscnal performance against

the Commitment.

The HBOS Total Reward strategy aligns
exceptional performance with exceptional
rewards, and colleagues are encouraged to
share the success of HBOS through share
schemes. High employee share ownership
aligns colleagues’ aims with those of our
shareholders. During 2006 we offered our
colleagues three share schemes, including
oftering all colleagues free shares — we are
one of a very small number of companies to
offer such a programme. At the end of 2005
we announced our plans to eliminate the
deficit in our final salary pension schemes
over a ten year period. By the end of 2006 we
had invested an extra £800m.

We proactively engage with colleagues on
how we are delivering against the WWDB.

It is the starting point for people joining
HBOS. The strategy is paying off, with 73%
of colleagues speaking highly of HBOS as an
employer compared with 56% industry-wide.

Colleagues
The HBOS People strategy is

for all colleagues to develop their
skills and knowledge.

designed to provide opportunities

Community

HBOS is a significant generator of wealth
across the UK and, in particular, around our
heartlands in Yorkshire and Scotland. We are
one of the largest payers of corporation tax
in the UK, paying £1.3bn in tax and National
Insurance in 2006. We emptoy 65,700 people
in the UK and 74,000 worldwide. Over
31,400 of our colleagues are in Yorkshire and
Scottand. Qur total community investment
figure for 2006 amounted to £44.2m.

The HBOS Foundation, a registered charity
funded by HBOS, drives volunteering and
charitable work. In 2006, HBOS's contribution
to the Foundation doubled from £4m to
£8m. The main criteria for national projects
delivered by the Foundation are financial
literacy and money advice. Financial literacy
projects are organised around the Financial
Services Authority's nattonal strategy and
focus on seven priority areas: schools,
young adults (16-25); work; families,
borrowing; retirement; and advice. In 2006
the Foundation gave £2.07m in national and
regional grants.

In 2006, HBOS colleagues, supported by
matched funding from the HBOS Foundation,
raised over £2.5m for the three Million

£ Challenge charities (| CAN, Crisis and
Lecnard Cheshire}. Our matched funding
scheme also raised a total of £2.08m to
support over 500 charities. The number of
colleagues helping their local communities
through volunteering has continued to grow
from 5,000 in 2005 to over 7,000 in 2006.

In total £15.4m has been raised via the
Foundation over the last four years.

HBOS invests in sponsorship partnerships
that make a tangible difference to the lives of
young people in our heartlands of Scottand
and Yorkshire. Last year, over 70,000 young
people were able to take part in a new sports

acotiand mMianignt League programme, one
of our community football initiatives, reached
over 3,500 young people in 18 leagues in
Scotland and 3 leagues in Yorkshire. During
2007, we plan to more than double these
numbers to 10,000 young people.

Environment

We are very conscious of the commercial
advantage that can be achieved through
environmental management, as well as
regulatory trends that create a need for
companies to have well developed risk
strategies in place. Our strategy looks well
beyond our direct impacts.

Climate change

- In 2006 we signed a two year contract for
100% renewable electricity, drastically
reducing our carbon footprint. We ran an
awareness programme among our staff
in association with the Energy Saving
Trust, leading to 20 staff having home
energy makeovers. We presented at the
Association of British Insurers' annual
¢limate ¢change insurance conference and
we sponsored a climate change lecture
delivered by Al Gore, former US Vice
President focusing on the risks posed
by climate change. During the year a
Climate Change Steering Group was set
up specifically to look at the opportunities
and risks for our products and services.
The Steering Group will report to the HBOS
Board in 2007.

Sustainable housing

- As the UK's biggest mortgage lender, one
of our largest impacts on the environment
relates to the homes our customers buy.
Halifax continues to stand out in our
flooding policy in three key areas: we
are the first {and so far only) lender and
home insurer to cover all of our 1.8 million
homeowner customers against flood
risk until 2008; customers who invest

In 2006 we signed a two year

contract for 100% renewable |
electricit