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Foreword

This Report produced by the FCA and PRA explains why HBOS failed in October 2008 and sets
out conclusions and recommendations. The story of the failure of HBOS is important both to
provide a record of an event which required a major contribution by the public purse, and
because it is a story of the failure of a bank that did not undertake complicated activity or
so-called racy investment banking. HBOS was at root a simple bank that nonetheless managed
to create a big problem. In covering the failure of HBOS, the FCA/PRA Report describes a period
which is by now well-known and on which much commentary has already been written. For that
reason, the general conclusions to be drawn from the Report are not new. Moreover, the
recommendations have been kept concise by not including points where in our view major
changes resulting from the lessons of the financial crisis have been implemented. Instead, the
recommendations cover areas where work is under way but further steps are being taken to
complete implementation.

The main period covered by the FCA/PRA Report (the Review Period) is from January 2005 to the
point of failure, though it draws on earlier materials going back to the creation of HBOS in 20071,
and some materials from after the point of failure where these provide useful context to help the
explanation of failure. The Report draws on the records of the firm, the FSA as supervisor of
HBOS, interviews with the main individuals involved, and other relevant outside sources.
Documentary evidence has been combined with interviews, so that individuals could give their
own account of events, and supplemented by representations received from a number of parties.
Our approach has therefore been to write the extensive story of the failure, based on our
assessment of this evidence base, and draw out conclusions and recommendations.

A second report, authored by Andrew Green QC, is being published at the same time. It provides
an assessment of the FSA’'s enforcement actions in relation to the failure of HBOS.

Both the strategy and operation of HBOS, and its supervision by the FSA, were creatures of the
time. The FCA/PRA Report sets out, against the backdrop of almost uninterrupted economic
growth over a long period and the rapid development of financial markets, the story of an
institution that became unsustainable through its poor risk management, in respect of the credit
risk on the assets side of its balance sheet, and on the liabilities side in respect of the
vulnerability of its funding. These are, of course, the fundamental building blocks of banking.

The FCA/PRA Report concludes that the Board and senior executive management of HBOS failed
to set an appropriate strategy, and also failed to challenge a flawed business model that placed
inappropriate reliance on continuous growth without due regard to the risks involved. As a case
study, it amply illustrates the rationale for the Senior Managers and Certification Regime
proposed by the Parliamentary Commission on Banking Standards (and legislated for in the
Banking Reform Act).

The paradox of the story is that at the time, and indeed up until quite near to its failure, HBOS
was widely regarded as a success story. The 2001 merger of Halifax and Bank of Scotland had
yielded double-digit profit growth in all but one of the years up to end-2006 and analysts’ and
brokers’ views were positive at least until early 2007. But, by this time, the seeds of the firm’s
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destruction had already been sown as a flawed strategy led to a business model that was
excessively vulnerable to an economic downturn and a dislocation in wholesale funding markets.

The FCA/PRA Report documents particular, and dominating, cases of inappropriate risk taking, in
the management of credit risk in the Corporate Division, the expansion overseas without regard
to the risks involved, and funding the assets of the bank. The strategy of HBOS put the growth
of the bank above these considerations until it was too late and impossible to change course.
The last point here is important. The management of a firm is not required to have perfect
foresight. The criticism in the Report is not that management failed to predict that there would
be a global financial crisis. Rather, they should have put in place strategies that could in
combination accommodate and respond to, in a timely way, changes in external circumstances.
With these strategies firms can for example raise new capital or adjust their funding with the
necessary confidence of success. HBOS lacked these strategies.

The FSA's supervision of HBOS also reflected what turned out to be unsustainable conditions
before the onset of the financial crisis. Prolonged economic growth and the appearance of
financial stability created a prevailing view that the prudential regulation of financial firms
should be ‘light touch’, thus limiting the challenge provided to firms including HBOS. In its
supervision of HBOS, the FSA failed to establish an appropriate standard of safety and
soundness. As described in the FSA’s report into the failure of RBS, a major contributor to this
failure was international standards of prudential regulations for banks which were inadequate in
the case of capital adequacy and absent in the area of liquidity regulation. The same
contributing factor is found to be at work in this Report. The supervisors of the time were not
given appropriate tools (in terms of the policy framework of the day) to do their job.

Prior to the Review Period, the FSA had identified a number of the key risks that would
ultimately contribute to the firm'’s failure. Nevertheless, the FSA subsequently failed to take
appropriate steps to mitigate these risks effectively, thus indicating deficiencies in the FSA's
prevailing approach to the supervision of systemically important firms. Supervisors need to
employ their judgement and take appropriate actions in response where necessary. A particular
challenge is to intervene sufficiently early when a firm is apparently successful but supervisors
can identify weaknesses that are sufficiently important to pose a threat to the firm that is
inconsistent with the objectives of supervision. HBOS was such a firm.

The FCA/PRA Report makes three recommendations for firms and three for the regulators. For
firms the focus is on ensuring that safety and soundness and continuing viability are firmly
embedded in the responsibilities of boards and senior management. This recommendation is
directly relevant to the implementation of the new Senior Managers and Certification Regime.
Closely linked is the second recommendation for firms, that boards should have an appropriate
mix of experience which allows them to explore and challenge key business issues rigorously
with executives. The third recommendation for firms is that senior managers should support and
nurture a culture which adheres to both the spirit and letter of public policy requirements,
thereby seeking to identify threats to the firm and engaging openly with regulators on how to
mitigate the potential impact of these threats.

For regulators, the first recommendation is that they should be prepared to intervene consistent
with their statutory objectives where they perceive a threat to those objectives. Where such
intervention is warranted, the regulators must be willing and able to do so free from undue
influence, in particular when financial market conditions appear to be benign and in the face of
changing public policy priorities. An important lesson from the failure of HBOS is that outside
conditions and priorities appear to have constrained such action in the period before the
financial crisis. The second recommendation for regulators is that for UK firms with major
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overseas operations they should have the level of understanding of the international businesses
to be able to engage effectively with the firm and local regulators. Much progress has been
made in this area since the financial crisis but it is an area where continuous assessment of the
state of international engagement is a wise approach. The last recommendation relates to the
risk that the members of the Boards of the FCA and the PRA may be subject to actual or
perceived conflicts of interest. While the Review found no evidence that James Crosby exercised
inappropriate or undue influence over the supervision of HBOS while a member of the FSA
Board, it is important that the policies that each of the FCA and the PRA have adopted are
sufficient to manage these risks both on the appointment of a director and throughout their
period of service.

Although HBOS failed in October 2008, work did not begin on the FCA/PRA Report until the end
of 2012, following the conclusion of two related enforcement investigations by the FSA. It has
therefore taken three years to produce the FCA/PRA Report. Both Reports have been subject to
the so-called ‘Maxwellisation’ process to allow parties to comment on relevant sections. In
addition, and only where appropriate, the consent of those parties has been sought to the
publication of confidential information provided by or relating to them. Where consent was
denied, the information covered by the requirement has been redacted from the Report and a
footnote has been added indicating the redaction and its source. The processes of
Maxwellisation and consent are legal requirements to which the regulatory authorities must
adhere. They must be done thoroughly and fairly.

The key dates in the production of the FCA/PRA Report are:

October 2008 - Failure of HBOS

March 2009 - Commencement of enforcement investigations by the FSA
September 2012 - Beginning of work on the Report

July 2014 - Commencement of Maxwellisation of the Report
September 2015 - Commencement of consent for publication of the Report
November 2015 - Publication

The timetable means that the Reports have been produced under the previous legislative
framework governing the FSA (which was the governing authority for around the first six months
of work). This legislation was substantially changed by the Financial Services Act 2012, which
established the FCA and PRA. Future reports of this nature will be carried out within a
framework established under the specific provisions in the 2012 Act.

In April 2013 the Parliamentary Commission on Banking Standards (PCBS) produced its report on
HBOS, An Accident Waiting to Happen. In line with the request of the PCBS, the FCA/PRA Report
includes the response to specific issues raised in their report.

The cost of producing the two Reports is estimated to be £7 million. This represents the costs
incurred by the authorities in addition to their regular budgets.

Oversight of the production of the FCA/PRA Report has been the responsibility of a steering

committee drawn from the Boards of the two authorities. The committee was chaired by Brian
Pomeroy, and | owe a great debt of thanks to Brian for his unstinting work to see the Report to

The failure of HBOS plc A report by the FCA and PRA



its conclusion. My great thanks also go to colleagues from the two Boards, particularly Amelia
Fletcher, Charles Randell, Mick McAteer and the late David Harker. Production of the Report was
undertaken by a team from the staff of the PRA. | am hugely grateful to all members of the
team for their work on the Report, and for the insights they have provided on the failure of
HBOS. The Report has been produced alongside the regular activities of the two regulatory
authorities and has not benefitted from dedicated additional resources. My thanks also go to
Andrew Green QC for his work on the second Report, and for the challenge provided by Stuart
Bernau and lain Cornish following their appointment as Independent Reviewers by the Treasury
Select Committee.

M B

Andrew Bailey

Deputy Governor for Prudential Regulation and Chief Executive Officer of the Prudential
Regulation Authority
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ntroduction

This Report was prepared in accordance with the Review’s Terms of Reference which appear in
Appendix 2. It is being published after a series of other investigations and publications:

M

The RBS Report.() There are several notable parallels between the conclusions of the RBS
Report and this Report. The RBS Report also built on other key reports, such as The Review of
the supervision of Northern Rock(2) and The Turner Review.(3)

The FSA's two Enforcement notices (against Bank of Scotland plc and Peter Cummings)
regarding the oversight of the HBOS Corporate Division.(4) The Review used the underlying
data that supported these two notices in the Report, and expanded it to provide a broader
account of the activities of the Group beyond Corporate.

The PCBS's report on HBOS — An Accident Waiting to Happen.(®) This report examined why
HBOS failed and the implications of its failure for culture and standards in UK banking. It
also identified a number of issues which it expected this Report to expand upon.(6) These are
covered in Appendix 4 of this Report.

The PRA's Approach to Banking Supervision.(7) This document has been used as a benchmark
for recommendations and judgements on whether the failures identified in this case could

reoccur.

uch of what has been said in these documents resonates with the findings of this Report.

However, this Report is the product of a separate and independent Review. [t is set out as a
stand-alone document, summarising key analysis undertaken during previous reviews where

re

levant and with minimal referencing to earlier published documents.

The Report is structured into the following parts:

Part 1 sets out the Executive summary and recommendations.
Part 2 analyses how HBOS failed, with a particular focus on asset quality, funding and liquidity,
and capital. It also outlines the external economic environment in which the firm operated

and its approach to financial reporting in the final year.

Part 3 examines the management, governance and culture of the HBOS Group, and the roles
HBOS’s Board and executive management had in the failure of the firm.

Part 4 analyses the FSA's approach to supervision.

EEBE

GG

The RBS Report: http://www.fsa.gov.uk/library/other_publications/miscellaneous/2011/rbs.shtml

The Northern Rock Report: http://www.fsa.gov.uk/pubs/other/nr_report.pdf

The Turner Review: http://www.fsa.gov.uk/pubs/other/turner_review.pdf

Final Notice for Bank of Scotland: http://www.fsa.gov.uk/static/pubs/final/bankofscotlandplc.pdf and Final Notice for Peter
Cummings: http://www.fsa.gov.uk/static/pubs/final/peter-cummings.pdf

AnAccident Waiting to Happen: http://www.publications.parliament.uk/pa/jt201213/jtselect/jtpcbs/144/144.pdf

These issues are set out in paragraph 141 of the Parliamentary Commission on Banking Standards’ report on HBOS:
http://www.publications.parliament.uk/pa/jt201213/jtselect/jtpcbs/144/14410.htm
http://www.bankofengland.co.uk/publications/Documents/praapproach/bankingappr1304.pdf
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+ Appendices to the Report include further information about the scope of the Review, the
Review Period (January 2005 to October 2008) and the processes undertaken in preparing this
Report. They also set out the Review’s responses to questions posed by the PCBS.

The Review'’s Terms of Reference also referred to an assessment of the reasonableness of the
scope of the FSA's enforcement investigations in relation to the failure of HBOS. This
assessment, carried out by Andrew Green QC, is the subject of a separate report published
together with this Report.

It is important to note that many of the judgements we have made in this Report, while based
on the evidence provided by contemporaneous documentation and interviews conducted as part
of this Review, have inevitably been formed with the benefit of hindsight. When using hindsight
we do not imply any wrongdoing on the part of HBOS or those involved and we are not
suggesting that what is clear in hindsight was necessarily clear to those involved at the time.

While hindsight has been widely used, there are still some decisions that we consider were poor
at the time (even if the full consequences of those decisions could not have been envisaged). We
have made it clear in the Report where this is our judgement.

We acknowledge that some topics that have attracted comment in this Report relate to
assumptions and practices that were widely held or applied by the majority of market
participants at the time, but in retrospect appear unjustified. In this respect, we are not
suggesting that HBOS was generally an outlier. Where we have identified HBOS as an outlier
this is explicit in the Report.

Finally, while this Report contains some judgements about the quality of decisions made, those
statements carry no implication that either HBOS or any individual was guilty of any regulatory
breach, other than as stated in the Final Notices. The judgements reached in this Report are
views expressed in an attempt to understand and describe the causes of HBOS's failure for the
purposes of satisfying a legitimate public interest. They can reasonably be subject to public
debate.
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Part 1
Executive summary
and recommendations




11 Why did HBOS fail?

1. On1October 2008 HBOS was approaching a point at which it was no longer able to meet its
liabilities as they fell due and so sought Emergency Liquidity Assistance (ELA) from the Bank of
England.() While the failure of the Group was directly triggered by a lack of liquidity, in large part
this reflected underlying concerns about the solvency of the firm — concerns that turned out to
be justified.

2. The failure of HBOS can ultimately be explained by a combination of factors:

+ Its Board failed to instil a culture within the firm that balanced risk and return appropriately,
and lacked sufficient experience and knowledge of banking.

+ The result was a flawed and unbalanced strategy and a business model with inherent
vulnerabilities arising from an excessive focus on market share, asset growth and short-term
profitability.

+ This approach permitted the firm'’s executive management to pursue rapid and uncontrolled
growth of the Group’s balance sheet, and led to an over-exposure to highly cyclical
commercial real estate (CRE) at the peak of the economic cycle, lower quality lending, sizable
exposures to entrepreneurs, increased leverage, and high and increasing reliance on wholesale
funding. The risks involved were either not identified or, where identified, not fully understood
by the firm.

+ There was a failure by the Board and control functions to challenge effectively executive
management in pursuing this course or to ensure adequate mitigating actions.

« HBOS's underlying balance sheet weaknesses made the Group extremely vulnerable to market
shocks and ultimately failure as the crisis of the financial system intensified.

+ There was an extended period of inflows of capital to developed economies, resulting in
low yields, declining awareness of risk and asset price bubbles, in which market discipline -
investors, analysts, rating agencies and other third parties — failed to constrain firms from
undertaking risky strategies.

+ An overall systemic crisis in which the banks in worse relative positions were extremely
vulnerable to failure. HBOS was one such bank.

3. Ultimate responsibility for the failure of HBOS rests with its Board. However, another striking
feature of HBOS's failure is how the FSA did not appreciate the full extent of the risks HBOS was
running and did not take sufficient steps to intervene before it was too late.

4. The FSA Board and executive management failed to ensure that adequate resources were
devoted to the supervision of large systemically important firms such as HBOS. This gave rise
to:

(1) For the purposes of this Report, HBOS is deemed to have failed on the date it first received ELA, 1 October 2008 (see Appendix 1,
‘Review Period, scope and processes followed').
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+ arisk assessment process that was too reactive, with inadequate consideration of strategic
and business model related risks;

« insufficient focus on the core prudential risk areas of asset quality and liquidity in a benign
economic outlook; and

+ too much trust being placed in the competence and capabilities of firms’ senior management
and control functions, with insufficient testing and challenge by the FSA.

5. The remainder of Part 1:

+ outlines the history of the HBOS Group and the external economic environment in which it
operated (Section 1.2);

+ summarises the Review’s assessment of:
- HBOS's strategy (Section 1.3);

— how HBOS failed, with particular focus on asset quality, reliance on wholesale funding and
capital (Section 1.4);

- the management, governance and culture of the HBOS Group (section 1.5);
- the FSA's regulatory approach (Section 1.6); and

+ makes recommendations arising from this Review (Section 1.7).
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1.2 Background

The HBOS Group

6. The merger of the Halifax and Bank of Scotland in 2001 brought together a large former building
society that had an extensive UK retail banking and insurance customer base, with a medium-
sized bank that specialised in business banking and had a significant share of the Scottish
corporate and retail banking markets.

7. A number of envisaged key benefits were cited at the outset of the merger. Increased market
and product penetration opportunities, and an increased financial strength and deposit base
were intended to enable the new firm to become one of the major UK banking groups and to
challenge the existing ‘Big 4’. The merger was also intended to partly address Bank of Scotland’s
limited customer deposits and consequent heavy reliance on wholesale markets to fund its
lending business.

8. HBOS benefited from some synergies arising from the merger integration and the largely benign
UK macroeconomic environment during the first half of the 2000s, and its profitability grew
strongly. In the years leading up to the Review Period, HBOS pursued rapid growth across its
retail and corporate lending businesses, while using its larger balance sheet to do increasingly
large deals.

9. At the beginning of the Review Period, HBOS operated through five divisions:

+ Retail Division was the biggest part of the Group and was dominated by mortgage lending,
which made up 92% of the division’s loans and advances. HBOS was the largest mortgage
lender in the UK throughout most of the Review Period, holding approximately a 20% market
share.

« Corporate Division mainly lent to UK businesses, with a significant share of the relationship
banking market in Scotland (around 37%) and a much smaller one in England and Wales (3%).
It focused on commercial property lending (where it and RBS were the two largest UK lenders
to the market) and other property-related businesses such as construction, hotels and renting,
while also lending to sectors such as manufacturing and transport.

+ International Division was a collection of insurance and banking businesses that had little in
common, other than that they were not based in the UK. Parts of the International Division
grew very rapidly during the period, particularly the Australian and Irish businesses, but overall
it remained the smallest part of the Group (by assets) throughout.

« Treasury Division managed funding and liquidity for the Group but also acted as a profit
centre, carrying out a small amount of proprietary trading.

« Insurance and Investment Division(2) was responsible for underwriting and administration of
the insurance business, both life and general, within the Group.

(2) The performance of the Insurance and Investment Division did not materially contribute to the failure of the Group, so this division is
not in the scope of this Review (see Appendix 1, ‘Review Period, scope and processes followed').
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10.

1.

12.

External economic environment

Halifax and Bank of Scotland merged during a period of heightened corporate activity, in the
middle of an economic cycle that had begun in the early 1990s. UK domestic economic growth
had been relatively steady since the recession of the early 1990s, resulting in an extraordinarily
long period (around 60 quarters) of continuous expansion. The growth in the financial services
sector was more than twice as fast as the economy as a whole, averaging 6% per annum in the
decade preceding the crisis, and increasing its share of nominal gross domestic product (GDP) to
around 10%. Confidence in the future prospects of the economy was reflected in both bank and
non-bank equity prices, which rose steadily from the start of 2003 until 2007.

As the benign conditions persisted for longer and longer, many perceived that a new paradigm of
economic stability had been established. Commentators underestimated the risks that were
building up in advanced economies as low interest rates and cheap — often cross-border —
funding flattered banks’ performance, and complex innovation increased the interconnectedness
of financial firms.

The financial and economic trends in the run up to the crisis were unsustainable. Some of the
incipient risks were identified and highlighted by central banks, regulators and other analysts but
many of the trends had been evident for many years, in some cases decades, without risks
crystallising in developed economies. Few predicted the severity and longevity of the crisis that
was to occur.
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1.3 HBOS's strategy during the
Review Period

13.  During the early part of the Review Period, HBOS pursued lending and treasury investment
strategies which led to an increase in the risk profile of the Group, and made it increasingly
vulnerable to an economic downturn.

14.  HBOS's strategy focused primarily on revenue growth combined with strong cost control. It was
simple and seemed compelling to many, both within and outside the Group, and for a period was
partly fuelled by benefits from the merger. However, this strategy remained broadly unchanged
from the merger and through the Review Period, despite the increase in risk in the external
environment.

15. HBOS's strategy was articulated within its annual business plans. Certain features of the
strategy were broadly consistent throughout the Review Period, including:

+ areturn on equity goal of around 20%;
+ aggressive growth targets;

+ gaining a market share of 15-20% in all the key markets in which it was involved (the starting
position differed between business lines); and

+ tight cost control, which was viewed as a competitive advantage.

16.  What the strategy lacked was a clear articulation of the risks faced by the firm and its risk
appetite in pursuing its objectives. As such, there were no effective risk-based measures that
would constrain asset growth and prevent the strategy from becoming unbalanced and
disconnected from the firm'’s funding and liquidity positions.

17.  The Group put itself under pressure to maintain an increasing level of income. As margins
declined on all forms of lending, a search for yield pushed it towards more risky propositions.
Each of the lending divisions experienced an increase in its risk profile as it sought to grow
income levels. Retail expanded its share of more risky specialist lending segments. Corporate
increased its leveraged loans business and both Corporate and International generally increased
the size and complexity of their deals, while also expanding their property lending, much of
which was secondary and tertiary property. The decision to expand growth in HBOS's
international operations was intended to provide diversification. In practice, it increased HBOS'’s
overall exposure to high-risk commercial property. The Board failed to identify the extent to
which HBOS was moving up the risk curve.

18.  The Group sought to reduce reliance on interest income, but only made substantial progress in
Corporate. A significant part of non-interest income in this division arose from taking equity
stakes in businesses which were then sold down. This was a risky strategy as it created a reliance
on a form of income that was cyclical and not sustainable in a downturn.

19. Key strategic decisions were taken by the Board which aggravated rather than improved the
overall risk profile. An expectation of an increasingly difficult UK retail environment in 2007 led
to a decision to rely more heavily on revenue from the Corporate Division, increasing the firm’s
exposure to riskier sectors and market segments, at what is now known to have been the peak of
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the cycle. Certain of the high-risk features of Corporate’s business model, such as integrated
lending, were exported to the Group’s Australian and Irish businesses. Despite an aim of the

merger being to reduce the size of wholesale funding, the Group pursued an asset-led growth
strategy that increased the size of and reliance on wholesale funding.

Following the onset of the crisis, the perception that HBOS had a highly risky strategy exposed
to the UK property market was an important factor in its deteriorating external reputation.

HBOS'’s business model and strategy during the Review Period are considered in more detail in
Part 2, Section 2.3.3, ‘HBOS's strategy and business plans: 2004 to 2008’. The role of the Board
in formulating this strategy is discussed further in Section 1.5.2 below and in Part 3, Section
3.3.2, 'Key failings of the Group Board, Chairman and CEOs’.
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The final year

During 2007, vulnerabilities in the global financial system which had arisen during the long
period of relative economic stability became increasingly apparent. Key vulnerabilities included:

+ low real interest rates resulting in a search for yield and investment in riskier (and often more
complex and opaque) financial products with higher nominal returns;

+ increasing dependence by many banks on wholesale financial markets for funding and the
growth of a shadow banking sector;

+ unsustainable rises in commercial and retail property prices; and
« increasing leverage and indebtedness in the corporate, household and financial sectors.

Strains that had manifested themselves first in the US sub-prime mortgage market started to
spread through global financial markets, impairing interbank liquidity internationally and in the
United Kingdom. The impact of this spread further during summer 2007 when two Bear Stearns
hedge funds effectively collapsed in July, shortly followed by the suspension of withdrawals from
three investment funds managed by BNP Paribas. There was a significant reduction of global
interbank liquidity as investors grew concerned about counterparties’ exposures to bad debts
and each other, and liquidity risks flowed back from the shadow banking sector to the banks. In
September 2007, Northern Rock — which was known for its aggressive business strategy — sought
ELA from the Bank of England and experienced a retail run.

HBOS invoked its contingency funding plan in September 2007. The plan covered early warning
indicators, management escalation and actions to be taken. HBOS had committed to provide
funding to a special purpose vehicle (known as Grampian) if the latter could not continue to
finance its assets by issuing commercial paper in the market. As a result of the market issues,
this facility, supporting £18.6 billion of assets, began to drawdown from August 2007. However,
the Group also attracted £7.9 billion of additional retail and corporate deposits in 2007 Q4 as
investors moved assets out of riskier investments. At this stage, the firm assumed that the
dislocation would be temporary.

From a lending perspective, HBOS recognised that it needed to reduce asset growth and took
action to address this. The bulk of the proposed reduction was targeted at the International
Division. It was decided that Corporate would continue to lend, with a particular emphasis on
supporting its existing customers. This decision was influenced by concerns about damaging
HBOS's franchise if Corporate stopped lending and by the firm’s ethos of ‘lending through the
cycle’. However, lending continued at well above planned levels throughout 2007 in both
Corporate and International, and loans were in many cases made to new customers, not just
existing ones.
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In the context of the growing crisis, banks perceived as weak became increasingly vulnerable to
failure. Brokers’ views of HBOS were mixed during 2007. While there were some who continued
to regard HBOS very positively, others became more pessimistic due to concerns about an
impending downturn, with a few being particularly vociferous on account of the nature of the
business HBOS had built. Analysis of broker reports shows that ‘buy’ remained the principal
recommendation throughout 2007. Despite this, by 12 December 2007, before the pre-close
Trading Statement the following day, HBOS'’s share price was 26% down on the start of the year,
underperforming the sector as a whole.

Information contained in HBOS's December 2007 pre-close Trading Statement and the more
detailed 2007 Preliminary Results announcement made on 27 February 2008, appears to have
taken the market by surprise and significantly eroded the market’s confidence in HBOS. This
included: disclosure of its debt securities portfolio of £81 billion, of which asset-backed
securities (ABS) exposures accounted for £41.9 billion; and disclosure of Alt-A assets worth

£7 billion. HBOS's share price fell by 13% in the week following the pre-close Trading Statement
and 23% in the week of the Preliminary Results announcement and continued to fall sharply
during 2008, as shown in Chart 1.1.

HBOS's position was further tested less than three weeks later. On 19 March 2008, a British
bank — named by some as HBOS —was rumoured to be facing severe strain following the
collapse of the US investment house Bear Stearns, allegedly prompting the Governor of the Bank
of England to cancel travel plans. Both the FSA and the Bank of England refuted the rumours
and HBOS's share price partially recovered its sharp intra-day falls. Against a backdrop of
uncertain market conditions at the time, the incident highlighted HBOS's apparent vulnerability
to market gossip. Around this time, HBOS's credit default swap (CDS) spreads spiked and
widened relative to those of other large UK banks, as shown in Chart 1.2.

There was a gradual deterioration in the maturity profile of the firm’s liabilities from this point as
maturing long-term funding was replaced increasingly by short-dated instruments. It appears
there was reluctance from HBOS to ‘pay up’ for longer term funding, even when it was available,
to avoid the market interpreting this as a distress signal.

As its funding position continued to deteriorate, HBOS revised its plans. The firm took a number
of short-term actions to address its vulnerable position, including seeking to grow its customer
deposit base. Decisive action was finally taken to halt balance sheet growth. From a funding
perspective, HBOS significantly increased its securitisation programme to access the Bank of
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England’s Special Liquidity Scheme (SLS). SLS, which had been launched by the Bank in April
2008, enabled UK banks to access funding by exchanging assets for Treasury Bills. HBOS used
this facility from the first month it was established and, by September 2008, it was the firm’s
primary source of new secured funding.

In addition, in April 2008 HBOS announced that it would raise £4 billion of capital via a rights
issue, with the stated objectives of: rebasing the Group to stronger capital ratios; consolidating
the Group’s strengths in its core markets; mitigating the increased volatility of the Group’s
regulatory capital under Basel II; and covering the fall in market value of the Treasury portfolio.

These actions did little, however, to alleviate market participants’ concerns regarding the
sustainability of the Group’s business model, and in particular its exposures to the UK property
market and reliance on wholesale funding. A further deterioration in market sentiment towards
the banking sector generally, as well as HBOS specifically, resulted in a subscription rate to the
rights issue of just 8.29%, with underwriters left to take up the remaining proportion of shares.
By end-July 2008, HBOS's share price had lost 60% of its value at the beginning of the year and
its CDS spreads were increasingly wider than those of other large UK banks.

On 15 September 2008, Lehman Brothers failed, disproving the market'’s belief that certain
institutions were ‘too big to fail’. The result was a significant dislocation to financial markets and
further reduction in interbank liquidity, aggravating funding conditions for all banks. HBOS,
however, with its massive wholesale funding requirement, was particularly affected and was
largely only able to secure funding on an overnight basis.

By the time that Lehman Brothers collapsed, HBOS had no real funding options left, having
already used a significant proportion of its collateral eligible for central bank funding schemes.
In the following days, it came under acute and sustained funding pressure, including receiving
—and in some cases acceding to — requests to buy back debt instruments before maturity.

Furthermore, HBOS began to see material outflows of customer deposits. The Irish and
Australian businesses were also experiencing customer withdrawals and so required additional
funding from the United Kingdom to meet local regulatory requirements. As a result of these
factors, HBOS faced an additional, unexpected funding need of £12.5 billion in the week after
Lehman Brothers failed.

On 17 September 2008, two days after the collapse of Lehman Brothers, HBOS publicly
confirmed it was in discussion with Lloyds TSB concerning its takeover, with the takeover
announced on 18 September 2008. It is debatable what impact this announcement had on
HBOS's funding position. While there was clear market relief immediately after the takeover
announcement, the short-to-medium term consensus was negative. There was a view among
HBOS management at the time that some institutions reduced their individual lending limits to
the two banks to a lower combined limit (with the reduction biting for HBOS not Lloyds TSB),
thus reducing HBOS's borrowing capacity.

Overall, the firm’s liquidity position deteriorated dramatically in the second half of September
2008. Further deposit outflows resulted in an additional £2 billion funding need over the last
week of September, and increasing volumes of overnight funding meant that daily wholesale
maturities were between £15 billion and £20 billion. On 1 October 2008, HBOS was
approaching a point at which it was no longer able to meet its liabilities as they fell due. The
firm had exhausted its eligible collateral for use in the SLS and so sought ELA from the Bank of
England.

Further details regarding HBOS's final year can be found in Part 2: Section 2.8.5, ‘Key events and
triggers: what were the events which triggered the liquidity crisis leading to the firm’s failure?’; and
Section 210, ‘Shifting market perceptions of HBOS'.
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The market dislocation following the failure of Lehman Brothers was the proximate, but not the
ultimate, cause of HBOS's failure. HBOS failed because of the market’s concerns about the
composition of its balance sheet and the risk within it, relative to its capital and liquidity buffers,
which was exposed by the dislocation of the market following Lehman Brothers’ failure. The
remainder of this section considers the poor quality of assets on HBOS’s balance sheet, as well
as the vulnerabilities of its capital, funding and liquidity positions over the Review Period.

Asset quality

A key feature of HBOS's balance sheet was its concentration in property, particularly commercial
property. HBOS saw real estate lending not just as a core competence but as ‘safe’ lending. As
such, each division was heavily exposed to property and property-related sectors. This was well
known to the market. During the Review Period, exposure to property and property-related
interests accounted for around 75% to 80% of all loans and advances to customers. A
concentrated exposure of this magnitude to any sector carries risks, but it should be possible for
such risks to be managed effectively. In this case, however, the risk to HBOS’s long-term
sustainability was heightened by a considerable proportion of its exposures being to the highly
cyclical CRE sector. By the end of the Review Period, £76 billion of the Corporate Division’s
portfolio was exposed to commercial property or related sectors. In addition, approximately
£12 billion of the International Division’s Irish portfolio and £6 billion of its Australian portfolio
was exposed to commercial property or related sectors.

A second key feature was its lower quality lending. The Corporate Division actively targeted
‘sub-investment grade’ borrowers. The International Division’s weak credit assessments led the
businesses to take on lower-quality exposures than was appreciated. Both Corporate and
International pursued opportunities to hold riskier, junior debt and to provide equity to
borrowers. Meanwhile, the Retail Division was one of the largest lenders in the United Kingdom
of higher risk self-certified mortgages, while it moved up the risk curve to maintain buy-to-let
(BTL) market share.

A third key feature was its significant support of entrepreneurs in their pursuit of different
business ventures. This was a characteristic of both Corporate and International (in particular,
Ireland) and it led to sizeable single-name exposures. At the end of 2005 the Corporate
Division'’s top 30 exposures represented 15% (£19.2 billion) of the division’s portfolio. By the
end of September 2008, the top 30 exposures represented 21% of the division’s portfolio
(£30.9 billion). The largest of these exposures was £1.8 billion and there were fourteen
exposures in excess of £1 billion.

A fourth key feature was its rapid expansion. Total Group assets grew from £477 billion in 2004
to £690 billion in 2008, giving a compound annual growth rate of 10% during the period (Table
1.). Moreover, the Group rapidly grew its higher risk assets, such as CRE, at the top of the
economic cycle at a time when there was downward pressure on margins and lending terms,
including high leverage and weak covenants.

In 2007, the Corporate and International Divisions grew loans and advances by 22% and 38%(3)
respectively, as the firm sought to increase revenues in these areas partly to compensate for the
decline in the Group’s traditional mainstream retail mortgage lending.

In the Corporate Division, although the volumes of new loans sanctioned after August 2007
were not as high as the volumes of new loans sanctioned in the first seven months of the year,
the division’s exposures continued to grow strongly to the end of 2007. As well as new lending,

(3) On a like-for-like basis after allowing for the transfer of businesses between the divisions in 2007.

The failure of HBOS plc A report by the FCA and PRA



46.

the continued growth of Corporate’s balance sheet in 2007 was partly due to the completion of
transactions sanctioned earlier in the year and customers drawing down on committed facilities.
In addition, the ongoing closure of the syndication market meant that Corporate was unable to
sell-down, as originally intended, significant large exposures that it had agreed to underwrite in
full. The Corporate Division’s increasing exposures placed considerable pressure on the firm'’s
funding position.

Taking into account the proportion of loans that came to the end of their terms or were
otherwise repaid in 2007, Corporate’s new lending book grew by approximately 50% in that year.
Even into 2008, the division was looking to pick up from other banks exiting the market assets
regarded as cheap.

Table 1.1: HBOS total assets and growth by division 2004-2008 (as at 31 December)(

£ billion 2004 2005 2006 2007 2008 Compound

annual growth
Retail 209 225 243 260 266 6%
Corporate 82 87 97 122 128 12%
International 37 50 61 76 68 16%
Banking divisions 328 362 401 458 462 9%
Treasury and Asset Management 85 107 107 120 147 15%
Total banking activities 413 469 508 578 609 10%
Insurance and other group items 64 72 83 89 81 6%
Total group assets 477 541 591 667 690 10%

(a) Source: HBOS Annual Reports and Accounts and Review calculations. 2004 has been adjusted to reflect the introduction of International Financial Reporting Standards from 2005. A number of
transfers of business took place between the divisions in 2007 and 2008. No adjustments have been made to restate the earlier periods for these transfers (e.g. the European corporate business of

International transferred to
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Corporate in 2007 and is only shown as part of Corporate for 2007 and later. Prior to 2007 this business is included within International).

A final aspect was that Treasury invested in ABS as a significant part of its liquidity portfolio on
the assumption that these assets could be sold or used as collateral to raise secured funding in a
liquidity stress. As the stress that developed from 2007 onwards involved a lack of confidence in
the assets that backed these securities and then the securities themselves, this assumption
proved to be wrong.

HBOS's approach was not unique in all respects. Most of the leading UK banks during the period
had high return targets and had grown significantly, while some also had significant exposures to
commercial property. However, the combination of all of these factors, when also combined
with HBOS's exposures to highly leveraged businesses, single names and riskier junior debt/
equity, led to HBOS being particularly vulnerable to an economic downturn.

Further details regarding the asset quality of the different divisions can be found in Part 2:
Section 2.4, ‘Asset quality - Corporate Division’; Section 2.5, ‘Asset quality — International Division’;
Section 2.6, ‘Asset quality — Retail Division’; and Section 2.7, ‘Asset quality — Treasury Division’'.

Impairment losses — a consequence of poor asset quality

In the three-year period from 2005 to 2007, the annual impairment losses recognised in the
HBOS Group’s income statement(4) ranged between £1.7 billion and £2.1 billion. The losses on
the Group’s lending portfolios increased markedly from September 2008 onwards, with
impairment losses of £13.5 billion being ultimately recognised for the 2008 year-end.

Within Corporate, despite the deteriorating economic outlook in 2008, the business functions
were reluctant to accept that the loans were going bad, and were reluctant to re-categorise and

(4) An explanation of impairment losses and related terms is included in Question 1 of the Parliamentary Commission on Banking
Standards, in Appendix 4.
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escalate them to the division’s specialist ‘impaired assets’ team. In many cases, when they were
recategorised, the business functions and executive management maintained their expectation
that they would be able to implement ‘workout solutions’ on the distressed loans and thereby
suffer no loss or only a small one. As more and more Corporate loans deteriorated, the division’s
impaired assets team became overwhelmed with their sheer volume and was unable to properly
re-categorise the loans in a timely fashion. All of these factors meant that difficult decisions
about deteriorating loans had to be taken later, and in a declining market, at higher ultimate
cost.

The optimism also meant that throughout 2008 the division proposed levels of provisions which
did not reflect the declining market conditions, and were increased following intensive
discussions with the firm’s external auditors. Even then, the firm consistently chose the level of
Corporate provisions at the least prudent end of the range deemed acceptable by its external
auditors, though the approach had changed by the time that the 2008 year-end impairment
figures were finalised in early 2009.

In its Annual Report and Accounts for the year ending 31 December 2007 (published early 2008)
HBOS reported a profit before tax of £5.5 billion. The Annual Report and Accounts for 2008
(published early 2009) showed a loss of £11 billion. In its half-year interim results for the year to
June 2008 (published 31 July 2008), the charge for Group impairment losses was £1.3 billion;
yet by year-end 2008 this figure had risen to £12 billion. The deterioration in the quality of
HBOS'’s loan book and the speed with which it all happened, are a notable part of the HBOS
story. Section 2.11, ‘HBOS financial reporting’, in Part 2 of this Report draws extensively on the
published annual reports and accounts and the various interim financial statements issued by
HBOS in relation to the Review Period. It also draws heavily on the audits and other reviews and
reports which were presented to HBOS Board and senior management by KPMG.(5) This material
is included to show how the losses emerged over time, what information was available to
HBOS'’s Board and senior management, what warnings were given to HBOS's Board and senior
management, what decisions were taken as a result, and how these losses were recognised in the
published financial statements. It is not within the Terms of Reference for this Review to opine
on the content of the annual reports and accounts or the various interim financial statements
which HBOS issued throughout the Review Period. Similarly, it is not within the Terms of
Reference for this review to opine on whether the formal audits, reviews or other work
undertaken by KPMG in relation to HBOS met the required standards — these are matters for the
Financial Reporting Council (FRC). With that in mind, in the course of the Review the PRA and
FCA remained in regular contact with the FRC and wrote to the FRC inviting it to consider
whether there were grounds to investigate KPMG and/or senior KPMG people in relation to the
audits of HBOS's financial statements for 2007 and 2008 and, by extension, HBOS senior
management. The FRC carried out a review into these matters and advised that the criteria for
commencing an investigation were not met. The FRC has indicated that it will consider any
relevant new information contained in the HBOS Report once finalised and published.

From the end of the Review Period in 2008 until 2011, HBOS recognised a total of £52.6 billion
of impairment losses in its income statement: £44.7 billion were referable to the Group’s
lending portfolios, with the remainder from its securities holdings.

Table 1.2 shows the recognised impairment losses of the Group on its loans and debt securities
split by division. By far the worst-performing divisions were Corporate and International, with
£21.9 billion and £15.5 billion of impairments, equivalent to a fifth and a quarter of total loans
and advances at end 2008 respectively. Within these divisions, losses were predominantly
incurred on their commercial property portfolios. While in mid-2008 the market was expecting
HBOS to incur losses, the magnitude of the losses was not predicted. The impact of the crisis on
HBOS's Retail book was less severe than its impact on the Corporate and International books.

(5) KPMG was HBOS's external auditor from the Group’s foundation in 2001 until the year-end 2008.
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56. There has been limited recovery of HBOS's impairment losses after the end of the Review Period.
Between 2009 and 2013, the Group decided £39.6 billion of the impairment losses would
ultimately be irrecoverable while just under £0.9 billion was recovered. Even assuming all
remaining legacy loans perform in the long run, HBOS could not have survived this level of
write-offs without the support from Lloyds TSB and the government.

Table 1.2: HBOS Group recognised impairments in the income statement 2008 to 2011(@).()

£ billion Loans and advances, Impairments Loss as

end 2008(©) . percentage of

2008 2009 2010 2011 Cumulative 2008 loans and

2008 to 11 S hETES

Retail 258 2.2 2.0 1.4 1.0 6.6 3%

Corporate 123 6.7 111 32 0.9 219 18%

International 62 1.0 53 58 3.4 15.5 25%

Treasury 79 2.9 2.8 0.5 0.7 6.9 9%
Other 0.7 (01) 0.0 11 17

Total 522 13.5 211 10.9 71 52.6 10%

(a) HBOS Annual Reports and Accounts 2008-2011. The Review Team has used its judgement to allocate losses to the HBOS divisions, as following LBG's acquisition, the HBOS divisional structure was
dissolved.

(b) The impairments for Retail, Corporate and International are impairment losses on loans and advances. The impairments for Treasury are impairment losses on debt securities. Other impairments are
those that the Review has been unable to allocate to a division, as well as 2008 impairments on Corporate’s debt securities. Part 2, Section 2.3.6 and Appendix 4, PCBS question 1 set out in more
detail why it has not been possible to allocate all impairments to a particular division.

(c) Gross loans and advances, except for the Treasury Division which includes £76.7 billion of debt securities.

57.  The depth and length of the recession as a result of the crisis starting in 2007 undoubtedly
contributed to a number of companies experiencing financial difficulties and going into
administration. However, it was the policies and actions that HBOS pursued in the benign times
prior to the crisis that determined the extent to which it was exposed to the downturn and how
resilient it was. In this regard, the policies and actions created a business model that was highly
cyclical and amplified the effects of the recession leading to significant losses.

58. HBOS's losses are considered further at the end of each section on asset quality in Part 2
referred to above, and also in the response to Question 1 of the ‘Questions from the
Parliamentary Commission on Banking Standards’ at Appendix 4.

Underlying balance sheet vulnerabilities

59. By the start of the crisis in mid-2007, HBOS had developed the underlying balance sheet
vulnerabilities which would ultimately lead to its failure. These included insufficient capital for
the risks on its books; a large funding gap and dependence on wholesale funding; and ABS in the
Treasury liquidity portfolio. The firm’s asset-led growth strategy exacerbated these
vulnerabilities.

Reliance on wholesale funding

60. By the end of September 2008, HBOS was no longer able to meet its needs from the wholesale
market and was facing a withdrawal of customer deposits. On 1 October 2008, the Bank of
England provided HBOS with ELA so that the firm would be able to continue to meet its
liabilities as they fell due.

61. The rapid expansion of its balance sheet placed pressure on HBOS's ability to fund itself. HBOS's
retail funding struggled to keep pace with the Group’s lending growth, with customer deposits
growing at an average annual rate of 5% a year during the Review Period, compared with a
customer loan growth rate of 10%. As a result, HBOS increasingly accessed wholesale financial
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markets as a source of funding, raising its wholesale borrowing(6) from £187 billion at the end of
2004 to £282 billion at end-2007.

The disparity between the amount HBOS lent to its customers and the amount it held in
customer deposits was further highlighted by HBOS’s loan-to-deposit ratio, which increased
from 143% at the time of the merger to 170% at the end of 2007. While this was below the
Bank of Scotland level of 194% immediately before the merger, it was well above the ratios of
HBOS's clearing bank competitors and at the top of the range for UK mortgage banks, with the
exception of Northern Rock which failed. By the end of 2008, HBOS'’s loan-to-deposit ratio had
reached 192%.

The management and Board of HBOS recognised that an over reliance on wholesale funding was
a weakness but this was never tackled as a key risk to the stability of the business. Instead, the
possible need for additional funding was viewed as a risk to further asset growth, and was
considered mainly in those terms. So, for example, higher levels of customer deposits were seen
as a way of increasing lending capacity rather than reducing liquidity risk.

As early as 2004, the HBOS Board took steps to lengthen the tenor of its wholesale funding and
diversify the sources of wholesale funding. As a result, the percentage of HBOS's funding with a
maturity of over one year increased from 33.5% at end-2003 to a peak of 47.5% at end-2006.

Nevertheless, the absolute size of its funding requirement meant that HBOS still had large
volumes of short-term funding with tenors of one and three months (at their peak in March
2008 of approximately £64 billion and £61 billion respectively).(?)

In addition, the structure of HBOS's funding requirement made it particularly vulnerable to
closure of wholesale funding markets. As the largest participant in the UK residential mortgage-
backed securities (RMBS) market from 2003, HBOS was reliant on securitisation as a source of
funding. When uncertainty grew regarding the credit quality of the assets underlying these
securities from mid-2007, new business could no longer be securitised creating a need to find
alternative funding. In addition, as referred to above, HBOS needed to provide funding to its
special purpose vehicle, Grampian.

HBOS’s own liquidity standard was significantly more stringent than the prevailing — albeit
inadequate - regulatory standard of the time: the firm having set itself a requirement that it
should hold sufficient liquidity to meet a one-month wholesale outflow. HBOS had grown its
liquidity buffer from £84.4 billion in 2004 to £147.8 billion in 2008.

However, in 2004 the HBOS Board decided to change the composition of Treasury assets
comprising its liquidity buffer from a majority of gilts to a majority of other, typically AAA-
rated(®) ABS. This allowed Treasury to increase the yield on its assets, in effect becoming a profit
centre by taking on higher-risk assets that it believed could be used to generate liquidity at a
time of stress. At the time, ABS markets were deep and growing and there was an active repo
market. However, this market was still relatively immature and had not been tested in a
downturn.

The decision to invest in ABS assets that were not sufficiently distinct from the other assets of
the firm further concentrated HBOS's balance sheet in property-related assets. These assets
proved insufficiently liquid when financial market conditions worsened and then deteriorated
further following the failure of Lehman Brothers.

(6) Defined for this purpose as the sum of ‘deposits by banks’ and ‘debt securities in issue’ as stated in the annual reports and accounts.

) That said, firms with different business models were running positions with much larger volumes of short-term funding - data
submitted to the FSA indicates that other firms had to refinance one-week positions significantly greater than HBOS's one-month
position.

(8) The standard definition of an AAA rating is that the issuer has extremely strong capacity to meet its financial commitments.
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The magnitude and structure of the firm’s wholesale funding, the size of and need to finance
Grampian, and the composition of HBOS's liquidity portfolio contributed to its eventual failure.

See Part 2, Section 2.8, ‘Funding and liquidity’ for further details.

Capital

The Group reported Tier 1 and Total Capital ratios of 8% and 12% respectively at 30 June 2007(9)
which were significantly in excess of the regulatory minima and were firmly within the range of
its peer group (Chart 1.3) (10). There is no evidence that HBOS breached regulatory capital
requirements during the Review Period and it was only from late 2007 that the firm’s capital
position started to look particularly weak compared to the other major UK banks.

Prior to 1 January 2008, the regulatory capital regime was Basel | and subsequently was Basel II.
These regimes set a minimum standard and generally UK firms, including HBOS, held more
capital than the minimum. A critical weakness of the regimes was that they did not require
capital buffers to be built up in the good times to absorb losses in the bad.

While regulatory capital ratios remained stable and looked robust, leverage had increased for
HBOS and the banking industry as a whole between 2005 and 2007. At the end of 2007, HBOS
had £1 of shareholders’ equity supporting every £30 of assets. If account is taken of the
significant commitments (such as committed but undrawn facilities) which were not on the
firm’s balance sheet, the true leverage of the firm was significantly higher than 30:1. With a
smaller proportion of capital supporting an ever growing balance sheet, the potential impact of
a downturn on the firm had increased. For HBOS, poor analysis of risks and overly competitive
pricing meant that risk and reward had become unbalanced, and these vulnerabilities elevated.

See Part 2, Section 2.9, ‘Capital’ for further details.

(9) Reported Tier 1and total capital ratios do not equate completely to the regulatory minimum requirements in force. This is ostensibly
due to the treatment of innovative Tier 1 instruments, which were treated as Tier 2 instruments for the purpose of minimum
regulatory requirements, but were eligible as innovative Tier 1instruments (subject to limits) for the purpose of meeting individual
capital ratios (ICRs) set by the FSA.

(10) See also Part 2, Chart 2.67.
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Management,
governance and culture

The following section outlines the Review’s findings as to the management, governance and
culture of HBOS. In their design, the management and governance arrangements adopted by
HBOS were broadly appropriate for the federal structure of the firm that was created in 2001.
However, they proved to be ineffective in their application. Failings in the management,
governance and culture of the firm had a direct impact on the poor quality and heavily
concentrated nature of HBOS’s lending, especially in its Corporate and International Divisions.
These failings were the underlying cause of the firm’s financial vulnerabilities summarised in
Section 1.4.

Board composition and challenge to executive management

The composition, size and structure of the HBOS Board were typical for a large UK bank at the
time. However, it failed to provide effective challenge to the firm’s executive management.

Lord Dennis Stevenson of Coddenham was HBOS Group Chairman throughout the Review
Period and had overall responsibility for leadership of the Board, setting the agenda and ensuring
its effectiveness.

As a group, the non-executive directors (NEDs) on the Board lacked sufficient experience and
knowledge of banking. Of the twelve NEDs who served on the Board during the Review Period,
only one had a background in banking and he was appointed in May 2007. The NEDs were all
people who had achieved a high degree of success in their own fields and had significant
experience of serving on corporate boards. However, this lack of experience and knowledge of
banking hindered the NEDs' ability to provide effective challenge to executive management. As
a result, risk was given insufficient time, attention, focus and priority by the Board. Indeed, the
Review found a lack of contemporaneous evidence of debate and challenge at Board meetings
around key areas of risk faced by the Group, including:

+ the Group’s continued over-reliance on wholesale funding;

« the risks associated with the firm’s rapid growth and philosophy of ‘lending through the cycle’,
in particular the ability of internal controls to keep pace with this growth;

« the Corporate Division’s claims that it had unique expertise in commercial property and a
significant competitive advantage over its peers with its integrated finance business;

« the risks taken by the Corporate Division in the course of exceeding its lending targets in 2006
and 2007; and

+ the replication of strategies used in the UK by the International Division in Ireland and
Australia.

A recurrent theme in Board evaluations was a desire that the Chairman should promote more
open discussion in Board meetings. Although directors told the Review that many points were
raised in bilateral discussions outside Board meetings, these can be no substitute for an effective
board process which enables NEDs as a group to challenge management.
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The lack of experience and knowledge of banking amongst the NEDs was compounded by
similar lack of banking experience within the executive management team. In particular, both of
the Group Chief Executive Officers (CEOs) during the Review Period had limited banking
experience and only Mr Peter Cummings and Mr Colin Matthew (the Chief Executives of the
Corporate and International Divisions respectively) had experience of corporate banking. As a
result, the Board was heavily reliant on Mr Cummings and Mr Matthew to oversee the firm’s
corporate banking businesses.

Further details regarding the Board can be found in Part 3: Section 3.2, ‘Design of the
management and governance arrangements’ and Section 3.3, ‘Management and governance
failings in practice’.

Formation of strategy and risk appetite

One of the key factors in the demise of HBOS was the failure to establish an appropriate
strategy for the Group, set in the context of clearly identified risks and measures to quantify and
control risk. Approving the strategy, which was developed by the CEO and Group Finance
Director in consultation with the Chairman, was the responsibility of the Board. The Board,
however, played a limited role in the development of the Group business strategy.

Mr James Crosby(" (up to July 2006) and Mr Andy Hornby (from August 2006) were the Group
CEOs during the Review Period, to whom the HBOS Board delegated responsibility for strategic
planning.

A crucial weakness of HBOS's strategic approach was that it was developed and pursued in the
absence of a clearly defined risk appetite statement for the Group as a whole and the ability to
aggregate risks at Group level. As a result, key risks such as HBOS's reliance on wholesale
funding, were not adequately addressed by the strategies of each of the operating divisions.
Further, HBOS used the annual divisional business planning process as the main mechanism for
reviewing the Group’s strategy. This meant that discussions about the firm’s strategy and risk
appetite tended to focus on performance targets.

The formulation of HBOS's strategy and risk appetite are considered further in Part 3, Section
3.3, ‘Management and governance failings in practice’.

Risk management framework

A key feature of HBOS's failure was that the internal controls within its operating divisions, in
particular its Corporate and International Divisions, were ineffective and did not keep pace with
the rapid growth that these divisions experienced. The FSA's Enforcement Final Notices issued to
Bank of Scotland plc and Peter Cummings highlighted a number of core control issues relating to
the Corporate Division, including:

+ there was no process for defining risk appetite, beyond high-level industry sector limits, and
these were not used effectively to constrain growth;

« risk management was regarded as a constraint on the business rather than integral to it;

+ individual sanctioning decisions were made without a detailed consideration of the impact on
the wider portfolio; and

(11) James Crosby became Sir James Crosby in June 2006 but relinquished this title in June 2013.
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« asignificant part of the portfolio had not been risk-rated or ratings were out of date.

Within the International Division, the risks attached to rapid growth were consistently
highlighted, but generally do not appear to have led to any significant restraint in the division’s
plans. Representations indicated a difference of view (which the Review was unable to resolve
through contemporaneous documents) as to the respective roles and responsibilities of the
division’s UK-based and local operations, in particular with regard to the carrying out of credit
sanctioning assessments.

The impact of these deficiencies at divisional level was exacerbated by the ineffectiveness of the
firm’s Group control functions. The effectiveness of the firm’s Group Risk function was
hampered by personnel and structural changes. Challenge from Group Internal Audit was
limited, with some evidence that internal audit reports could be upgraded based on promises
from the business to make improvements. The Audit Committee and the Corporate and
International divisional Risk Control Committees did not provide effective challenge on issues
that were brought to their attention.

The Board delegated responsibility for the firm’s overall systems and controls to the Group CEO.
HBOS'’s risk management framework is considered further in Part 3, Section 3.4, ‘Failings in the

implementation of the risk management framework’.

Risk culture

The ineffectiveness of HBOS's risk management framework was a consequence of a culture
within the firm that prioritised growth aspirations over the consideration of risk. HBOS's weak
risk culture was evident at all levels of the firm, with the Board-approved emphasis on growth
setting the tone for the rest of the organisation.

The early success of HBOS in the benign economic conditions prior to the crisis also led to
complacency during the crisis. For example, some members of the HBOS Board expressed
confidence in the strength of the firm’s balance sheet and viewed the economic downturn as an
opportunity to grow, even though they were aware of weaknesses in the firm’s credit risk
management capability and its overreliance on wholesale funding.

HBOS's risk culture is considered further in Part 3, Section 3.3, ‘Management and governance
failings in practice’.
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A deficient regulatory approach

Consistent with the findings of The RBS Report, the failings of the FSA in relation to HBOS were
primarily due to deficiencies in the FSA’s prevailing approach to the supervision of systemically
important firms, which the FSA Board and Executive Committee (ExCo) did not adequately
challenge or review.

FSA senior management(12) adopted an approach to supervision which entailed placing heavy
reliance on a firm'’s senior management and control functions. The FSA did not see its role as
being to criticise a firm’s business model in case it was perceived to be acting as a ‘shadow
director’.

This approach gave rise to a supervisory framework with:

+ inadequate resources devoted to the prudential regulation of large systemically important
banks;

+ inadequate focus on the core prudential risk areas of asset quality and liquidity in an
apparently benign economic outlook;

+ inadequate consideration of strategic and business model related risks, including the adequacy
of capital buffers; and

+ arisk-assessment process that was too reactive.

Despite the FSA’s prudential responsibility for systemically important firms and as noted in The
RBS Report, the FSA Board did not play any operational role in decisions relating to the
supervision of specific firms. The Board did, though, receive briefings on current issues -
including major firm-specific issues — from executive management and so was in a position to
ask questions and challenge assumptions. However, no prudential issues were raised in relation
to HBOS in the pre-crisis period in board reports.

Members of ExCo had very little proactive engagement with retail firms or their supervision
teams, unless there was crystallised risk. Furthermore, in the pre-crisis period, while ExCo did
have high-level discussions about resourcing and priorities, it neither had in-depth discussions,
nor received detailed management information, about specific aspects of the operating model|,
such as the supervisory resource per firm or the balance of work between conduct and prudential
issues.

Overall, the FSA's approach was too trusting of firms’ management and insufficiently
challenging. The FSA executive management, led by CEO Mr John Tiner, designed (or failed to
redesign) this deficient approach to supervision. Further, the oversight of the executive by the
FSA Board, led by the Chairman Sir Callum McCarthy(13), was insufficient. As the Managing

(12) FSA ‘senior management’ refers to Head of Department level up to Managing Director.
(13) Callum McCarthy became Sir Callum McCarthy in June 2005 and is referred to throughout the Report as Sir Callum.
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Director of Retail Markets and a member of the FSA Board and ExCo from June 2004 until April
2008, Mr Clive Briault was responsible for the strategy and performance of the business unit
that supervised HBOS for the majority of the Review Period.

It is now clear that the FSA's pre-crisis(14) approach to prudential supervision was not appropriate
for the purpose of meeting its market confidence objective. However, the FSA was responsible
for a broad range of financial regulation issues and was expected to regulate within established
global standards. There was also a sustained political emphasis on the need for the FSA to be
‘light touch’ in its approach and mindful of the United Kingdom’s competitive position.

Within this context, it was inherently unlikely that senior leaders of the FSA would have
proposed, before the first signs of the crisis (for example, before summer 2007), a supervisory
approach which entailed higher capital and liquidity requirements, supervisory caps on rapid
bank balance sheet growth, or intensive analysis of asset quality. If they had, it is likely that their
proposals would have been met by extensive complaints that the FSA was pursuing a heavy-
handed, gold plating approach which would harm the United Kingdom’s competitiveness.

The FSA's regulatory approach is considered in more detail in Part 4, Section 4.2, ‘The FSA’s
philosophy and approach to supervision'.

Supervision of HBOS in the pre-crisis period

In the years prior to the crisis, the FSA had identified a number of key risks which ultimately
contributed to the failure of HBOS. These included: the need for strong Group control functions
to counterbalance the federal structure; the risks within the CRE book; the atypical credit
approval processes in Corporate; a lack of technical expertise at a senior level in Group Risk; the
significant reliance on wholesale funding; and that the control framework was not appropriate
to support the rapid growth overseas.

The FSA’s early focus on the adequacy of HBOS's risk management framework included the
commissioning of an independent Skilled Persons Report by PwC in 2004. However, this early
focus was not sustained with sufficient intensity throughout the Review Period, as priorities
shifted and apparent progress was made by the firm to address the risks.

A core judgement made by the HBOS supervision team(1>) from late 2005 was that HBOS's
overall control framework was good and that the firm had an ‘open and cooperative’ relationship
with the FSA. Indeed, the relationship was generally seen as better than the FSA had with most
of HBOS's peers. This judgement, together with the benign economic outlook and resource
constraints, had implications for the intensity with which HBOS was supervised, with much
reliance being put on HBOS's senior management and control functions.

For a significant portion of the Review Period, Mr Crosby was both HBOS Chief Executive and a
member of the FSA board. However, the Review found no evidence that Mr Crosby exercised
any undue influence as a member of the FSA Board or its committees on the decisions of the FSA
in relation to the supervision of HBOS.

The supervision team prioritised FSA priorities, such as Basel Il implementation and the ‘Treating
Customers Fairly’ (TCF) initiative, together with reactive work in areas where there was
crystallised risk or high-profile conduct issues. It was not until after the failure of Northern Rock

(14) For the purposes of this Report, the failure of Northern Rock in September 2007 is defined as the start of the crisis period.
(15) The ‘supervision team’ refers throughout this report to the FSA team, led by a relationship manager, responsible for the supervision
of HBOS.
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in September 2007 that prudential issues such as liquidity became the highest priority.
However, by this time it was too late to prevent the failure of HBOS.

108.  While the resourcing level on the supervision team was broadly in line with the FSA’s prevailing
approach to a firm of this kind, the team experienced an unusually high volume of turnover,
which included three changes of manager during the Review Period. This created a lack of
continuity and made it more difficult for supervisors to identify patterns of behaviour and
emerging risks over time.

109. Although the supervision team escalated key issues and judgements, FSA senior management
were distant from day-to-day supervision. Senior management did not provide sufficiently clear
direction to front-line supervisors, track progress or monitor issues over time. Further, consistent
with the FSA's approach at the time, key interactions with HBOS were primarily led by the
supervision team rather than at a more senior level. This undermined the FSA’s credibility when
challenging senior management and too much responsibility for identifying and mitigating
problems was delegated to too junior a level.

110.  Adivisional initiative launched by Major Retail Groups Division (MRGD) senior management in
late 2005 resulted in a number of items being removed from HBOS's Risk Mitigation Programme
(RMP), which was the supervision team’s only formal tracking framework of actions to address
identified risks. The initiative was intended to make the best use of limited supervisory resource
by ensuring supervision teams focused on those issues which were considered to pose the
greatest risk to the FSA's objectives. While the supervision team continued to meet regularly
with HBOS to discuss progress on these issues, the pace of remediation of issues appears to have
slowed. This initiative also led to even greater reliance being placed on HBOS senior
management and Group control functions to confirm that issues had been addressed, with
limited testing carried out by the FSA.

111, The FSA was the consolidated regulatory authority for the HBOS Group. But it placed a
considerable amount of reliance on local regulatory authorities, as well as the firm’s Group Risk
function, to provide oversight of HBOS's International businesses. This posed a challenge to
effective supervision of the entire HBOS Group by the FSA and gave rise to a risk of underlap. In
the case of HBOS's corporate lending business in Australia, it appears that there was a lack of
clarity within the FSA supervision team as to the limits of the oversight provided by the
Australian Prudential Regulatory Authority (APRA).

112.  The supervision team suffered from a lack of continuity, experience and senior FSA management
engagement. A more experienced, stable and better-supported supervision team might have
been more sceptical about the effectiveness of the relationship with HBOS senior management
given its knowledge of issues at the firm at the time. Had it been more sceptical, it might have
taken a number of actions to address weaknesses in the pre-crisis period, including:

+ questioning the amount of reliance that could be placed on HBOS’s control functions and
undertaking a follow-up review on the effectiveness of risk management;

« considering taking steps to restrict HBOS's asset growth, being aware of the firm'’s increasing
reliance on wholesale funding;

« following through effectively on concerns raised about the control framework in International;

« pressing Corporate to take a more rigorous approach to the risk profile of its CRE exposures
following a 2005 stress-testing exercise;

+ questioning whether the difficulties Corporate had with Basel Il implementation were
indicative of wider failings in risk management; and
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+ recognising the importance of HBOS having a board constitution that more strongly reflected
the evolving business risk profile.

A more probing, sceptical and interventionist stance in the pre-crisis period could have delivered
different outcomes but this would have required a significant increase in the resources and
experience of the team, together with a different approach to supervision and the active support
of FSA executive management and the Board.

The FSA's supervision of HBOS in the pre-crisis period is considered further in Part 4: Section
4.3, ‘Prudential supervision of HBOS'; Section 4.4, ‘Supervisory approach to asset quality’; Section
4.5, ‘Supervisory approach to liquidity and Treasury asset quality’; Section 4.6, ‘Supervisory
approach to capital and Basel Il implementation’; and Section 4.7, ‘Supervisory approach to
management, governance, culture and control functions’.

Supervisory response to the deteriorating economic environment

The FSA took action quickly after the failure of Northern Rock, in September 2007, to review the
position of the most vulnerable firms whose business models bore most similarity to that of
Northern Rock. This marked the start of FSA contingency planning work.

Throughout the contingency planning period, in particular from March 2008, there was an
unprecedented level of FSA senior management involvement in the supervision of HBOS,
including by the FSA Chairman, Sir Callum, and Chief Executive, Sir Hector Sants.(16)

With greater support and direction from FSA senior management, the supervision team
prioritised prudential issues following the onset of the crisis. In August 2007, HBOS was
identified as one of a number of firms that were particularly vulnerable to market disruption.
There was heightened supervisory focus on HBOS's funding and liquidity from this point.
However, despite the fact that HBOS was a peer outlier in terms of its reliance on wholesale
funding, the FSA did not focus on it as a bank with a prospect of failure until March 2008.

Greater action by the FSA, and HBOS, in the period from August 2007 to February 2008 could
arguably have helped to reduce the cost of failure. However, the possibility that HBOS could fail
was still seen as remote during this period. Within the context of what was seen at that time to
be a temporary dislocation in the financial markets, HBOS appeared to be weathering the early
storm reasonably well following steps taken in August and September 2007 to renew its
wholesale funding.

Contingency planning work on HBOS intensified from March 2008 in response to a number of
significant market events which led to a further tightening of liquidity in financial markets. This
period also marked the start of activity by the Tripartite authorities on various generic bank
measures, including the need for more capital and the provision of additional funding through
the establishment of the SLS.

On balance, given the circumstances in which the FSA found itself at the beginning of the
contingency planning period, the difficult judgements taken by the FSA during this period, as it
tried to contain the consequences of the crisis for multiple firms that were at risk of failure, were
largely sound. It is unlikely any steps that the firm or the FSA could have taken during the
contingency planning period would have fundamentally changed the outcome of failure.

(16) Hector Sants became Sir Hector Sants in December 2012 and is referred to throughout the Report as Sir Hector.
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Part 1 - Executive summary and recommendations

121. The FSA’s supervision of HBOS after the onset of the crisis is considered further in Part 4, Section
4.8, ‘Contingency planning’.
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Changes to the regulatory framework and approach

Since the events described in this Review, much of the regulatory landscape governing the UK
financial services sector has changed. Previous reviews conducted by HM Treasury, the Bank of
England, the FSA and the PCBS have all contributed to these changes. Collectively, these
changes have addressed many of the failings identified in this Report. Key changes to the
regulatory framework in the United Kingdom include:

+ the move to a ‘twin peaks’ regulatory structure where conduct and prudential supervision of
banks are undertaken by different regulators, the FCA and PRA respectively;

« clearer and more focused statutory objectives which refer to effective competition rather than
the competitiveness of the United Kingdom;

+ the creation of the Financial Policy Committee (FPC) charged with identifying, monitoring and
taking action to remove or reduce systemic risks;

+ the adoption by the Bank of England of the integration of macro and micro-prudential
supervision as a core element of its strategy; and

+ the introduction of the Senior Managers and Certification Regimes governing the conduct of
individual bankers.

Significant regulatory change has taken place on an international level, led by the Financial
Stability Board and Basel Committee on Banking Supervision, in particular:

+ the introduction of more robust capital and liquidity standards for banks by Basel Il (see Part
2, Sections 2.8.6, ‘The Basel Il liquidity regime: would it have reduced the liquidity risk?’; and
2.9.7, ‘Basel Ill estimates’);

+ the forward-looking, judgment-based approach to the supervision of firms which are viewed as
domestically or globally systemic, which is also supported by greater resources, and a suite of
analytical tools such as stress testing;

+ requirements for recovery and resolution plans; and

+ requirements to hold minimum levels of loss-absorbing capacity, and powers to ‘bail-in’
certain types of debt.

Other relevant changes to the broader regulatory landscape affecting UK banks include:
« significant developments in UK corporate governance standards, and in particular expectations
of boards of directors and control functions, following the publication of The Walker Report,

A review of corporate governance in UK banks and other financial industry entities in November
2009; and
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+ changes to International Financial Reporting Standards, which will introduce a new ‘expected
loss” model for impaired loan provisioning from January 2018.

125.  While these changes should serve to mitigate the risks of costly failures of firms such as HBOS
occurring in future, much will depend on how the new structures and standards introduced are
implemented in practice. Section 1.7.2 below sets out some recommendations for firms and
regulators, arising from failings identified in this Report, that warrant further attention.

Recommendations for firms

Management, governance and culture - Board responsibility

126. HBOS's business model was inherently vulnerable to an economic downturn or a dislocation in
wholesale funding markets. This was the product of a flawed strategy which was implemented
without due regard to basic standards of banking and risk management. Every member of a
bank’s Board of Directors must take responsibility as part of a collective for ensuring that its
business model is sustainable and that the principle of safety and soundness is embedded in the
organisation’s culture; and directors who hold roles under the Senior Managers Regime will have
specific accountabilities within this.

Board composition

127.  Afeature of the HBOS Board was its lack of knowledge and experience of banking, which
hindered its ability to challenge the firm’s Corporate and International Divisions effectively.
A bank’s Board of Directors should include non-executives with a diversity of experience, from
inside and outside the banking sector. Moreover they must, between them, have the capacity
and motivation to explore and challenge key business issues rigorously with the executives.

Senior management relationships with regulators

128.  While the Senior Managers Regime will clarify accountabilities within a bank, it is vital that
persons approved under this regime take ownership of their regulatory responsibilities and for
executives to establish within their business areas a culture that supports adherence to both the
spirit and letter of relevant requirements. They should proactively seek to identify threats to the
firm'’s safety and soundness, and notify regulatory authorities where issues arise — not simply
assume that risk management systems are adequate if regulators do not intervene.

Recommendations for regulators

Will to act

129. The PRA and FCA have both adopted forward-looking and judgement-led approaches to
supervision in seeking to meet their statutory objectives. While it is not the role of the
regulators to ensure that no bank fails, where the risks to their objectives are high they have
statutory powers to intervene, for example to require a bank to change its business model.
Where intervention is warranted, the regulators must be willing and able to do so free from
undue influence, in particular when markets are benign and in the face of changing public policy
priorities.
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Supervision of international groups

A significant proportion of HBOS's balance sheet was derived from its overseas operations which
grew rapidly during the Review Period, in particular in Australia and Ireland. While it is necessary
for UK regulators of a consolidated international group to place reliance on local regulatory
authorities, the UK regulators should understand the scope of the oversight provided by the local
regulator in determining the extent of that reliance. UK regulators should also have the level of
understanding of the international businesses to be able to engage effectively with the firm and
the local regulators as consolidated supervisor.

Conflicts of interest

UK financial services regulators should also guard against the risks of actual or perceived
conflicts of interest arising from the composition of their Boards. The Review found no evidence
that Mr Crosby exercised undue influence over the supervision of HBOS from his position as a
member of the FSA's Board. However, relevant regulatory authorities should review their
conflicts of interest policies to ensure that the risks associated with including serving industry
practitioners as non-executive directors on their Boards are adequately managed.
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Part 2

How did HBOS fail?
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Introduction

On 1 October 2008, HBOS was approaching a point at which it was no longer able to meet
claims as they fell due and sought Emergency Liquidity Assistance (ELA) from the Bank of
England. The loss of liquidity in large part reflected underlying concerns about the quality of the
Group's assets and its solvency.

Part 2 seeks to explain how the decisions of the Board and other events affected HBOS and
caused it to fail. However, many of the risk features of the HBOS business model were also
evident to external parties at the time. Therefore, another striking feature of the firm’s failure is
the fact that none of the established market mechanisms for external scrutiny prevented the
failure.

The Review Period is the focus of Part 2, but it is likely that some of the decisions taken by the
firm and events that influenced the failure had their origins prior to the Review Period.
Therefore, Part 2 also includes a summary of the development of HBOS from the merger of Bank
of Scotland (BoS) and Halifax in 2001 to the start of the Review Period. Similarly, Part 2 includes
a summary of the losses reported by HBOS after the Review Period, as these were a further
outcome of decisions and events during the Review Period.

Part 2 contains:

+ an overview of the external market environment (Section 2.2), including a description of the
macroeconomic environment in which HBOS operated;

+ an overview of the HBOS Group (Section 2.3), including the merger of the Halifax and BoS in
2001 that created HBOS, a summary of the business and strategies that HBOS pursued during
the Review Period, and the outcome of those strategies;

+ consideration of the asset quality of the different HBOS divisions and the subsequent losses
that arose on those assets: Section 2.4 (Corporate Division), Section 2.5 (International
Division), Section 2.6 (Retail Division), and Section 2.7 (Treasury Division);

+ consideration of the liquidity and wholesale funding, and capital positions of HBOS: Sections
2.8 and 2.9 respectively;

+ asummary of the market’s view of HBOS and how it hardened against the firm in the latter
part of the Review Period (Section 210); and

+ asummary of HBOS's financial reporting, particularly in 2008 as impairment losses increased
(Section 211).

This Part does not examine the Insurance and Investment Division of HBOS or HBOS's
investment in Sainsbury’s Bank. This is because the performance of these areas did not
materially contribute to the failure of HBOS. The impact of losses attributable to fines and
redress of conduct failings by HBOS has been noted but this Part does not consider HBOS's
conduct in dealing with its customers more broadly, as the failure of HBOS was a prudential
failure.
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137.  We have inevitably applied hindsight in forming our views. In doing so, we do not automatically
imply any wrongdoing on the part of HBOS or those involved by reference to the standards of
the time and we are not suggesting that what is clear in hindsight was clear to those involved at
the time. We have made it clear where we have concluded that HBOS was an outlier or we
judge that decisions made were poor by the standards at the time.
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Overview of the external market
environment

Introduction

The causes and origins of the financial crisis in the late 2000s have been extensively analysed
elsewhere. This section briefly summarises key factors that contributed to the development of
the crisis and were of direct relevance to HBOS's failure. As such, it draws on other reports, such
as The Turner Review — A regulatory response to the global banking crisis, as well as making use of
publications produced during the period, including the Bank of England’s Financial Stability
Report(17) (FSR) and the Financial Services Authority’s (FSA) Financial Risk Outlook (FRO).

Growing vulnerabilities

New economic paradigm

From 2001 until 2007, economic growth in the major economies was relatively robust, giving
rise to increasing confidence among lenders about the medium-term outlook for the global
economy.

The UK economy showed comparable trends to that of the global economy as a whole, and to a
certain extent outperformed the latter (Chart 21). Indeed, UK domestic economic growth had
been relatively steady since the recession of the early 1990s, resulting in an extraordinarily long
period (around 60 quarters) of continuous expansion. The growth in the financial services sector
was more than twice as fast, averaging 6% per annum in the decade preceding the financial
crisis, and increasing its share of nominal gross domestic product (GDP) to around 10%.
Confidence in the future prospects of the economy was reflected in both bank and non-bank
equity prices, which rose steadily from the start of 2003 until 2007 (Chart 2.2).

Savings imbalances and the search for yield

Global and domestic structural imbalances had however started to develop in the seemingly
benign economic context. A number of nations such as China, Japan and Germany accumulated
significant current account surpluses during this period, driven by high domestic saving rates and
exports exceeding imports. At the same time, countries such as the United States, United
Kingdom, Ireland and Spain built up large deficits as consumption of imported goods rose.

Surplus savings of the creditor countries were re-invested in low-risk assets in debtor countries,
such as government bonds, which led to a significant reduction in real interest rates (Chart 2.3).

(17)  Prior to 2006 the Bank of England’s Financial Stability Report was called the Financial Stability Review.
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Development of asset bubbles

143.  With real and nominal interest rates decreasing, investors sought riskier, higher-yielding assets in
order to maintain nominal returns. Falling interest rates also reduced the discount rate for
valuing assets, pushing up their prices. Rising collateral values in turn fuelled consumer spending
and encouraged higher borrowing and indebtedness, especially to purchase property, resulting in
even higher assets prices and a diminished perception of the risks of debt. It was also
increasingly assumed that low inflation would persist, so keeping interest rates and debt
servicing costs down.

144. Property prices across a range of countries rose rapidly during this period. In the United
Kingdom, house prices rose every year from 1995 to 2007 (Chart 2.4) at a rate significantly
above that of income growth. With strong economic growth and low unemployment meaning
that repossessions and losses remained low, rising property prices contributed to a perception
that lending to the housing market was very low risk over the longer term.

145.  Banks with longstanding mortgage portfolios were able to use the loans written at the beginning
of the expansionary period to support the quality of their overall portfolios. The rapid rise in
house prices quickly reduced loan to values (LTVs: the value of the loan relative to the value of
the property providing security for the loan). On the basis of low portfolio average LTVs there
appeared to be adequate cover in the event of borrower default. The banks’ ability to borrow
cheaply from wholesale money markets also increased the supply of funding into the property
market and pushed house prices up even higher.

146. Competition in the UK mortgage market had become increasingly intense since the deregulation
of the 1980s and subsequent demutualisation of many larger building societies, which led to
margins on mortgage products being compressed. This incentivised firms to enter markets
where returns appeared more attractive, such as specialist mortgage lending and commercial
real estate — sectors which were inherently riskier but viable if products were priced correctly.
Inappropriate pricing, however, meant that return on risk decreased, leading firms to generate
and retain insufficient profits and capital to cover the consequential losses.
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Chart 2.3: Sterling real interest rate trends, Chart 2.4: UK house price index(@
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147.  Business models based on secured lending increasingly became less robust than they appeared. A
combination of higher borrowing and stagnant real household income levels led to a rapid
increase in UK household income gearing, reaching around 170% of post-tax income in 2008
(Chart 2.5). An explanation of this growth is the increase in the availability of financial services to
the broader economy, but the sharp upward movement in debt leading up to the financial crisis
also suggested increasing vulnerability among households to a downturn in credit conditions.

148. The size of the UK commercial property market is hard to assess but according to the De
Montfort University survey(18) outstanding debt and equity was over £200 billion(19) at the end
of 2007, having grown over fourfold since 1999. It was also a relatively concentrated lending
market being dominated by a small number of, predominantly, UK banks.(20)

149.  The UK commercial property sector has had a turbulent history. In the past 40 years there have
been significant price rises followed by dramatic falls in the early 1970s and 1990s, as well as in
the more recent financial crisis, with each period associated with a large build up in lending
followed by de-leveraging. Some of these episodes have also been associated with wider
financial system stress. Fortunes in the sector can rapidly reverse, affecting a large number of
market participants. The proportion of quoted property companies making a loss rose from zero
to almost 30% between 1988 and 1992(27) and 25 banks failed or closed down as the market
turned.(22)

150. The De Montfort survey indicates that the period from 1999 to 2003 was characterised by rising
interest margins, generally falling LTV ratios (with the exception of prime retail and offices),
rising arrangement fees and increasing income-to-interest cover.

151.  The period between 2003 and 2006/07 saw a reversal of these trends with margins falling and
LTV ratios rising. Commercial property values (as measured by the Investment Property Databank
(IPD) Index) reached their peak in June 2007 (Chart 2.6), having risen since the late 1990s.
Borrowers took advantage of the search for yield, increased competition and the seemingly
inexorable rise in property values to refinance deals on average every three to four years.

(18) De Montfort University: The Commercial Property Lending Market Research Report, a twice yearly survey of commercial property
lending in the UK.

(19) Equity was £3.5 billion of the total.

(20) The six largest lenders had consistently held 50% to 60% of the outstanding debt, while the twelve largest lenders had around 75%
of the outstanding debt; UK banks represented around 70% of lending, with Irish and German banks being the other main lenders.

(21) Bank of England Quarterly Bulletin, 2007 Q1.

(22) Bank of England Quarterly Bulletin, 2013 Q1.
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Chart 2.5: UK household debt as a percentage of Chart 2.6: UK commercial property price
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152.  The high point was in 2006/07, after the average rental yield on property fell below the cost of
funding (as approximated by the five-year swap rate) in 2006.

Growing reliance on wholesale funding and leverage

153.  Another important trend in the pre-crisis years was the rapidly expanding role of global financial
markets in the financial intermediation process and the growth of the shadow banking
system.(23)

154.  Companies, particularly in the United States, were increasingly able to access funds directly on
the bond market, thereby reducing their need to use banks as intermediaries. This led banks to
seek new sources of revenues.

155.  Further, with household savings ratios declining in a number of countries, including the United
Kingdom, banks also had to rely more heavily on wholesale borrowing to expand lending.
Securitising packages of loans and selling them on to wholesale investors quickly became an
important and cheaper way for banks to raise funds for new lending. It also created new
dependencies, however, with securitising vehicles requiring liquidity commitments from their
bank sponsors. Securitisations using master trusts also required the originator to be able to
replenish or top up the asset pool, meaning the originator had to be capable of continued
lending, while strengthening its obligations to the securitisation structure.

156.  With cheaper funding available from wholesale markets and senior bank management given
financial incentives to meet return-on-equity targets (ROE), banks began to increase their
leverage(24) (Chart 2.7).

157.  Increased financial sophistication, innovation and the desire for enhanced yield, often through
leverage, led to the development of more complex financial products aimed at meeting investor
demands, such as structured credit and credit derivatives. Many of these had property loans as
underlying assets. While the growth of these products was originally seen as an advantage, in
that it enabled firms to distribute risk more effectively, this belied difficulties in accurately valuing
the products due to opacity of the underlying loans and weaknesses in the complex models used.

(23) The Financial Stability Board defines ‘shadow banking’ as credit intermediation involving entities and activities outside the regular
banking sector.

(24) Shareholders relied heavily on ROE, i.e. net income as a percentage of shareholders’ equity, as a measure to determine the success
of banks. Furthermore, remuneration of senior management was greatly influenced by ROE achieved.
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Part 2 - How did HBOS fail?

Chart 2.7: Major UK banks’ leverage(@.(t) Chart 2.8: Gross external debt of UK monetary
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158.  Afurther trend in financial markets was the increased globalisation of financial activity. UK firms
were key participants, borrowing and lending heavily in global wholesale markets, with rapidly
increasing levels of foreign borrowing (Chart 2.8) helping to fuel the rapid expansion of credit in
the United Kingdom.

159. The rapid growth in cross-border borrowing made UK banks more vulnerable to developments
and changes in sentiment in other countries. Many buyers of UK residential mortgage-backed
securities, for example, were foreign institutions.

160. With a significant proportion of banks’ funding coming from other financial institutions; shadow
banks in turn dependent on liquidity support from banks; high system leverage; and chains of
interdependencies created by complex financial products; linkages between financial
institutions inevitably grew. The opacity of the system also grew and thus the ability of
individual institutions and regulators to identify and assess the build-up of risks declined. This
increased the risk that problems or concerns in one part of the global financial system could be
rapidly transmitted to another part of the system, and then transmitted on again, and again.

2.2:3 The onset of the financial crisis

161.  The apparently strong position of the global economy for much of the 2000s led to increased
confidence about the economic outlook, but it also contributed to growing vulnerabilities in the
global financial system, due to a search for yield, greater leverage by banks and borrowers,
increasing complexity in financial products and a high level of interconnectedness.

162. These vulnerabilities first materialised in the United States in 2006. With US interest rates rising

from historically low levels, defaults by sub-prime mortgage borrowers had begun to increase,
with attendant effects on the values of securitisation structures that held these assets.
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Strains spread further during summer 2007 when two Bear Stearns hedge funds effectively
collapsed in July, shortly followed by the suspension of withdrawals from three investment funds
managed by BNP Paribas. There was a significant reduction of global interbank liquidity as
investors grew concerned about counterparties’ exposures to bad debts and to each other, and
liquidity risks arising from the shadow banking sector crystallised for banks. Funding for second
tier banks dried up, resulting in Northern Rock seeking ELA from the Bank of England in
September and experiencing a retail run. There were substantial falls in the share prices of other
mortgage banks.

The spread between three-month London Interbank Offered Rate (LIBOR) and Overnight
Indexed Swap (OIS) rates first widened substantially in August 2007 highlighting unprecedented
perceived levels of credit risk in banks (Chart 2.9).(25)

Through late 2007 and early 2008, many firms experienced severe mark-to-market losses in
trading books as volatility increased and asset prices fell.

As 2008 progressed, the functioning of financial markets deteriorated further and funding
problems at many banks continued to grow. Stresses led to the failure and publicly supported
rescue of Bear Stearns in March. Matters came to a head in September: the outright failure of
Lehman Brothers ended the confidence that major institutions were ‘too big to fail’; AIG was
rescued; and retail deposit runs led to bank failures (e.g. Bradford & Bingley and Icelandic
banks). There was an almost total seizure of interbank money markets, a second large
unprecedented jump in the LIBOR-OIS spread, and banks became significantly reliant upon
central bank support.

In the UK real economy, conditions had started to weaken in late 2007, with commercial real
estate prices registering their first quarter-on-quarter fall since 2001 in 2007 Q3 and house
prices starting to decline in 2007 Q4. But the initial change in economic conditions was not
marked, and the Bank of England’s Inflation Report projections in February 2008 indicated only a
negligible chance of a recession over the following two years, albeit there was potential for very
low growth (Chart 210). By late 2008, however, UK economic projections were dramatically
worse, with a severe recessionary period expected, driven by a sharp contraction in the supply of
lending to the real economy.

(25) While problems have subsequently been found regarding banks’ reporting of LIBOR, the metric is nonetheless useful in examining
relative perceptions of banks’ riskiness through the Review Period.
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Chart 2.11: UK property price falls in recent recessions(
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168. In the housing market, prices declined sharply in 2008 as banks tightened lending criteria. The
fact that this did not lead to a complete collapse in residential property values or a large increase
in impairments was largely because of the rapid and large cuts in the official Bank Rate by the
Bank of England, employment remaining resilient and shortages to the supply side of the
housing market. It did, however, contribute to declining confidence in the business models of
financial firms that were heavily exposed to the residential real estate sector.

169.  The UK commercial property sector was to be even more severely affected by the recession. As
the financial crisis took hold, commercial property prices fell much more sharply than residential
property prices and stayed low (Chart 211) so that, while the value of residential property in
2012 remained more than two and a half times mid-1990s levels, commercial property prices
were barely higher than those 18 years previously.

Box 2.1: The outlook of the authorities through the Review Period

While the scale and severity of the financial crisis was not anticipated by its participants, during the Review
Period the authorities had highlighted some emerging risks, particularly the growth of commercial property
and household debt, financial interconnectedness and liquidity, in their communications. However, in the
absence of a formal macro-prudential regime and a more activist climate of regulation, such
communication had little apparent effect on the behaviour of firms and markets until it was too late:

+ The Bank of England’s June 2005 FSR, for example, discussed: increasing credit risk arising from increased
household debt to income and the rapid growth in banks’ commercial real estate lending; a search for
yield leading to increased leverage, loosening covenants and increased holdings in illiquid assets; and
increased reliance on wholesale funding.

+ The December 2005 FSR stated that ‘The UK financial system remains healthy. Near-term risks to
stability from the domestic economic environment and from conditions in global financial markets seem
limited”. Discussing stress testing of banks, it reported that ‘even the “worst case” scenario...costs the
banking sector just 0.35% of total assets. Such losses would have to increase substantially before they
posed concerns for financial stability’. Despite this, the report stated continued concern about the issues
identified previously, as well as highlighting potential losses resulting from securitisations held on
balance sheet. In a speech published within the FSR, Sir Andrew Large (a former Deputy Governor of the
Bank of England) asked: ‘are vulnerabilities mounting, and will they one day crystallise when a bigger shock
arrives that the market simply cannot absorb? The fact is, we just don’t know. And that is why we need to be
particularly vigilant and to think through the implications’.
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+ The July 2006 FSR argued that risks in the system had increased and set out the principal issues as being:
low risk premia; global financial imbalances; rapid leveraging by corporates (particularly in commercial
property); high household indebtedness; the growing size and impact of globally significant financial
institutions; and the dependence of financial institutions on market infrastructure — all of which had a
role to play in the subsequent crisis.

+ The FSR maintained a similar framework in April 2007 and stated that there had been ‘an edging up of
aggregate risk to the UK financial system’. Following the failure of Northern Rock in September 2007,
the October 2007 FSR placed an increased emphasis on liquidity risk, although its assessment of major
bank solvency under stress had not changed significantly from previous analysis. It suggested that banks
needed to consider more severe liquidity risk scenarios, as well as further improve their solvency stress
testing capabilities.

During the Review Period, the FSA published its FRO on an annual basis. The FRO had a broad remit,
covering both prudential and conduct risks for all of the key financial sectors in the economy:

+ The 2005 FRO noted that economic growth was expected to remain strong, though this would in time
slow to be more in line with long-term trends. In terms of sectoral issues for UK banks and building
societies, it noted that while corporate credit quality was good, gearing was at historical highs, creating
vulnerabilities to shocks; further, there was a risk of a fall in commercial property prices, though this was
considered lower risk compared to the 1990s.

+ The outlook for 2006 continued to be fairly benign, with the central scenario being one of continued
economic and financial stability in the short term. However, the FRO noted some signs of a deteriorating
environment, including slowing growth, rising liquidations and high leverage. It focused particularly on
the retail market and the turning consumer credit cycle, pointing to deteriorating unsecured lending and
outstanding balances remaining above long-term sustainable trends.

+ Although the central scenario of the 2007 FRO was one of relatively benign economic conditions and
financial stability, it also noted the increasing risk that the operating environment over the next 18
months would be more challenging than in recent years.

« The 2008 FRO referred to the financial markets dislocation that took place in 2007 and noted: consensus
forecasts of a less benign economic outlook for the UK and global economies; that downside risks were
significant, making the financial sector more vulnerable to shocks; and that the existing business models
of some institutions were under strain.

Ireland and Australia

170. Ireland and Australia were key regions for HBOS'’s International Division.

171.  Detailed analysis of the financial crisis in Ireland can be found in: Misjudging risk: causes of the
systemic banking crisis in Ireland (Report of the Commission of Investigation into the Banking Sector
in Ireland), March 2011 and two preliminary reports: The Irish Banking Crisis: Regulatory and
Financial Stability Policy 2003 -2008(26) and A preliminary Report on The Sources of Ireland’s
Banking Crisis.(27)

(26) A report to the Minister for Finance by the Governor of the Central Bank, 31 May 2070.
(27)  Klaus Regling and Max Watson, 2010.
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Chart 2.12: Irish residential property prices Chart 2.13: Ireland GDP growth and unemployment
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Analysis of the performance of the Australian economy and financial system can be found in the
various Financial Stability Reviews of the Reserve Bank of Australia.

Ireland

Prior to the crisis, the Irish economy, which had seen a prolonged period of high economic
growth and falling unemployment since the mid-1990s had been widely lauded as a model for
small open economies.

Nevertheless, the Irish economy was highly dependent on the financial sector, construction
spending and an extended property boom (Chart 2.12). It was supported by euro-area interest
rates that were set too low for the Irish economy, cheap international funding and a procyclical
fiscal policy. The report by the Governor of the Irish Central Bank described the final years of the
boom as ‘clearly bank led’ due to aggressive competition by the incumbent banks as well as new
entrants, product innovation and a general decline in loan appraisal quality. Some
commentators had raised concerns as early as 2000 about the housing boom(28) but did not
always do so consistently or were modest in their criticism.

Ireland’s economic performance therefore proved much less resilient than expected. Irish GDP
fell by 21% over 2008 and by a further 5.5% in 2009 (Chart 213). Unemployment rose from
4.6% in 2007 to 12.6% in 2009. The effect on the property market was severe, with
construction collapsing and both commercial and residential property prices falling dramatically.
In late 2012, more than five years after the peak of the property boom, the Central Bank of
Ireland noted that ‘...normal Irish property market conditions still do not prevail...".

With concerns growing about the stability of the Irish banking sector, on 30 September 2008,
the Irish government announced that it would guarantee all deposits held in domestically owned
Irish banks. This created additional liquidity strain for non-Irish owned banks operating in the
country as customers moved deposits to those banks with guarantees.

(28) An example warning on the Irish property market: http://www.imf.org/external/pubs/ft/scr/2000/cr0097.pdf.
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Australia

Australia, the other key non-domestic market for HBOS, grew strongly during the pre-crisis
period, benefiting from increased demand from rapidly growing emerging economies for its
commodity production.

Initially, following the onset of the crisis, investor confidence in Australia was hit, with both the
index of Australian banks’ share prices and the broader ASX 200 market falling by around 50% by
March 2009 from their late-2007 peak. Australia benefited, however, from the fact that a number
of its key trade partners, such as China, continued to experience strong growth. Therefore
demand for its export products, principally commodities, remained robust. The Australian
economy maintained positive growth throughout the Review Period, with unemployment peaking
at 5.6% in 2009, much lower than for many other developed economies.

House and commercial property prices in Australia did not experience the significant falls seen in
the United Kingdom and Ireland. House prices suffered only a small dip in 2012. The commercial
property market fared worse, with some sectors remaining weak more than five years after the
onset of the financial crisis. However, the commercial property market was fragmented and
there was considerable variation in performance between different geographic regions and
segments. An index of prices for prime office space had declined 25% by 2010 from its peak,
whereas construction in certain areas reliant on tourism in north and south east Queensland saw
falls in value in excess of 50% from its peak.

The Australian financial system was affected by the crisis primarily from increased funding costs
and falls in the availability of funding, but the overall impact was described as mild. In part this
was due to the performance of the Australian economy, but it was also attributed to Australian
banks’ lower levels of sub-prime exposure and stronger balance sheets coming into the crisis.
Further, credit standards had not been relaxed to the same extent as some other countries.
Nevertheless, with about one third of their business lending being linked to commercial
property, the Australian banks were not totally immune to losses.
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The HBOS Group

The merger of Halifax and Bank of Scotland to form HBOS in 2001

Halifax Building Society was founded in 1853. It converted to plc status as part of a wave of
demutualisation among building societies when it listed on the London Stock Exchange in June
1997. BoS was established in 1695 and grew over the following 300 years, following a strategy
which mixed opportunities for acquisitions with organic growth.

In the period immediately preceding the merger, both firms grew steadily, but lacked scale in
relation to competitors. In addition, BoS’s rapid expansion in the absence of a large deposit base
led to an increasing dependence on wholesale funding.

BoS made a number of unsuccessful attempts to expand over the period preceding the merger
through acquisitions and mergers (for instance, bidding for NatWest). These attempts reduced
the credibility of the firm and increased the likelihood that BoS would become the target of a
takeover bid, prompting BoS to consider Halifax as an alternative merger partner.

Halifax and BoS announced their intention to merge on 4 May 2001. The combined stock
market value of the two firms at the time was £28 billion. The two entities formally merged on
10 September 2001 to create HBOS. Mr James Crosby(29), Chief Executive Officer (CEO) of
Halifax, became the CEO of HBOS, while Lord Dennis Stevenson of Coddenham, Halifax’s
Chairman, became HBOS’s Chairman.

The merger was described by both parties as a merger of equals, structured as a nil premium
merger based on a one-for-one share exchange ratio.(30)

The merger partners felt there was a compatibility of cultures between the two organisations.
As Sir Peter Burt, BoS’s CEO, stated: ‘most important of all is that both shared a common
philosophy. Each had an objective of aggressive growth by providing a first class service to our
customers. Today we will provide the added value which will enable the combined business to grow
strongly and profitably’.

Mr Crosby echoed this view, claiming that: ‘the creation of HBOS is all about growth; delivered
through a pro-competition strateqy which genuinely aspires to deliver outstanding outcomes for
each of our three stakeholder groups: customers, colleagues and investors'.

At the outset, HBOS aimed to become a fully-fledged member of the small group of major UK
clearing banks. The key benefits of the merger were described in the announcement as:

* ‘the amalgamation of the two groups’ respective strengths in mortgages, savings, current
accounts, personal loans and credit cards which will create product penetration opportunities
across a wide range of retail financial services;

(29) James Crosby became Sir James Crosby in June 2006 but relinquished this title in June 2013.
(30) For each share held in either party, shareholders of BoS and Halifax will receive one share in HBOS.
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« the combination of Bank of Scotland’s expertise in business banking with Halifax’s customer base
and distribution capability which will create a platform for capturing a significant share of the
profitable SME sector across the UK;

« the successful track record of Halifax in selling long term savings, life insurance and general
insurance products. There is significant growth potential from extending this capability across the
HBOS customer base; and

« theincreased financial strength and deposit base of HBOS which will enable Bank of Scotland’s
corporate banking operations to generate and retain higher value corporate banking
transactions’.

189. At this stage, International was notable in its absence. This re-focus came later, in 2004, on the
back of a perceived softening in the UK mortgage market. There was also a view that: ‘... having
acquired the BankWest shareholding via Bank of Scotland, [HBOS] had to make the best of the
situation ...and make the assets perform’.(31)

Box 2.2: External views of the merger

While the respective BoS and Halifax shareholders approved the merger, the views of analysts varied. Some
saw it as a positive move for both BoS and Halifax, giving a stronger business profile, good strategic fit,
greater diversification and expected cost and revenue synergies. One broker noted that the two firms had
‘very little overlap and have genuine potential for cross-sell’.

The circumstances in which the merger was agreed had not gone unnoticed, however. One analyst
commented: ‘[Bank of Scotland] management look to be under some pressure to do a deal, and we suspect
every effort will be made to get this one through’. Another pointed to the severe margin pressure faced by
both Halifax and BoS (‘possibly the worst in UK banking’) before proceeding to note that: ‘it’s noticeable that
it wasn’t the first choice for either party...Both ... are seeking to reduce their dependence on their historical
core activity. Yet it doesn’t, we think, follow that there’s a necessary portfolio win through diversification.
Cannot two strategically challenged businesses become one rather bigger strategically challenged business?’

One analyst questioned HBOS's ambitions to acquire 11% of the small and medium sized enterprise (SME)
market, which was considered ‘very ambitious for an area that is largely inert’, though another was more
optimistic: tis inthe SME banking sphere that the core rationale of this deal lies...we see little potential
downside. Coming from a virtually zero [cost] base, there is nothing to be lost'.

Analysts also questioned the economic outlook in two of HBOS's key sectors — household and corporate
lending: ‘HBOS’ value has risen by over £3 billion since the announcement ... we can find £4 billion of value.
In essence, however, the fortunes of HBOS will depend on the outlook for mortgage savings (Halifax’s core);
and the outlook for corporate lending (BOS's core). Base case pro-forma growth is likely to be below the
sector’s’.

HBOS Group structure

190. HBOS did not become, nor did it seek to become, a global universal bank to the extent that
some of its UK peers did, whether through overseas acquisitions or expanding into investment
banking. The Group remained largely a retail and commercial bank with a presence in the
English-speaking world.

(31) See section 2.5.2, ‘Divisional strategy’ of the International Division.
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HBOS Group was predominantly a banking organisation, although it had a substantial insurance
business, which represented around 15% of total assets. During the Review Period the Group
underwent a number of restructurings, but broadly consisted of five divisions in a strongly
federated structure.

The largest HBOS division by assets throughout the Review Period was Retail Division, which
also contributed the largest share of profit until 2007, when it was surpassed by Corporate. The
division was mainly a continuation of Halifax’s substantial UK retail business. It provided the full
range of retail and small business(32) products to over 23 million customers, and held
approximately a 20% share of the UK mortgage market.

Corporate Division was the second largest division of the Group and was the extension of the
corporate business of the BoS. It provided a range of commercial banking and specialist services,
with a particular focus on commercial property lending, infrastructure finance, leveraged finance
and, increasingly during the Review Period, private equity. It prided itself on the ability to
provide innovative and integrated funding packages. The division did not offer the core
investment banking activities, and was not typically a lender to FTSE 100 companies.

The third banking division was International Division, which was formed in 2004 to allow greater
focus to be given to the international businesses of the Group. It consisted of banking
operations in Australia, Ireland, Europe and North America, of which Australia and Ireland were
the most significant markets. In Australia and Ireland, it provided a range of banking services to
commercial and retail customers. In both countries there had been rapid expansion in retail
operations; while commercial lending had a focus on commercial property.

The Treasury and Asset Management Division’s most important function was to manage the
funding and liquidity of the HBOS Group. Two further core functions were to provide financial
services to the group and its customers and to deliver profits. The division also included the
asset management business of the Group.

Insurance and Investment Division was responsible for the underwriting and administration of
the insurance business, both life and general (including brands such as Clerical Medical).

The Group also had a number of small joint ventures, notably Sainsbury’s Bank (a retail bank),
esure (an insurer), and St. James's Place (a financial advisory firm).

HBOS's strategy and business plans: 2004 to 2008

From the merger onwards, HBOS set out its strategy in its annual business plans. The business
plans were prepared on a ‘bottom-up’ basis by individual divisions, both reflecting and
reinforcing HBOS's federal structure. The Group business plan largely represented an
aggregation of the financial plans of each division, though there was a broad framework and
some support provided at Group level, such as the provision of macroeconomic scenarios.

HBOS publicly described the following elements to its strategy in its accounts:

+ growing the UK franchise, with a goal of attaining 15-20% market share for the Group’s main
products;

« targeted international expansion by exporting the UK model,

(32) Small businesses were those with less than £1 million turnover.
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+ cost leadership: to provide flexibility to deliver further growth ahead of the competition;

+ colleague development: to have the best leadership teams and to provide colleagues with the
necessary training and development; and

+ capital discipline: to allocate capital to those parts of the business that will provide
sustainable returns to shareholders.

The Group business plans additionally set out:
+ atarget return on equity of around 20%;

« that the focus was on organic growth rather than through acquisitions, building on the existing
strengths of the retail and corporate businesses; and

+ that the Group would be a challenger and consumer champion, offering competitive products
and showing the flexibility that more established players could not.

In the years following the merger the divisions had been encouraged to ‘go for growth’ and the
firm rapidly grew its assets, which it noted had made it an outlier.

Around the start of the Review Period the emphasis on asset growth became more cautionary,
with restrained and paced growth the bywords for the UK business, although there was still an
aim for ‘continued strong asset growth in our International businesses where we are positioned as a
new competitor and returns remain attractive’.

In seeking growth, HBOS built on what it believed to be its strong position in the property sector
— a natural choice given the two predecessor firms’ strengths in residential property (Halifax) and
commercial property (BoS).

HBOS largely targeted organic growth rather than acquisitions, reflecting the belief that
acquisitions were more risky given the inherent execution risk. While the HBOS Board did
initially consider a number of potential large-scale acquisitions, it ultimately rejected these. For
example, Mr Crosby noted that the Board considered, but decided not to proceed with, the
acquisition of Abbey National in 2004. Nevertheless, by 2007, inorganic growth was perceived
as an option to expand International.

Expanding HBOS's international operations was seen as diversification at the time. Moving into
Australia, with its pool of natural resources, might have had the potential to provide HBOS with
some diversification benefits, however this was not the case with Ireland. As was known at the
time, Ireland retained close links to the performance of the UK economy and financial system,
with Irish banks significant investors in UK commercial property markets, and UK banks big
investors in Ireland. Consequently, expanding in Ireland did not reduce the significant exposure
to a downturn in the UK market.

In international markets, HBOS sought to deploy the same capabilities and skills as it did
domestically; this meant that in these areas, too, HBOS had a large property concentration. It
was a conscious decision to grow property exposures in Australia and Ireland. HBOS also had
retail mortgage exposures in mainland Europe (the Netherlands and Spain).

To deliver its goals the Group felt it had a number of significant competitive strengths relative to
competitors:
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+ the ‘safest’ balance sheet in UK banking, with strong property backing to both retail and
corporate balance sheets;

« multi-brand distribution strength in Retail and Insurance & Investment;
+ the United Kingdom'’s most successful bancassurance franchise;

- aleading edge integrated finance proposition (i.e. the willingness to provide both equity and
debt in a deal);

» low cost-to-income ratios in all core businesses;
« ‘strong’ capital ratios; and
+ a'strong’ top team.

208. At the same time, the Group acknowledged some serious strategic weaknesses that it needed to
address, these included:

+ a lack of scale in SME banking;
+ a lack of sufficient credit risk capability;
+ an over-reliance on wholesale funding;
+ unsatisfactory customer service levels;
+ alack of international diversification; and
+ alack of depth in the senior talent pool.
209. HBOS held itself to these goals up until 2008, with only a few exceptions (for example, a move
away from market share targets in Retail for a short period at the start of the Review Period).
The goals provided a clear direction for the firm towards which all activity could be focused and

appeared at the time to be compelling to the market.

210. The Group’s annual business plans are described in more detail in Box 2.3.

Box 2.3: HBOS: annual business plans

In the years immediately prior to the Review Period, HBOS'’s annual business plans focused strongly on the
merger and exploiting its synergies (for example, 2001’s strapline was ‘creating the new force in banking’) as
well as aiming for high growth and increased market share.

From 2004, the tone became more conservative in recognition of the late stage in the economic cycle and
that the integration synergies were largely exhausted. The strapline for the Group Business Plan 2005 -
2009, produced in 2004, was ‘less is more’ and encouraged a focus on quality over quantity — for instance,
focusing on: less asset growth, less focus on headline profit growth and more on earnings per share growth;
and less dilution through issuance and more shareholder value with buybacks. This also signalled an
increased focus on non-interest income. Nevertheless, the plan targeted 10% growth in profits for 2005
for the Group, which, as the FSA supervision team recorded at the time was ‘far from slow’.
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The Group Business Plan 2006 — 2010, produced in 2005, was set out in a similar tone to the previous one
under the banner of ‘targeted growth’, which the plan defined as ambitious but realistic average asset
growth of 9% per annum.(33) HBOS had predicted a domestic slowdown, particularly in the housing
markets, and therefore the plan set out a more restrained approach in the core UK retail and corporate
markets (targeting 8% and 6 — 9% asset growth per annum (p.a.) respectively). Despite the more cautious
tone, HBOS still aimed to be ‘top 3’ in all UK markets and targeted a 15 — 20% market share in almost all
markets. It also aimed for strong growth in International (ca. 20% p.a.), where returns were considered
more attractive, in the hope that this would diversify HBOS's overall portfolio.

The market share objective remained in the Group Business Plan 2007 — 2011, produced in 2006. The plan
outlined ‘six strategies for success’, which were: growing the UK franchise, targeted international expansion,
managing risk, getting customer service right, cost leadership and building the best team in banking. HBOS
forecasted continuing GDP growth in major economies and a benign business environment, though it still
predicted overall asset growth of 8% p.a. in the United Kingdom and 10% p.a. for the Group. It was more
bearish about the UK retail market, noting high levels of consumer indebtedness and the attendant
pressure on affordability, but was more ambitious on the International front, targeting growth of 23% p.a.,
while Corporate’s growth rates were increased relative to the previous plan.

The turn of the economic cycle was explicitly acknowledged by the Group Business Plan 2008 - 2012,
produced in 2007, with the strapline ‘when the going gets tough’. The opening two paragraphs of the plan
recorded that: ‘The Group Business Plan has been prepared against the backdrop of unprecedented financial
turmoil in global markets which has required significant adjustments to the plans as originally submitted by
Divisions. We expect a “New Order” to emerge under which the supply of funding will be constrained and this
in turn means that we cannot simply rely on asset growth to deliver shareholder value’. And: ‘The Plan assumes
that the financial markets gradually re-open in 2008 and were this not to happen, a re-plan would be
necessary, not only for us — but the UK banking sector.’

The plan also noted that ‘confidence in the UK and, in particular UK banking, has taken a battering during the
recent market turmoil and will take quite some time to recover’. It went on to say, however: ‘On a brighter
note, confidence in HBOS does not seem to have declined relative to the UK banking sector —in fact — the
reverse may be closer to the truth’, suggesting that the firm set itself above its peers in its resilience against
the financial markets dislocation. The substance of the plan was then predicated on a ‘...relatively benign
outlook for the UK [that] could prove to be optimistic, particularly given the rising cost of funds’ and the
strategic objectives continued to focus on attaining 15 - 20% market share in HBOS's key markets, while
overall growth for the Group was targeted at 6% for 2008 and 9% annually thereafter. Retail was the
primary driver (4% in 2008) of the reduced target growth rate given its overall size, with International also
targeted for a significant reduction in asset growth (dropping to around 15% for 2008).

The Group’s growth targets were pared back as conditions failed to recover, notably in March 2008 when
its ExCo decided that ‘asset growth should come in £6bn under Plan in 2008, spread equally across Retail,
Corporate and International’.

There is some evidence that the firm did belatedly realise that its long-term growth targets had been
extremely ambitious. Shortly before the failure of HBOS, Mr Andy Hornby, HBOS Group CEO, stated as
part of a strategy away day that: ‘we must ... be hard on ourselves in admitting some of the self-inflicted
actions that have made our strategic position even tougher. In particular ... we did grow the business
extremely strongly from 2002 through to 2007".

(33) 9% in 2006, 2008 and 2009; 10% in 2007 and 8% in 2010.
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HBOS Group's reported performance: 2004 to 2008

211, As shown in Table 2.1, HBOS was highly profitable in the period from 2004 to 2007, reporting
profits annually of between £4.6 billion and £5.7 billion.

Table 2.1: HBOS Group summary income statement 2004 — 2008

£ billion 2004 2005 2006 2007 2008
Net interest income 59 6.8 74 73 82
Net fees and commission income 1.5 1.0 1.2 13 11
Net trading income 0.2 0.2 0.3 0.2 (2.9)
Insurance (net) 2.0 27 2.7 2.6 17
Other income® 1.2 13 17 2.6 01

10.8 12.0 13.3 14.0 8.2
Administrative expenses (4.2) (4.6) (4.6) (5.0) (51)
Depreciation, amortisation and goodwill (0.8) (0.9) (1.2) (1.4) (1.8)
Impairments (1.2) (1.7) (1.8) (21) (127)
Group pre-tax profit 4.6 4.8 5.7 5.5 (10.8)

Analysis of Group pre-tax profit by division

Retail 2.0 1.9 2.3 1.9 13
Corporate 13 1.4 1.6 23 (6.8)
International 0.4 0.6 1.0 0.7 (0.8)
Treasury and Asset Management 0.3 03 0.4 03 (3.6)
Insurance and Investment 0.8 0.8 0.7 0.6 (0.3)
Group items (0.2) (0.2) (0.3) (0.3) (0.6)
Group pre-tax profit 4.6 4.8 5.7 5.5 (10.8)

(a) Source HBOS Annual Reports and Accounts and Review calculations.
(b) Including from associates and joint ventures.

212.  For much of the Review Period, HBOS's impairment position also looked benign. Between 2004
and 2007, HBOS's impaired loans as a percentage of total loans — a key metric by which asset
quality was reported to the Board — remained largely unchanged between 2% and 2.4% (Chart
214). Only in 2008 did impairments begin to rise sharply. At a divisional level, the record of
impairments suggested that Retail Division carried the higher risk for the firm until 2007. This
may have diverted the firm, and regulatory focus, away from the other divisions, where in fact
greater risks were developing.

213.  The level of impairment provisions as a percentage of impaired loans steadily declined between
2004 and 2007 (Chart 215), driven by the International and Corporate Divisions (Chart 2.16).
This seems to suggest that the quality of the Group’s assets was slowly improving during this
period. However, analysis of the assets in Corporate and International (Sections 2.4 and 2.5)
suggests that the opposite was the case. Rather, the prolonged benign economic period had
given rise to a belief that relative asset quality had improved. Developments in 2008 provided a
sharp reminder that this was not the case.
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Chart 2.14: HBOS Group impaired loans as a percentage Chart 2.15: HBOS Group impaired loans and impairment

of total loans by division(@) provisions(
Per cent £ billions Per cent
12 30 45
M Retail
. Corporate 140
= pre —10 25—
. International |35
I — 8 20 — — 30
[ impaired loans (left-hand scale)
Il Impairment provisions (left-hand scale) — 25
— — 6 15— — Impairment provisions as a percentage of
impaired loans (right-hand scale) — 20
- 4 10— — 15
— 10
— — 2 51—
— 5
0 0 0
2004 05 06 07 08 2004 05 06 07 08
(a) Source: HBOS Annual Reports and Accounts. (a) Source: HBOS Annual Reports and Accounts.

HBOS Balance sheet: 2004 - 2008

Table 2.2: HBOS total assets and annual growth by division 2004-2008().()

£ billion 2004 2005 2006 2007 2008 Compound

annual growth
Retail 209 225 243 260 266 6%
Corporate 82 87 97 122 128 12%
International 37 50 61 76 68 16%
Banking divisions 328 362 401 458 462 9%
Treasury and Asset Management 85 107 107 120 147 15%
Total banking activities 413 469 508 578 609 10%
Insurance and other group items 64 72 83 89 81 6%
Total group assets 477 541 591 667 690 10%

(a) Source: HBOS Annual Reports and Accounts and Review calculations.
(b) 2004 has been adjusted to reflect the implementation of International Financial Reporting Standards (IFRS) in 2005.

214.  Asset composition by sector was largely unchanged during the Group’s life. Over 75% of its
banking assets were represented by loans and advances to customers (Chart 217), with a heavy
property concentration and increasing exposure to commercial real estate (CRE).

215.  The Group also had significant holdings of investments. These were predominantly held by
the Treasury Division, including a pool of assets to manage the Group’s liquidity needs
(Section 2.7), but also arose from private equity and similar activities by Corporate Division
(Section 2.4).
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Chart 2.16: HBOS Group impairment provisions as a Chart 2.17: Composition of the HBOS Group banking
percentage of impaired assets by division() book balance sheet as at December 2007()
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(a) Source: HBOS Annual Reports and Accounts. (a) Source: HBOS regulatory reporting.
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In aggregate, the Annual Report and Accounts show property (retail and commercial) dominated
the Group’s lending, representing over 75% of loans and advances at the end of 2007 (Chart
218). This was little changed from 2001, though there had been an increase in the proportion of
the balance sheet lent on commercial property, with a similar decline in residential mortgages:

+ Despite faster growth in corporate lending, retail lending remained the largest part of the

Group, representing around 67% (£288 billion) of total loans at end-2007 (Chart 218).
Mortgages accounted for by far the largest share of retail lending (£263 billion), a legacy of
the Group’s building society past, and where it offered the full range of products, including
buy-to-let (BTL), interest only and self-certification loans (though limited sub-prime). Other
personal lending, including credit cards and unsecured personal loans, totalled £25 billion.

+ By the end of 2007, HBOS's corporate loans were £146 billion. Almost half of this lending

(£68 billion), was to commercial property or heavily dependent upon the performance of
property (e.g. hotels and restaurants), up from just over a third in 2001. The remainder of the
corporate lending was spread across a range of sectors, though some of this was also property
related. The Annual Report and Accounts however did not analyse around £20 billion of
non-UK corporate lending. Information in the Corporate and International sections indicates
a significant component of this lending was also property based. The Group’s commercial
property exposures were therefore more likely between £80 and £90 billion.

In terms of geographical exposures, in 2001, less than 10% of the Group’s assets had been
outside the United Kingdom. From around 2004, when the Group started expanding its Irish and
Australian businesses, the international businesses grew rapidly, and by 2007 accounted for
around 20% of Group assets. As with the UK business, property formed a significant component
of the balance sheet in both Australia and Ireland.
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Chart 2.18: Segmental analysis of HBOS Group loans and
advances as at December 2007
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Given this lending profile, the Group was always going to be heavily exposed to any downturn
that affected the property market, and it became increasingly vulnerable due to the growth in its
exposure to higher risk commercial property lending.

Sections 2.4 (Corporate Division), 2.5 (International Division), 2.6 (Retail Division), and 2.7

(Treasury Division) consider in more detail the nature and quality of the assets of the various
divisions.

Did HBOS deliver on its strategy?

This section looks at HBOS’s main strategic aims (as set out in Section 2.3.3) and considers
whether the firm achieved them, as well as the risks it took while pursuing these aims.

A 20% return on equity - but at what cost?

HBOS envisaged a ‘virtuous circle’ of volume growth, stable margins, strong credit quality and
cost control which would, in theory, lead to increased profitability. For the majority of the
Review Period this appeared to be the case. The Group was highly profitable and reported
annually in its financial statements a 20%(34) return on equity, in line with peers.

HBOS's approach of pursuing rapid balance sheet growth during this period was also not out of
line with peers. HBOS'’s annualised total asset growth rate between 2001 and 2007 was 13%,
compared to the Royal Bank of Scotland (RBS) at 20%, Lloyds TSB at 7%, HSBC at 23% and
Barclays at 23%.

The majority of UK banks were seeking to grow strongly pre-crisis, though the composition and
drivers of this growth rate differed across the peer group. HBOS's growth focus was organic
rather than acquisition led (the approach taken by RBS). HBOS was less diversified by geography
(focussing its expansion on English-speaking areas) than HSBC, for example. While Barclays’
primary area for growth was its investment banking operations, HBOS did not pursue this
business line.

(34) 2006 was the only year for which the firm reported a return on equity in excess of 20%. In the other years the firm reported a
return on equity of 19.6% or 19.7%.
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Chart 2.19: Planned Group asset growth and actual Chart 2.20: Variance of actual asset growth to plan by
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(b) The growth rates for Ireland and ENA in 2008 were inflated by the significant appreciation of
the euro against sterling.
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HBOS growth targets changed over time. Early on in its lifetime (between 2001 and 2004),
HBOS had a clear aim for strong growth, expanding its balance sheet rapidly (indeed faster than
peers) while exploiting merger synergies to keep the growth in its cost base low. The firm'’s total
assets grew at a rate of 12% annually over this period. From 2005 onwards, however, HBOS
looked to reduce asset growth, aiming for about 8-10% annually in its core markets; resulting in
a lower growth rate during this period (Chart 219).

With the exception of 2004, the Group largely met its overall asset growth targets and, more
often than not, it exceeded them.(35) However, results varied significantly across the different
divisions (Chart 2.20). HBOS Australia (HBOSA), for example, consistently exceeded plan in the
years to 2007, while Europe and North America (ENA) significantly underperformed plan in both
2006 and 2007.

In 2008, as the crisis took hold, the Group sought to reduce its asset growth further. However, the
Group still met its original plan, highlighting the momentum that existed in the lending model.

A stable Group net interest margin but not without a step up in the risk
profile of the firm

By 2004, the synergy benefits from the merger were largely exhausted and no longer boosted
HBOS's bottom line. At the same time, real interest rates had been generally falling (see Section
2.2.2) reducing returns and profitability. Low rates contributed to rapid growth in credit
extension as lenders were able to access cheap wholesale funding. This increased competition in
the already competitive UK retail mortgage market depressing margins on mortgage business.

In response, in its Group Business Plan 2005 — 2009, HBOS placed an increased emphasis on
preserving its interest margins to sustain profitability and targeted a stable group margin. It
recognised however that the experience of the different divisions might be different: in
particular, it expected a modest decline in the Retail margin. The Plan also expressed a desire to
grow non-interest income to reduce the Group’s reliance on net interest income. These aims
were broadly repeated in the subsequent business plans, as the competitive market environment
continued to put downward pressure on margins.

(35) Retail was the principal cause of the Group underperforming in 2004, as lending was cut back in the face of a softening in the
mortgage market.
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(a) Source: HBOS Annual Reports and Accounts.
(b) Net interest margin at divisional level is approximate, and depends upon the funds transfer pricing
regime in force at any one time.
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In looking to preserve margins, each of the lending divisions moved up the risk curve during the
Review Period. For example, Retail increased its exposure to specialist mortgages(36), and both
Corporate and International increased the size and complexity of their deals.

More broadly, there was a shift away from growing Retail, which was suffering increased
impairment losses (notably in its unsecured book) as the UK economy softened, towards
Corporate and International, where margins were higher but the risks were also greater.

The net effect of the competitive environment, the divisional actions and other factors (e.g.
extending the maturity of funding increased costs within Treasury and contributed to a fall in its
interest margin) was a small decline in the Group’s interest margin between 2005 and 2007.
During the same period the Group was also not successful in expanding significantly the level of
non-interest income, except in Corporate. Ultimately, to maintain and grow income and profits
HBOS had to increase its lending and grow its balance sheet.

Market share targets results mixed

A very competitive market also made it challenging for HBOS to meet its market share targets.
In practice, HBOS did not succeed in gaining the market share it hoped for except in those
markets where it was already strong at the time of the merger (e.g. retail mortgages, UK
commercial property).

The Corporate Division was not able to offer the full service capabilities of the more established
UK business banks. For example, it did not have the infrastructure to issue bonds, nor did it have
the branch network capabilities that would have allowed it to service UK SME customers
effectively. As a result, HBOS was unable to make significant headway in SME banking — a key
objective at the time of the merger — in order to build the level of deposits and therefore
decrease its funding gap. It was, however, able to leverage off the Group’s bigger balance sheet
to undertake increasingly large corporate transactions.

(36) Self-certification and buy-to-let mortgages.
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Chart 2.22: Loan and deposit growth and self-funding Chart 2.23: Major UK banks’ cost-income
ratio of the Group( ratios()
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(a) Source: HBOS ExCo paper, June 2008. (a) Source: Annual Reportsand Accounts.
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Growth aggravated known weaknesses in the business model

While the Group found it reasonably easy to grow its assets, it found it much more difficult to
increase deposits. As a result, with the exception of a small pick-up in 2004, the Group’s
self-funding ratio declined steadily from around 66% in 2001 to 56% in 2007 (Chart 2.22), while
the customer funding gap almost trebled from £68 billion to £190 billion.

In July 2008, the Group noted:

‘A review of prior year plans and actuals indicates that a significant juncture was reached in 2006.
The 2006 - 2010 Plan adjusted the Retail deposit targets downwards based on the disappointing
savings performance recorded in 2005. The Corporate deposit Plan for the same period was
adjusted upwards; however this Plan was not delivered during 2006 as we took the strategic
decision to price away hot money deposits. A strongly focused asset led growth strategy
continued in Corporate during 2007 and deposit targets were rebased at a lower level following
the 2006 experience.

The funding plan that accompanied the 2007 — 2011 Business Plan signalled that the Group had
sufficient funding capacity to cover the funding gap implicit in the divisional operating plans with
sufficient short term excess capacity to cover any temporary illiquidity in term markets. However,
there was an imprudent level of long-term excess capacity in case of market disruption.’

It concluded: ‘Since merger, HBOS has always had a material reliance on the wholesale markets ...
we did continue with a business model which extended a known weakness'.

Cost leadership acted as a disincentive to invest in controls and risk
management

HBOS viewed its low cost base as a key competitive advantage compared to its peers, and
focused heavily on progressively reducing its cost-income ratio. In practice, it was only
marginally successful in doing so between 2005 and 2007, though its cost-income ratio
remained significantly below peers during this period (Chart 2.23).
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Chart 2.24: HBOS Group and divisional cost-income

Chart 2.25: UK banks published Tier 1
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However, the pressure to keep costs down may have led HBOS to make decisions that led to
deficiencies in the infrastructure required to run a successful, low risk lending business and
contributed to the increase in its risk profile. The minutes of the ExCo away day in June 2006,
for example, noted the importance of continuing costs discipline, stating that: ‘investment
would be targeted primarily at areas of revenue production’.

An October 2007 Board paper on the Retail strategy for 2008 — 2012 acknowledged that: ‘we
have always kept a tight rein on costs ... Living within our tight cost constraints has led to under-
investment in building future capability for growth —whether in our basic systems infrastructure, the
skills of our customer-facing colleagues or our cross-product and cross-channel coordination’.

Further, the desire to keep costs low appeared to have led to a bias towards growing the areas
where the infrastructure was already in place and therefore cost-income ratio was relatively low,
such as in Corporate Division (Chart 2.24). The decisions and actions taken, therefore, served to
disadvantage non-revenue generating areas, such as the control functions, in terms of
investment. It also exacerbated concentration risk in certain business areas, ultimately leading
to growth outstripping the ability of the risk and control infrastructure to cope.

In Corporate too, investment in the control framework lagged business growth. The Group
Business Plan 2005 - 2009, prepared in 2004, highlighted the challenges in trying to increase
non-interest income while keeping tight control of expenses and that “... business areas are crying
out for investment’. Yet in 2007 it was noted by ExCo there had been ‘historic under investment’,
while the Corporate Divisional Business Plan noted: ‘Our back office processes have not kept
pace with the rapid growth in our business.’

Capital management was ‘efficient’ and not out of line with the
standards of the day, but ultimately was not sustainable

Given HBOS's aspirations to achieve a high return on equity, minimising capital was seen as
efficient management rather than something which could increase the risk profile of the firm.

HBOS set itself an 8% Tier 1 target capital ratio, a level that was above the minimum 4%

prescribed by Basel |, and one the firm considered prudent. At the time, this approach appeared
consistent with peers (Chart 2.25).
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Chart 2.26: Reported risk weighted assets by division(@).(t)
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(a) Source: HBOS Annual Reports and Accounts.
(b) The Insurance and Investment Division’s RWAs are excluded as negligible.
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In order to maximise returns to shareholders, HBOS sought to pay out what it considered to be
excess capital through dividends or share buybacks.(37) HBOS set a maximum dividend cover
ratio of 2.5 (meaning that it committed to paying out at least 40% of its earnings) and in 2007
announced that it would increase its dividend pay-out ratio to 46% (albeit in a trade-off with a
reduced share buy-back). This was not out of line with other UK banks.

As a result, HBOS paid out around £11 billion in dividends and share buybacks from its formation
in 2001 to its takeover by Lloyds TSB in 2008(38), with the last payment made on 12 May 2008
(£1.2 billion).(39) While this was inadequate to absorb the full losses that HBOS ultimately
sustained, and it is unrealistic to have expected the firm not to have paid any dividends, greater
capital retention during this period would have reduced the scale of the shortfall that was
eventually faced when losses crystallised from 2008 onwards.

The risk-weighted assets (RWAs) of the different HBOS divisions were determined using Basel |
methodologies until 2007. As these methods were relatively insensitive to risk, the growth in
HBOS’s RWAs during this period broadly followed that of its assets. This measure also suggests
that the greatest risk resided in Retail Division until 2007, when Corporate Division had the
largest RWAs, driven by the significant asset growth in that year (Chart 2.26).

There was a substantive change to HBOS’s RWAs in 2008, following the introduction of Basel I
and the use of more risk-sensitive approaches. These changes emphasised that Corporate
Division carried the majority of the Group’s risks, accounting for over 50% of the Group’s RWAs
by end 2008, while Retail Division’s share of RWAs fell to around 20%.

Basel I may have disguised to management the relative risks of the different HBOS divisions and
led to a disproportionate focus being placed on risks in Retail relative to Corporate. Moreover, as
set out in more detail in Section 2.9, the firm’s approach, while ensuring it met the regulatory
standards of the time, failed to ensure that it held capital of sufficient quality and quantity for
the risks that were accumulating.

(37) Buybacks have the additional effect of increasing earnings per share — considered by HBOS (and its peers) as a key performance
metric.

(38) £8.5 billion in dividend pay-outs and £2.5 billion in share buybacks.

(39) The final 2007 dividend on ordinary shares, announced in the February 2008 preliminary results announcement.
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HBOS's performance from 2008

From 2008, HBOS'’s performance deteriorated dramatically. Between 2008 and 2011, the Group
reported a cumulative loss of £241 billion (Table 2.3). After the payment of dividends

(£1.3 billion in 2008 and £0.5 billion in 2009) the Group’s equity was reduced by £26 billion by
the end of 2011.(40) Approximately £21.3 billion of this fall came after the receipt of ELA in
October 2008 (Table 2.24). The loss was more than total shareholder equity of £22.2 billion at
the end of 2007 and it was larger than £13.5 billion (a Basel Il estimate of going concern loss
absorbing capital(41) (see also Sections 2.9.6 and 2.9.7).

The losses were substantially driven by impairments of £52.6 billion during this period. Other
notable contributions to HBOS's losses included:

+ losses on joint ventures and associates totalling £1.8 billion predominantly in 2008 and 2009;

« a provision for Payment Protection Insurance (PPI) compensation of £1.2 billion in 2011
(increased to £3.4 billion by the end of 2014);

+ aloss on the disposal of the BankWest business, which was a significant part of the Australian
operation, of £0.8 billion in 2008; and

+ aloss on disposal of the insurance business of £1.7 billion following an internal group
restructure in 2011.

Table 2.3: HBOS Group reported results 2008-2011(@).(t).().(d)

£ billion 2008 2009 2010 2011 Cumulative 2008

to 11
Net interest income 101 57 8.4 8.4 32.6
Net fees and commission 0.9 0.5 0.5 11 3.0
Net trading income (12.9) 8.9 91 (0.9) 4.2
Net insurance income 10.0 (6.4) (5.5) 0.7 (1.2)
Other income 1.8 7.0 21 11 12.0
Total income 9.9 15.7 14.6 10.4 50.6
Operating expenses (6.9) (6.9) (5.7) (5.5) (25.0)
Impairments (13.5) (217) (10.9) (77) (52.6)
Disposals and joint ventures (1.8) (0.7) (0) (1.7) (4.3)
Loss before tax (12.3) (13.0) (21) (3.9) (31.3)
Tax 38 27 (0.3) 0.2 6.4
Loss after tax recognised in the income statement (8.5) (10.3) (2.4) (3.7) (24.9)
Other gains and losses (47) 31 0.7 17 0.8
Total recognised income and expense (13.2) (7.2) (1.7) (2.0) (24.)

(a) Source: HBOS Annual Reports and Accounts and Review calculations.

(b) The 2008 results in this table differ to the 2008 results shown in Table 2.1 for two reasons: alignment of HBOS's accounting policies and presentation with Lloyds Banking Group following acquisition;
and an accounting clarification by IFRIC in 2010 that resulted in a prior year adjustment affecting impairments on AFS assets.

(c) Net trading income includes fair value movements on the assets backing the Group's insurance liabilities as well as trading gains and losses on the Group’s banking activities.

(d) Net insurance income is insurance premium income less claims.

(40) As set out in section 2.9.6 the Group undertook various capital raising and other actions to restore its equity position to cover these
losses.
(41)  Shareholder equity after various deductions for items likely to have little or no value in a time of stress (e.g. goodwill).
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251.  In 2012, HBOS recognised impairment losses of £4.3 billion, down almost 40% on the total for
2011, but still around twice the level reported in 2006 and 2007. HBOS reported a small profit
of £0.2 billion for 2012.

Analysis of HBOS Group impairments 2008 to 2011

252. Asdescribed above, prior to the acquisition by Lloyds TSB in late 2008, HBOS had reported only
comparatively small impairments to the market. In its 2008 interim results, for example, HBOS
declared total impairment losses of £1.3 billion, an increase of 36% from the first half of 2007.

253. HBOS's losses escalated rapidly thereafter, however, with impairments for the whole of 2008
totalling £13.5 billion, more than ten times the interim number. Even these figures were
exceeded in 2009, when annual impairments reached £21.1 billion. From the end of the Review
Period in 2008 until 2011, HBOS (as part of the Lloyds Banking Group (LBG)) reported a total of
£52.6 billion of credit impairment losses, almost 10% of the Group’s banking assets at the end of
2008. The majority of the losses (£44.7 billion(42)) arose on the lending portfolios of the banking
divisions. The balance was incurred on securities, primarily in Treasury.

254. Table 2.4 shows the recognised impairment losses of the Group split by division. By far the
worst performing divisions were Corporate and International, with £21.9 billion and £15.5 billion
of impairments, equivalent to almost a fifth and a quarter of their total loans and advances at
the end of 2008 respectively.

255.  The Retail Division recognised fewer impairments during this period; just £6.6 billion or 3% of
the 2008 loan book.

256. There has been limited recovery of HBOS’s impairment losses. Between 2008 and 2013, the
Group wrote off £39.6 billion of its impairment losses(43) (i.e. 86%) as irrecoverable, while less
than 2% (£0.8 billion) were subsequently recovered. Even assuming all remaining legacy loans
proved to be good, HBOS would not have survived this level of write-offs absent support from
Lloyds TSB and the UK Government.

257.  See Appendix 4, Parliamentary Commission on Banking Standards (PCBS) question 1 for an
explanation of losses and write-offs.

(42) The aggregate recognised impairment loss on loans and advances in the Annual Reports and Accounts for the period 2008 to 2011
is £45.8 billion. The difference is due to the treatment of impairments on assets transferred from AFS to loans and receivables in
2008. If these assets became impaired after 2008 any residual negative fair value adjustment in the AFS reserve relating to these
assets was transferred to the income statement and recorded as an impairment on loans and advances. As these assets were Asset
Backed Securities the impairments have been treated as impairments on debt securities for the purpose of this Report.

(43) Animpairment loss is recognised when there is objective evidence that a loss event has occurred and is an estimate of the potential
loss that may be incurred. Impairment losses are written-off when there is no longer a realistic prospect of recovery and the
amount of the loss has been determined (i.e. a real economic loss).
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Chart 2.27: Impairment charges as a percentage of
loans and advances(
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(a) Source: Annual Reportsand Accounts and Review calculations.

Table 2.4: HBOS Group recognised impairments 2008-2011@).().(¢)

£ billion Loans and advances, Impairments
end 2008 X

2008 2009 2010 2011 Cumulative Loss as
2008 to 11 percentage of
2008 loans and
advances
Retail 258 2.2 2.0 1.4 1.0 6.6 3%
Corporate 123 6.7 11 3.2 0.9 21.9 18%
International 62 1.0 53 5.8 3.4 15.5 25%
Treasury 79 29 2.8 0.5 0.7 6.9 9%

Other 0.7 (01) 0.0 11 17
Total 522 13.5 211 10.9 71 52.6 10%

(a) Source: HBOS reporting to the FSA, Annual Reports and Accounts and Review calculations.

(b) The reporting of impairments in this table was not part of the FSA's formal reporting requirements and consequently was on a ‘best endeavours basis’. Further, following acquisition by Lloyds TSB, the
HBOS divisions were restructured. Consequently the reported losses did not map exactly to HBOS's divisions, pre-acquisition. The Review has therefore, in part, used its judgement to allocate losses
to the HBOS divisions. Where it has not been possible to allocate losses to a specific division, they have been classified as ‘Other’.

(c) The impairments for Retail, Corporate and International are impairment losses on loans and advances. The Impairments for Treasury are impairment losses on debt securities. The Other impairments
are those that are unallocated plus 2008 impairments on Corporate’s debt securities.

(d) Gross loans and advances, except for the Treasury Division which includes £76.7 billion of debt securities.

Comparison with Royal Bank of Scotland and other UK banks

258.  Useful context on the significant size of HBOS's losses can be gained from making comparisons
with other UK banks following the onset of financial crisis, including RBS which also failed during
this period.

259. Asillustrated by Chart 2.27, while most of the major UK banks faced increasing impairments as a
result of the financial crisis, HBOS was a clear outlier in terms of the relative size of losses
incurred. This indicates that HBOS had developed a degree of vulnerability which made it
uniquely susceptible to the downturn that unfolded. The characteristics of HBOS’s lending,
particularly its overwhelming concentration in property lending across all its major business
lines, and a skew towards riskier exposures in corporate lending, differentiated HBOS's risk
profile from the rest of the peer group.

260. Impairment losses on loans and advances experienced by RBS between 2008 and 2011

amounted to £38 billion or 4.5% of its 2008 loan book. This was less than the £44.7 billion
impairment losses incurred by HBOS over the same period, at a loss rate of 10%.
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261.  While RBS’s failings and weaknesses included an investment banking operation which lost
£17.7 billion in credit-trading activities and the extremely risky acquisition of ABN Amro, HBOS's
poor credit quality was sufficient to place the firm under similar and acute capital stress without
these additional factors. The losses experienced by HBOS on its commercial property lending
were double the rate of those reported by RBS between 2008 and 2011.

262.  While the Group claimed to be lower risk than peers at the beginning of the Review Period, by
the end of 2008 it recognised that it had a higher risk profile.(44) In short, the financial crisis
created issues for all the major UK banks, but the Review’s findings are that HBOS's higher risk
strategies meant its loan book was more badly affected by the crisis than others.

(44) See Sections 2.4.9, ‘Loan impairment losses in Corporate’ and 2.9.3, ‘The firm’s actual capital positions’.
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2.4 Asset quality — Corporate Division

263.

264.

265.

Introduction

The purpose of this section is to consider the nature and quality of the assets and business of
Corporate Division. The section is structured as follows:

« Section 2.4.2 provides an overview of the Corporate Division and the strategic choices made
by management;

+ Section 2.4.3 sets out the financial performance of the division. Specifically the section
considers: the reported profitability of the division; the composition of the balance sheet
and asset growth; growth in underwriting exposures; and the size and nature of individual
counterparties;

« further sections then consider the quality of the division’s assets, including: Section 2.4.4 (the
rating of the division’s lending); Section 2.4.5 (the size and nature of the division’s commercial
property exposures); Section 2.4.6 (the size of the division’s equity investments); and Section
2.4.7 (the size and nature of the division’s leveraged lending);

+ Section 2.4.8 considers what stress testing was undertaken on the portfolio by the division
during the Review period. It also includes high level analysis undertaken as part of the Review
to illustrate the magnitude of losses that could have been predicted using the prevailing data;
and

« finally, Section 2.4.9 considers the £21.9 billion of losses that the division incurred in the years
2008 to 2011, linking these losses to the specific features of the division.

Divisional strategy

Divisional structure

The Corporate Division was created following the merger of Halifax and Bank of Scotland in
2001. It was the amalgamation of the corporate banking arms of the two banks, although it
substantially comprised the corporate business of the Bank of Scotland, as Halifax had minimal
corporate banking activity. The principal brand through which the division operated was ‘Bank of
Scotland Corporate’.

The target business of the division was mid and large-sized businesses with turnover of greater
than £1 million. A separate Business Banking Division was created to lend to smaller businesses,
although this was substantially integrated into the Corporate Division in 2004. In 2005, certain
of the division’s international activities were transferred to the International Division:
nevertheless Corporate continued to pursue international lending outside International Division,
and in mid-2007 the European business of the International Division was transferred back to
Corporate.
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266. In 2006, the division was reorganised to promote specialism in its core markets. By the end of
2007, the division operated through six business units. Integrated Structured and Acquisition
Finance (ISAF) focused on management and private equity leveraged buy-outs across the United
Kingdom and continental Europe, providing both debt and equity; Specialised Industry Finance
(SIF) targeted social infrastructure projects (e.g. Private Finance Initiatives), the oil and gas,
telecoms and media, transport and renewable power sectors; Joint Ventures (JV) provided
integrated funding (i.e. debt and equity), with a focus on house builders, pubs and hotels; Asset
Solutions provided a range of specialist asset finance solutions in the United Kingdom (e.g.
leasing, contract hire); Real Estate (RE) provided debt funding for property investors, developers
and house builders; and Commercial provided a range of banking services (e.g. bank accounts,
overdrafts, money transmission services) to businesses with turnover greater than £1 million. JV
and RE were the predominant lenders on commercial property, though ISAF also lent to
companies in the property sector.

Table 2.5: Total assets of the Corporate Division by business unit@).®)

£ billion 2006 2007 2008 Growth

2006 - 08
Commercial 22 26 25 14%
Real Estate 28 32 34 21%
I\ 1 16 18 64%
ISAF 8 15 17 113%
Asset solutions 10 10 8 (20%)
SIF 15 18 23 53%
Other 7 6 7 -
Total 101 123 132 31%

(a) Source: Corporate Division management accounts.
(b) Total assets includes: loans and advances, investment securities and leased assets. It does not include non-operating assets.

Markets and products

267.  Given the division’s BoS heritage, it had a substantial share of the Scottish relationship banking
market. In its business plans, the division estimated this share as 37%. Across England and
Wales, it had an estimated market share of about 3% and in aggregate about 5% of the UK
market. The market share for England and Wales had only marginally increased in the years since
the merger, despite a clear strategic aim to make inroads in these markets.

268. BoS had a significant share of the UK commercial property market (around 20% of outstanding
loans issued by the major UK banks) at the time of the merger, which was maintained under
HBOS in part as a means of achieving growth: ‘The immediate push post-merger had been
focussed excessively on “quick-wins” —and had largely become focussed on commercial property’.(45)

269. The Corporate Division sought to provide an extensive range of services: senior lending; junior
lending, including the provision of equity, mezzanine and subordinated debt finance; asset
finance; working capital; and banking and treasury services.

(45) HBOS ExCo away day minutes, june 2006.
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Divisional philosophy, risk appetite and objectives
The objectives of the Corporate Division were broadly unchanged over the Review Period:
+ to preserve or grow market share to between 15-20% in its core markets, in particular to

expand the division’s business banking presence in England and Wales, and to be a challenger
to HSBC, Barclays, Lloyds TSB and RBS;

+ to reduce the already low cost-income ratio, and to use this as a competitive advantage - this
ratio was a source of pride to the Group and it was active in seeking to reduce it further; and

+ to achieve double digit profit growth, but with a shift towards non-interest income to relieve
pressure on margins.(46)

Following the 2001 merger, the aim was to grow aggressively and become the ‘new force in
banking’ challenging the established status quo. The increased balance sheet size of the merged
entity allowed the division to undertake larger deals and to take the role of lead underwriter, a
part of the market previously closed to it.

In 2004/05, the division’s stated strategy changed as the merger synergies were largely
exhausted and there was some evidence of softening UK demand. The stated position became
one of measured or controlled growth, albeit one in which the division would still pursue
opportunities, especially in the core markets of the Group, within which there was the perception
that the firm could derive value from its experience and deep knowledge of markets. The
underlying objective of 20% market share in the division’s core markets remained, however.

The stated approach in the 2006 published financial statements was:

+ selective asset growth: a more focused approach in selected markets where the division had
experience and knowledge;

« controlled credit risk: to allow the division to add to sectors where it was already a market
leader and support strong growth in other markets; and

+ cost leadership.

The often-quoted approach of the division was to be a relationship bank that would ‘lend
through the cycle’. Elsewhere the division’s approach had been called ‘counter-cyclical’. This
was described as standing by and supporting existing customers through difficult times, while
continuing to lend to those good opportunities that could be found. The division claimed it had
a deep knowledge of the customers and markets in which it operated, which would enable it to
pursue this approach with minimal threat to the Group. It was an approach that was felt to have
served BoS well in the early 1990s downturn.

This belief was misguided as the division and market had both changed since the early 1990s, as
noted by Group Credit Risk Committee in August 2008: ‘There are difficult workouts and the
integrated model is severely challenged as this is the first time it has been tested in an economic
downturn.’ Furthermore, any bank that operated a through the cycle approach required resilient
and robust capital, funding and liquidity to enable it to absorb increased costs and losses in any
downturn.

(46) Average interest rate margins for investment loans across all sectors declined between 2002 and 2006 (De Montfort Review); e.g.
prime office space declined from around 120 basis points to around 95 basis points. Similarly margins on projects also declined
between 2003 and 2006.
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276.  The philosophy associated with ‘lending through the cycle’ and ‘supporting our customers’
created a culture conducive to continued lending. So, even as there were general moves at
Group level to restrain asset growth in late 2007 and early 2008, this did not filter down to the
bank’s property lending activities until too late.

277. A number of features of the division’s approach are of note as being high-risk:

- arisk appetite for speculative lending (Section 2.4.4);

+ an integrated lending model in which the division would provide a one-stop shop of mezzanine
and equity to firms, in addition to traditional senior debt and working capital (Section, 2.4.6,);

+ an originate-to-distribute model under which the division accepted the full risk of a transaction
before seeking to distribute it in whole or part to a third party (Section 2.4.3); and

+ adesire to increase the size of deals and support for individual businessmen (Section 2.4.3).
278.  Further explanation of the division’s strategy and approach can be found in Part 3, Section 3.5.2,

‘Management and governance failings in relation to the Corporate Division’.

Performance

279. The Corporate Division represented just under a fifth of the Group’s balance sheet at the end of
2007. This was about half the size of the Retail Division but over one and a half times the size of
the International Division. However, over the Review Period, the profits of Corporate
represented a larger share of overall Group profitability. Before 2007, Corporate contributed
around 28% of the Group’s profits but this jumped to over 40% in 2007, when Corporate
replaced Retail as the largest contributor to Group profits.

280. With its net interest margin broadly declining over the period due to competitive pressures, the
division managed significantly to increase its non-interest income from £1.5 billion in 2004 to
£2.7 billion in 2007 while maintaining low growth in operating costs to improve its profitability.

281. Two significant contributors to non-interest income in 2007 were disposal profits on the
division’s investment securities and revaluations on the equity stakes in the JV business unit, in
total £0.7 billion, both of which had grown considerably since 2005. However, these were not
good quality sustainable earnings upon which reliance of future profitability should have been
placed, particularly in a recession. In 2008, these items contributed a loss of £1.6 billion to the
division as liquidity dried up and investor appetite waned. In total, the division reported a loss of
£2 billion on its investment portfolio.

282. Thedivision’s cost-income ratio was considerably lower than for the Group as a whole, in part as
it did not have to support a branch network. It was a low ratio compared to the corporate and
commercial businesses of other large UK banks, and fell in the period, partly due to insufficient
investment in systems and controls relative to risk.

283.  As the crisis took hold in 2008, impairments rose significantly, causing a pre-tax loss in the
division of £6.8 billion. The magnitude of this loss was more than sufficient to wipe out the total

pre-tax profits of £6.6 billion made in the years 2004 to 2007.

284. Theincome statement and balance sheet for Corporate in the last five years of its life are shown
inTable 2.6 and Table 2.7.
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Table 2.6: Corporate Division summary income statement 2004-2008().().(c)

£ billion 2004 2005 2006 2007 2008

Net interest income 13 1.7 19 21 23

Non-interest income

Fees and commissions 0.6 03 03 0.4 0.4
Trading income 0 0 0 01 (0.6)
Associates and joint ventures 01 01 0.2 0.2 (1.0)
Other 0.8 11 13 2.0 1.6
Operating expenses (11) (1:3) (1.6) (1.9) (27)
Impairment loss on loans and advances (0.4) (0.5) (0.4) (0.6) (6.7)
Impairment loss on investment securities 0 0 (01) 0 (0.7)
Profit before tax 13 1.4 1.6 23 (6.8)
NIl margin (%) 2.26 215 2.22 2.06 1.92
Cost-income ratio (%) 30.80 28.70 28.90 23.20 115.20
Impairment loss/loans and advances (%) 0.58 0.56 0.52 0.61 5.89
Return on assets N/A 1.7% 1.8% 21% N/A

(a) Source: HBOS Annual Reports and Accounts and Review calculations.
(b) 2004 is the comparative in the 2005 Annual Report and Accounts to reflect the move to IFRSs in 2005.
(c) Return on assets refers to underlying profit before tax divided by average assets (based on the year-end position).

Table 2.7: Corporate Division summary balance sheet 2004-2008().().(c).(d)

£ billion 2004 2005 2006 2007 2008
Total assets, including: 82 87 97 122 128

Loans and advances 73 79 85 109 116

Investment securities B 2 3 5 4

Lease assets 3 3 5 5 4
Undrawn commitments N/A N/A N/A 38 31
Risk weighted assets 86 93 101 129 172
Deposits 39 42 39 44 39
Impaired loans/loans and advances (%) 1.9 1.4 13 29 11.9
Impairment provisions/impaired loans (%) 53 63 63 26 47

(a) Source: HBOS Annual Reports and Accounts and Corporate Division management accounts.

(b) Impairments as a percentage of loans and advances in 2007 are as reported in the 2008 Annual Report and Accounts. An explanation of the magnitude of the ratio is provided in Section 2.4.9.
() Net of impairment provisions.

(d) Risk weighted assets were calculated under Basel | until 2007 and under Basel Il in 2008.

285. Chart 2.28 shows the overall composition of the portfolio by drawn balances as at September
2008. The largest sectoral exposure was to property at £46 billion, representing 38% of the
balance sheet. Taking into account renting, hotels and construction, the firm’s overall exposure
to property and related assets increases to £68 billion or 56% of the portfolio. The Corporate
Division’s lending to commercial property is discussed in more detail in Section 2.4.5.
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78 Part 2 - How did HBOS fail?

Chart 2.28: Corporate Division - portfolio composition
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(a) Source: Corporate Division, Credit Risk Committee: Portfolio Risk Reports.
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Asset growth

Following the merger in 2001, the Corporate Division pursued rapid growth as did the rest of the
HBOS Group.

The division actively sought to slow net asset growth around the beginning of the Review Period,
due to concerns that the economy was reaching a peak and competition was having a
detrimental effect on margins and deal structures. Actual growth rates did fall (Chart 2.30).

At this time, market liquidity was good and churn high, which meant that loans were quickly
redeemed or the division was able to sell-down unwanted loans. If anything, the rates of churn
gave rise to concerns that assets were reducing too quickly and the division would find it hard to
achieve its desired net asset growth.

Churn was estimated at around a third (i.e. a third of the book was being redeemed each year),
which meant the division needed to lend £25 billion to £30 billion per annum merely to stand
still.(47) Moreover, the division’s revenue was primarily derived from its lending activities,
notwithstanding an aim to increase non-interest income. Net asset growth was therefore a
prerequisite to meet revenue and profit growth targets. There was a very strong motivation to
lend and lending gained a strong momentum as the division developed strong asset origination
processes.

In the absence of the anticipated downturn, decisions were taken in 2006 and 2007 that halted
the slowdown in asset growth, causing it to rise. In June 2006, ExCo debated the preferred rate
of growth for 2007 to 2011 given the ‘present growth plans were relatively pedestrian’. The
outcome was to increase the target underlying profit before tax for 2007 and consequentially
the rate of asset growth. This also implied a step change in approach, as asset growth depended
upon being able to originate larger deals and strengthening distribution capability. In late 2006,
the division increased its net asset growth targets for 2007 due to improved optimism about the
economy. The decisions also resulted in a final growth rate for 2006 of 9%, higher than the
proposed 6% in the Group Business plan 2006 - 2010, that was produced in 2005.

(47) Churn was also desirable as it generated refinancing fees while allowing fees to be recognised earlier than if the loan was redeemed
at term, as noted in the Corporate Division Business Plan 2006 — 2010: ‘We are dependent on a continuing high rate of churn ...to
generate the refinancing opportunities we need to deliver the high rate of non-interest income...".
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By early 2007 there were again indications that the economic cycle had reached a peak and a
downturn could be expected, but in mid-2007 profit targets were increased to compensate for
the slowdown in Retail profitability, so giving further impetus to growth.(48) Moreover, there
seemed a concern that Corporate would not achieve its year-end asset growth targets, which
gave rise to proposals that considered delaying sell-down and targeting North America and
Europe for further growth. More generally, ExCo concluded there was scope for strong growth in
Corporate in the next 18 months.

In late 2007 as the crisis began to escalate, the messages became mixed: the division would be
more selective and would focus on existing customers, and sanctioned(49) amounts did reduce
from mid-year 2007 (Chart 2.29). However, there was a fear of damage to the franchise value of
the division from reducing lending too quickly, and growth targets for 2008, initially set out in
September 2007, were maintained when the Board signed off the Group plan in November.
Notwithstanding the reduction in sanctioned lending, the proposed growth rate for loans of 10%
for 2008 was 1% more than the Group had planned for 2008 when signing off the business plan
in 2006 (i.e. the 2007 — 2011 Business Plan). Chart 2.32 also suggests that the desire to focus on
existing customers did not happen, as the Executive Credit Sanctioning Committee approved as
much high value business for new customers as for existing.

The BoS ‘through the cycle’ lending philosophy and a belief that property lending was safe, also
contributed to strong lending late in the cycle. So the division was still looking to grow in late
2007 after the market had turned: ‘As others withdraw from the market we see this as an
opportunity to seize market share ... This is underlined by strong projected advances growth in 2007
and beyond'.(50) In the December 2007 Board Ml, the CEO report presented deal flow as one of
the big challenges for the division in 2008 as ‘the market is currently very quiet’, while in February
2008 the Group Executive minutes recorded that there was ‘There was ample desire to pursue
transactions, but other ‘like minded’ banks were required in order to complete deals’.

Divisional Ml indicates almost £80 billion was lent in 2007 while £60 billion was repaid.
Sanctioned lending amounts were even higher: Ml suggests £108 billion of new business was
sanctioned in 2007, almost £50 billion more than in 2005 and 2006. Moreover, the division was
increasingly willing to lend ever larger amounts (Chart 2.29 and Chart 2.32) and, as much of the
lending was also leveraged (Section 2.4.7), in the Review’s opinion there was an overall increase
in the risk profile of the division.

As market liquidity dried-up from August 2007, the division found it could no longer sell down
the loans it wanted to, which was not helped by a weak loans distribution function. Churn and
redemptions slowed dramatically and borrowers increased their draw-down of committed
facilities. As a result, the division experienced 22% actual loan growth in 2007 (Chart 2.30),
considerably overshooting the 10% planned growth. The amount lent had increased to

£109 billion rather than the planned £99 billion.

(48) The division was asked to increase its profit for 2007 to 135% of the 2006 figure.

(49) There are a number of stages to the lending process. Sanctioned lending reflected an initial amount the division was willing to lend.
It did not represent a contractual agreement with the borrower. Further negotiations took place between the division and borrower
before a contractual facility agreement was signed, setting out the size of the facility (this need not be the total amount sanctioned)
and terms of lending. The formal contract created a contractual commitment for the division to lend monies to the borrower.
Loans and advances and assets on the balance sheet are the drawdown of monies under the contractual agreement. The undrawn
amounts of the loan facility are off-balance sheet contractual commitments of the division.

(50) Bank of Scotland Corporate Business Plan 2008-2012.
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Chart 2.29: Sanctioned new lending for new and existing ~ Chart 2.30: Annual growth rate of loans and advances
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In early 2008, the growth aspirations of the division were moderated(5, sanctioned lending
continued to fall and new business decline rates(52) increased (from less than 10% per month to
over 20% on average between March and October 2008). However, the committed limit
continued on the same upward trend in early 2008 as in late 2007, as previously sanctioned
amounts progressed through to commitments to lend. The growth in commitments finally
ceased around March 2008, although the actual drawn amounts continued to grow (by

£5 billion between March and November) as borrowers drew down on the committed facilities
(Chart 2.31).

The onset of the crisis revealed the weakness in the division’s ‘asset led’ lending model (i.e. asset
reduction lagged asset growth). In 2007, as the market dynamics changed, new asset growth
significantly outstripped redemptions and sell-downs. This increased the funding pressures on the
Group as a whole. It also left the division with considerable loans advanced at the height of the
market when there was downward pressure on margins and covenants, and increased leverage
and LTVs. This exacerbated the risk in the book and left it more exposed to the downturn.

The rapid growth in loans in 2007 also highlighted underlying weaknesses in the capacity of
front-line systems and controls, as the number of unreconciled items in the division’s Loans
Management System doubled to 12,000 due to an inability to cope with new and more
complex loans.

As the Head of ISAF said to the Sunday Times, ‘what we didn’t do was put the foot on the brake [in

ISAF]in 2007". Other HBOS employees have drawn analogies between the momentum of
Corporate’s lending and the difficulties in stopping oil tankers.

Originate-to-distribute model

Corporate’s vulnerability to unplanned asset growth was aggravated by its ‘originate-to-
distribute’ lending model.

(51) The Q1 forecast presented to the Board in April 2008, updating the Group Business Plan 2008 - 2012, presented in November 2007,
proposed reducing the 2008 loan growth rate to 8.5% from 10% and the 2009 rate to 4% from 10%. The revised plans had been
presented to ExCo in March 2008.

(52) The proportion of applicants turned down for a loan.
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Chart 2.31: Primary committed limits and drawn Chart 2.32: New facilities greater than £75m approved by
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The Corporate Division tended to operate as sole lender. However, for a number of exposures it
looked to sell-down or syndicate part of the exposure. The division’s approach was to underwrite
fully any deal itself, determine an amount that it would like to hold, and then seek to sell down
the risk it did not want at a later date. This differed to other forms of syndications, where the
deal arranger would seek firm commitments from other parties at the time of the origination.
HBOS also typically looked to retain around 40% of the loan, whereas others looked to
substantially distribute the amount underwritten, and especially when underwriting leveraged
loans, so retaining very little risk.

The division therefore ran significant risks related to its ability to sell down, the timing of the
sell-down and the price that would be achieved. Holding the loan for an extended period increased
the credit risk faced by the firm. Furthermore, the total loan underwritten needed to be funded
until sell-down, thus also increasing funding and interest rate risk. A less risky approach would
have been to do the underwriting and syndication hand-in-hand; the deal arranger knows at the
time of entering into the deal that it will be able to pass off part of the risk exposure and funding.

The risk was further exacerbated by HBOS's systems and processes. The function responsible for
the sell-down or distribution of loans was located within Corporate.(53) It lacked authority to
veto poorly priced deals and did not have the same level of capital markets expertise or
authority as other banks. Mr Peter Cummings (the Chief Executive of Corporate) noted in
interview: ‘We effectively, within the division, did not have capital markets platform, if you like. As
an organization, it is simply because of our history as a smaller regional bank.’ At the time of
entering into a deal, the loans distribution function would be asked to give a recommendation
on its ability to subsequently sell-down, taking into account the proposed price. However, the
function’s views were often ignored when it identified potential difficulties to selling down, as it
was not mandatory for the business to act on its recommendations.

The approach adopted by the division brought increased revenues through taking a greater share
of the fees and commissions and allowed transactions to be completed more quickly, as there
were no syndicate members to be consulted before agreeing to the loan. However, this made
each loan significantly more risky.

(53) This department was transferred to the Treasury Division in 2008.
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Chart 2.33: Corporate Division — monthly amounts
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305. Thedivision’s experience in 2006 also influenced the accounting, enabling earlier recognition of
the income to the income statement.(54) Fees receivable on underwriting a loan were initially
recognised in income over the life of the loan, akin to interest. In 2006, the division was able to
sell-down exposures relatively cheaply (i.e. it was not having to pay away the fees it had
received on the initial underwriting). As a result, the fees receivable were rebadged as
commission income rather than interest and were recognised on underwriting rather than over
the life of the loan or on sell-down. This meant that the revenue benefits of the approach could
be recognised upfront, with the risks and costs deferred. It seems likely that the positive
experience in 2006 contributed to a perception that this was a low-risk model and encouraged
its continued use and expansion past the point that the market had turned, when sell down was
no longer possible at the price and low costs achieved in 2006.

306. Separating loan origination and sell-down also removed a constraint on loan growth, and
allowed sales staff incentivised by asset growth and fee income to pursue further deals.

307. The resultant risks began to crystallise in 2007, contributing to HBOS’s unplanned asset growth
of 22%. The ‘originate to distribute’ model became an enforced ‘originate and hold’. This put
added pressure on the funding of the Group, while leaving it with a larger balance sheet exposed
to losses in a downturn.

308. The profile of the outstanding underwriting amounts awaiting sell-down is shown in Chart 2.33.
Up until early 2007, the amount outstanding was growing as the division grew, but the age of the
outstanding amounts did not increase, typically remaining less than three months.

309. From mid-2007 the position changed. Lending continued into 2008(>5) but with the secondary
markets starting to close, the division did not achieve the desired sell-downs. In part, this was
market-driven but also it appears that the division’s deals were poorly structured (i.e. too much
leverage and equity) with insufficient margin to make them attractive to secondary investors.
There had been an early warning of this risk in the sell-down of a significant deal in late 2006
and early 2007: while the division was successful in selling down its unwanted portion, 55
potential buyers had declined due to the structure of the deal.

(54) The Corporate Division Business Plan 2007-2011, refers to sell-downs being achieved cheaply and therefore a greater proportion of
fees are being badged as underwriting, leading to a switch from interest income to commissions. This implies earlier recognition of
fee income as it is no longer spread over the life of the loan.

(55) £2 billion was underwritten in February and March 2008.
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The value of outstanding loans reported in internal management information peaked at

£101 billion in March 2008, after which it declined to £4.6 billion by November 2008 (Chart
2.33). The fall was substantially due to the transfer of exposures to a ‘hold for future sale’
category reflecting an acceptance that there was no immediate prospect for sale. By the end of
November 2008 £4.6 billion was being reported as ‘hold for future sale’ rather than as
outstanding. In aggregate the division had over £9 billion of exposures that were essentially
outside its risk appetite.

A significant number of deals entered into in 2006 and 2007 subsequently encountered
difficulties.

Large exposures

Another important trend of the Corporate portfolio during the Review Period was the increasing
exposure to a number of large individual borrowers, in particular as a result of actively
supporting chosen businessmen or entrepreneurs. In many transactions, the exposure also
involved commercial property and/or equity and mezzanine debt and/or was highly leveraged,
so further increasing the level of risk. There were also a number of connections between the
exposures. The size of these exposures meant default would have a high impact.

The merger of Halifax and BoS was the original catalyst for deals of increasing size, as the
division was able to utilise the combined Group’s much larger balance sheet. It is the Review’s
opinion that the division’s low cost-income ratio and the desire to maintain this acted as a
further driver towards larger deals. It was easier to grow deal size, rather than volume or to
diversify, where there were cost constraints on developing the infrastructure platform to support
growth.

In September 2002 the largest sanctioned facility was marginally less than £1 billion, and only
four facilities were larger than £500 million.

The division’s internal large exposures report shows that at the end of 2005, the division’s top 30
exposures accounted for 15% (£19.2 billion) of the value of the portfolio. Only two exposures
were greater than £1 billion, the largest being £1.7 billion. By the end of September 2008,
however, the top 30 exposures represented 21% (£30.9 billion) of the portfolio. The largest
exposure was £1.8 billion and there were fourteen exposures in excess of £1 billion.

It appears that the division was prepared to lend even larger amounts than these. The Corporate
Executive Credit Sanctioning reports included sanctioned facilities closer to £3 billion. In
September 2008, there were two facilities whose approved amounts were £2.9 billion and

£2.4 billion.

The division’s largest exposures were disproportionately exposed to commercial property. Four
of the five largest exposures, totalling £6.4 billion, were property related; and fifteen of the top
30 exposures were predominantly property related while another five included significant
property lending.

The top 30 exposures included a number of individual high-profile businessmen. Many of these
had been customers of the division for many years, some going back to the BoS pre-merger. True
to the division’s banking philosophy, it had supported these customers as they grew and expanded
their businesses. However, business growth and expansion sometimes meant a change in business
model to become significant property investors; not necessarily the original core business and
expertise of the borrower. In the crisis, a number of these businessmen, though not all, incurred
losses on their property investments. As Sir Tom Hunter was reported as saying in May 2013: ‘We
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made huge mistakes. Our mistake was we lost our focus and we began to get into things that we were
not focused on, sectors that we did not quite understand and that was totally my mistake’.(56)

The connections between the firm'’s various exposures could also be complex and entwined. In
2006, HBOS led a consortium to buy out McCarthy and Stone, a construction company. The
consortium included the Reuben brothers and Sir Tom Hunter. In 2004, these same partners,
along with Prestbury had acquired a portfolio of 220 pubs and later in 2004 they acquired
Travelodge. In 2006, HBOS and Sir Tom Hunter acquired Crest Nicholson; and they were jointly
bidding for Wilson Bowden in early 2007. But at the same time as investing alongside its
business partners, HBOS was also lending substantial amounts to them. The consequences of a
web of inter-connections are an increased potential for contagion within HBOS's portfolio, a
significant reduction in the transparency of risks and a further concentration of the risk in the
event of a downturn.

In the period from 2008 to 2012, fourteen of the division’s top 30 exposures as at September
2008 — amounting to £15.5 billion — had their debt restructured (for example, by entering into a
debt for equity swap), went into administration or otherwise experienced difficulties. Twelve of
these exposures were predominantly property or had a significant property component.

Higher-risk speculative lending

The Corporate Division’s appetite for higher-risk and speculative lending was a key feature of its
business approach.

Corporate did not typically lend to blue chip or publicly-rated companies and the majority of its
exposures were not individually rated by rating agencies. Nevertheless, the firm had its own
internal ratings systems, which rated the majority of the division’s exposures. The division had a
portfolio target rating of 5.2, which mapped to a Standard and Poor’s (S&P) rating of BB, i.e. it
was sub-investment grade lending. However, the average reported rating for the portfolio
during the period 2006 to 2008 was just 6.1 (or B+).

Despite a marginal improvement through 2007 and 2008, the division’s rating distribution
remained skewed to lower quality ratings (Chart 2.34) with around three quarters classed as
sub-investment grade.

HBOS was an outlier compared to the other major UK banks operating in the UK corporate
sector in taking on higher-risk assets. Chart 2.35 shows the distribution of the estimated
probability of default for HBOS and other significant UK corporate lenders. This indicates HBOS
had a significant bias towards assets with a higher likelihood of defaulting. It appears this was
intentional, as the Corporate Credit Risk Committee (CCRC) minutes recorded: ‘...it was agreed
that our book will be of lower quality due to the size of the companies we deal with compared to our
peers..." In December 2008, the Board noted the potential crystallisation of this: ‘/t was believed
that the Lloyds Corporate performance was coming under pressure — but not at the rate of the
HBOS book —in part due to the positioning of the HBOS book at a more “exposed” section of the risk
spectrum, as well as concentrations in sections that were under particular pressure’.

(56) Reported in the Herald Scotland, 10 May 2013.
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Chart 2.34: Ratings for Corporate Division Chart 2.35: Probability of default distribution for
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Prior to 2007, it was not clear that the target rating for the portfolio played a significant part in
HBOS's credit-sanctioning process, as the various minutes seem to record matters that could be
used as arguments to ignore the metric. In September 2006, the CCRC minutes recorded:

‘... that the weighted average risk rating of 6.1 [ie B+] quoted in the report was as a result of the
exponentiality of the PD curve. On a linear basis the weighted average is 5.2." Elsewhere it was
recorded that the expected loss was better, that the division was getting higher margins or that
large deals distorted the average.

The minutes also consistently recorded that new business was of ‘better quality’, despite the
reported average probability of default on new lending showing very little improvement until
late in the Review Period. Eventually the CCRC minutes ceased to record that the average
portfolio rating was below target, and while the aim to improve credit quality remained, the fact
that this was not being achieved did not seem to warrant any concern in the minutes.

Other reasons for the apparent limited attention given to shifting the portfolio average
weighting are: the rating system in place prior to the use of Basel Il models from mid-2006
delivered a higher rating; and the Group consistently expressed the view that the FSA imposed
too much conservatism to Basel models.

Table 2.8: HBOS internal ratings mapped to S&P classification()

HBOS internal rating S&P rating Associated probability of default
51 BB+ 0.45% - 0.70%
52 BB 0.70% - 1.475%
53 BB- 1.475% -2.73%
61 B+ 2.73% - 5.805%
6.2 B 5.805% —-10.21%
6.3 B- 10.21% - 17.67%

(a) Source: HBOS Board packs.
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By knowingly accepting lower-rated exposures, the division left itself more exposed in the event

of adownturn. Lower-rated credits are historically affected proportionately more by a downturn
than high-rated credits, which is reflected in the non-linear relationship between ratings and the

probability of default (see Table 2.8).

In a review of Corporate’s Basel Il credit risk models, the FSA considered the models to rank
order appropriately, but was concerned that the ratings for the best and worst exposures would
not be sufficiently dispersed around the average rating. This meant that the firm would
potentially underestimate how bad some of its loans were but also how good others were. With
the average skewed towards lower quality ratings, and the non-linear relationship between
probabilities of default, this would have a further negative impact on the portfolio.

Commercial property

Another key feature of Corporate’s business approach was its significant focus on commercial
property. Historically, commercial property lending has been a frequent source of distressed
assets and losses within the banking industry, notwithstanding that property lending is secured.
Its performance is cyclical and strongly linked to that of the wider economy, through the impact
of unemployment and consumer spending on occupancy rates and rentals, and demand for new
builds.

Throughout its history, HBOS always had a significant exposure to commercial property in its
Corporate, International and Treasury(57) Divisions. The Corporate Division had the largest
exposure. As at November 2008, it had commercial property or property-related lending of
£68 billion, and a further £8 billion of undrawn commitments.

The division’s property lending comprised over 50% of its total portfolio throughout the Review
Period. A large part of the portfolio had been lent at the height of the economic cycle and was
to higher risk segments such as construction, while the average portfolio rating was B+. Finally,
controls around security were weak. Given the magnitude of the division’s commercial property
lending, it was therefore highly vulnerable to any economic downturn.

Over 90% of the division’s property portfolio was invested in UK property and it represented a
significant percentage of the UK market. The division had also gained a large European portfolio
built up following the UK approach - by providing integrated funding packages, leveraged deals
and focusing on key individuals.

A large and concentrated portfolio, with significant high risk elements

The majority of UK banks had large exposures to property, including commercial property.
However, HBOS by its own determination had one of the largest concentrations within its
portfolio. Analysis by the firm in 2007 showed that 40% of the book was commercial property
against a sector average of 23%.(58) The firm recognised that it had a concentration to property
but regarded the concentration as ‘moderate’.

Not only was the division concentrated in terms of its own portfolio but the risk was
exacerbated by the large size of the market share held by the firm and the nature of the market.
Measures of the aggregate size of the UK commercial property market vary but indicatively the
division had a share of around 20 to 24% of the market during the Review Period, second only
to RBS.

(57) The Treasury Division held Asset Backed Securities where the underlying assets were property loans.
(58) The firm had a narrower definition of property lending than used by the Review; for example HBOS did not include restaurants,
construction companies and house builders in its definition.

The failure of HBOS plc A report by the FCA and PRA
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With few players in the market, and given the size of HBOS’s exposures, there was limited
capacity and liquidity to absorb any retrenchment by the firm (i.e. refinancing of loans as
lenders looked to leave the market). Moreover, if a number of players looked to exit at the same
time, there would be further pressures on the market, so exacerbating any fall in prices.

Corporate Division’s commercial property and property-related exposures are further detailed in
Chart 2.36. While the majority of the division’s exposures were to what the division generally
regarded as the less risky segments (i.e. property investment, property management and
potentially — given limited historical experience for this asset class — Housing Associations), it
also had significant exposures to the higher risk segments of construction, house building(>9) and
development, totalling £14 billion. Moreover, £2.1 billion of this property development was
considered purely speculative (i.e. the build was without any form of pre-sale or pre-let in
place). Lending to house builders was also predominantly secured against risky assets, such as
land banks and work in progress.

The construction industry has been badly affected by the crisis with numerous small and large
companies getting into difficulties. HBOS’s exposures were across the spectrum: the ISAF and
JV businesses provided debt and equity to the larger national construction companies, while the
Real Estate business lent to smaller and regional borrowers.

Pubs and hotels were badly affected by the downturn, and in the case of pubs, also by a longer
term shift in consumer behaviour. A number of large pub chains lent to by HBOS got into
difficulties.

Corporate’s property investment portfolio can be further split between residential investments
(around £2.5 billion)(60) and commercial investments (around £26 billion). Within the
commercial investments, a significant component of HBOS's lending was against property
considered to be secondary or tertiary in nature, including:

+ sub-investment grade rental streams: the division had some concentration in terms of the
tenants underlying its property investment portfolio. While a number of the top ten names

(59) HBOS regarded lending to house builders as low risk given the long term structural under supply of houses in the UK.
(60) Included within the residential investments were some significant buy-to-let portfolios, including two that subsequently went into
administration.
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represented sound credits, around 65% of total rental income was generated by sub-
investment grade tenants; and

« healthcare: the division had exposures to a number of healthcare groups, representing four
of its top ten rental streams and 5.2% of its total tenancy exposure. In 2008, HBOS had a
favourable view of these exposures, stating that ‘The quality of rental income in the investment
portfolio is reflected in an analysis of the top tenants by rental income, which includes such names
as... and several major healthcare operators’. Nevertheless, three of the healthcare operators
subsequently underwent financial restructuring, due in part to the highly geared nature of
their operations.

Loan to value and adequacy of security

Corporate’s problems were exacerbated by the fact that security taken on its commercial
property lending proved inadequate when the market weakened.

Following a re-indexation exercise(6") in early 2008, the weighted average LTV of the division’s
property investment portfolio was 77%.(62) However, 50% of the portfolio had a LTV greater
than 80%, 36% greater than 90% and 14% (or £2.4 billion) greater than 100%.

By the end of 2008, the IPD index had fallen 24% since March 2008 and by 36% from its high in
2007. This implies that a significant percentage of the HBOS property investment book no
longer had adequate security against which to recover the loan in the event the borrower got
into difficulties. HBOS, therefore, faced significant impairment losses.

The risk was increased by failures to perfect the security arrangements. In a meeting with the FSA
it was reported that following a sample check of security 52% had issues. Similarly, the Bank of
England, when reviewing a pool of property loans put forward as collateral, noted that HBOS had
not registered its security interest on the property for a third of the loans. However, risks to the
adequacy of security had been known: the CCRC recorded that valuation clauses were often
negotiated out of contracts, or that clients would only accept a valuation every seven years, and
that in practice it was difficult to get valuations. In February 2007, it had been discovered that
almost 20% of valuations recorded in the division’s systems were unattributed and therefore
could not be relied upon. In effect HBOS had no or very weak security against a significant
proportion of commercial property loans and was aware its security cover was potentially
ineffective.

Growth at the height of the market

In the early part of the Review Period, Corporate’s property growth slowed and its overall market
share declined. This trend was reversed in late 2006 and, in 2007, as the market reached its
peak, the division grew faster than the market as a whole.

Overall, HBOS grew its property exposures by 31% in 2007 (2006: 13%) compared to 18%
reported by the De Montfort Review. The division experienced significant growth in most of its
property categories. The division’s lending to borrowers that invested in and managed property
(property management and property investment) grew most, at just over 40%. Growth in
lending to the higher risk segments of construction and property development was lower, at
35% and 28% respectively, but was still considerable. In other segments, lending to hotels and
restaurants grew by 25% and by 19% to Housing Associations.

(61) An exercise whereby the value of the property providing security for the loan is revalued by reference to the movement in an index
(e.g. the IPD index).
(62) Exposures covered by the property investment model.
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This growth was not pursued in a strong control environment (see Part 3, Section 3.5.2). In
particular, a significant part of the loan growth to construction companies, hotels and restaurants
was undertaken by the JV business unit. This business unit grew exceptionally in 2006 and 2007:
about 60% of new transactions for the period 1999 to 2008 were in these two years and
outstanding loan balances grew by £10 billion (a doubling of the portfolio). In a period of
significant organisational change, the rapid growth was not matched by a commensurate growth
in resource and capability. Further, significant failings in credit risk assessment and management
were prevalent (e.g. inaccurate and incomplete credit submissions; non-adherence to credit-
sanctioning decisions; incomplete due diligence). The division’s Risk Assurance function reviewed
the JV business unit in 2008 and suggested ‘senior management should consider whether disciplinary
action is appropriate in certain instances given the materiality of some of the control failings’.

Despite the market having turned in 2007, it appears that HBOS still had appetite to grow into
2008. There is no evidence of any significant restraint being placed on lending in late 2007, and
a review of the HBOS Real Estate Portfolio in May 2008 noted that limits for further property
lending were in the process of being approved by Corporate and Group Risk. Eventually growth
was slowed, but ultimately the property portfolio expanded by 6% in 2008.

The dangers of HBOS lending into the property market late in the cycle were raised by certain
external commentators (Section 2.10) but these concerns failed to resonate with the firm, which
expressed disappointment that the market did not understand its business model.

In summary, Corporate undertook significant commercial property lending at the height of the
market, immediately prior to 2008. During this period the lending can be characterised as
declining margins for increasing risk — rising LTVs, poor security and pressure on covenants.
HBOS was thus more exposed than most when the crisis emerged. A number of large loans and
investments made to companies during this period subsequently experienced difficulties, leading
to debt restructuring and impairment losses.

Investment in capital instruments

The Corporate division made significant investments in capital instruments. Capital instruments
comprise equity stakes, subordinated debt finance and other forms of mezzanine finance. These
assets are high risk because, as capital, they bear losses before other creditors in the event of
borrower difficulties; valuations can be uncertain; and the secondary market can be highly illiquid.

The division initially measured the size of its exposures to capital instruments using the
accounting and regulatory definitions, while also excluding undrawn commitments (e.g. it did
not include certain subordinated debt instruments). Using the accounting definition, the
division’s investments increased from £2.3 billion at the start of 2006 to around £4.3 billion at
the end of 2008. In aggregate, this represented just 3% of the division’s total asset base
between 2005 and 2008, and less than 1% of HBOS's total assets.

In 2008, HBOS started to define a risk appetite for ‘risk capital’ (its term for capital
investments). Risk capital was defined to include equity, preference shares, loan stock and junior
mezzanine financing.(63) This appears to have been a wider definition than that used by the firm
for its accounting.

In March 2008 the division reported a £9 billion(64) exposure to capital instruments (Table 2.9).
This represented about 41% of the HBOS Group’s shareholder funds, and so was a significant
commitment of the Group’s own capital resources.

(63) However the limits did not consider the potential for equity stakes to be taken as part of a debt restructure.
(64) Of which about £6 billion was drawn.
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355, Asignificant proportion of the exposure was to property and construction companies (35%)(65),
with 38% to private equity funds. Many of the investments were also made late in the
economic cycle.

356. In addition to the inherently high-risk nature of the capital instruments, other features of
HBOS's approach increased the risk:

« the division sought to be an integrated lender, providing debt and equity, primarily in the ISAF
and JV business units. This was a strategy of some pride to the organisation, and was perceived
as a ‘unique competitive advantage, with no direct competitors with the same approach’. At end-
September 2008, the firm held equity stakes in 20 of its top 30 largest lending exposures. As
a consequence, the division increased the concentration of its exposures and created potential
conflicts of interest between the equity, mezzanine and debt pieces(66); and

+ anumber of the exposures were connected, increasing the potential risk. For example ISAF
would invest in both the private equity capital raising and then again in the underlying assets
alongside the private equity house. Further, in March 2007 HBOS and West Coast Capital(67)
each invested £50 million of equity in a joint venture to take Crest Nicholson private, while
HBOS also provided over £1 billion in debt facilities, spread across senior, mezzanine and
junior tranches in the highly leveraged deal. At around the same time HBOS had provided
hundreds of millions of pounds in funding to West Coast Capital.(68)

Table 2.9: Analysis of Corporate Division’s capital investments as at 31 March 2008

£ billion Committed exposures Of which drawn exposure

Equity and other equity® Loan stock, junior mezzanine Total

and preference shares

ISAF 4.0 13 53 3.6
JVs 15 19 34 2.2
SIF 0.2 0.2 0.4 03
Total 5.7 3.4 91 61
Of which drawn 32 2.9 6.1

(a) Source: HBOS Risk Capital Appetite Statement.
(b) Loan stock and preference shares that are treated as equity (£0.2 billion against ISAF).

Leveraged transactions

357.  The Corporate Division had £20 billion of leveraged loans outstanding in 2008 (around 16% of
the loan portfolio) with a commitment to lend a further £6 billion. The majority of this had been
lent since 2006, and in particular a significant amount had been entered into at the height of the
market in 2007, when ISAF and }V expanded their loans by almost 70% or £12 billion. This
increased the vulnerability of the division to the downturn.

358. Leveraged loan transactions involve a company taking on a large amount of debt relative to its
equity capital, and are inherently risky for both the equity and debt providers. In the event of a
decline in income, there is a greater likelihood that cash flows will be insufficient to pay debt
servicing costs, with the consequential impact that the equity base could be eroded; and
ultimately that there will be insufficient resources to repay the debt providers. To compensate
for the risk leveraged exposures should provide a higher return to investors.

(65) Of which 35% is attributable to property, house builders and hotels.

(66) The firm was looking to improve the management of conflicts of interest in 2008.

(67) A private investment firm in which Sir Tom Hunter was a founding partner.

(68) Crest Nicholson subsequently swapped £630 million of its debt for equity in a corporate restructuring to reduce the debt burden of
the group. In 2009 £227 million, £50 million, £49 million was written off in respect of loan stock, mezzanine debt and senior debt,
while a further £38 million of senior debt was written off in 2011.
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Leverage had been increasing in the leveraged buy-out (LBO) market for a number of years prior
to 2007 and had reached the point where the FSA regarded leverage as ‘excessive’ and posing a
risk to lenders.(69) For example, multiples of debt to earnings before interest, taxes, depreciation
and amortisation (EBITDA) of between 3.5 and 5.7 had become commonplace in the market in
2006; and at the top of the market in 2007, multiples of 7.0 were not unusual.

In early 2008, an FSA survey collected data from a range of banks, enabling the Review to
compare HBOS to others. Each bank in the survey provided their total LBO activity and their
five largest deals for the first and second halves of 2007. Generally the survey found risk to have
significantly increased when measured by leverage and interest cover. In respect of HBOS the
survey found:

+ HBOS to have been the market leader in new deals in the second half of 2007, after the
market had effectively turned, advancing US$15 billion.(70) A total of US$25 billion was lent
across the whole of 2007,

+ after hedging, sell-downs and redemptions HBOS had the second largest amount (around
US$18 billion) of LBOs outstanding at the end of 2007, with a further US$3 billion worth of
deals in the pipeline;

+ however, HBOS had reduced the average leverage on its new deals. This fell from 5.7 in the
first six months of 2007 to 5.2 for the second six months. Compared to the other firms in the
survey these multiples were some of the lowest, with the average for the survey around 6.6;
and

+ similarly, interest cover showed HBOS (2.4) as having a marginally better risk profile than the
survey average (2.1) for the last six months of 2007.

However, the survey found that HBOS had taken on relatively more risk in terms of leverage and
interest cover in respect of its largest and most recent deals. HBOS's top five deals in the last six
months of 2007 totalled US$5.1 billion (debt exposure), with the largest being US$1.7 billon:

+ these had an average leverage of 9, compared to an average of 7.4 for the top five deals of all
firms in the survey and 6.7 for all firms’ deals. The highest HBOS leveraged deal at the point of
the survey was 13 while the lowest was 7 (though at the point of sanctioning, one deal had a
leverage of 17);

+ the interest cover on the top five deals was 1.6, below the peer group average of 1.9 and below
the HBOS total of 2.4 for all deals; and

+ HBOS'’s equity stakes in these deals was US$2.0 billion and ranged from 14% to 36% of
the total debt plus equity exposure. The highest leveraged deal had the smallest equity
component. However, it was not the case with the other deals that high leverage meant
proportionally smaller equity stakes. So two deals that each had leverage of 10 were
accompanied by equity stakes equal to 34% and 36% of the total exposure, whereas equity
represented 20% of a deal with leverage of 8.

Of the top five deals, three subsequently had to be restructured due to financial difficulties.

In the first three months of 2008 HBOS remained active, launching deals worth €4.3 billion in
total, which made it the fourth most active bank by number, but the second by average deal size.

(69) FSA Discussion Paper: Private Equity 06/06 and the Bank of England Financial Stability Report, April 2007.
(70) The FSA survey was in USS.
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Overall, therefore, HBOS was not an outlier among the major UK banks in pursuing highly-
leveraged transactions. Nevertheless, by entering into a significant number of transactions at
the height of the market, it was left vulnerable to the sudden downturn in the market.

Stress testing/scenario analysis

Stress and scenario testing is a key tool to test the risk of exposures, and therefore to inform
management on whether the business being written is within its risk appetite. Both the firm and
the FSA initiated stress testing in the Review Period.

However, the outcomes of the various stress tests conducted by the firm were generally benign
or the underlying scenarios were not particularly severe. As a result, they did not serve as an
adequate warning of the risk building up in the portfolio.

Firm’s own stress tests — annual planning

As part of the Group’s annual planning cycle, the division undertook a number of stress tests in
the form of scenario analysis and sensitivity testing.(77)

Although the stress tests were a component of the business plans that were reviewed and signed
off by senior management, it appears they generally lacked prominence. This was recognised by
the Group, and in 2007 there was a change in the annual planning process whereby stress tests
were undertaken separately to the main planning process; the aim being that stress testing
received sufficient attention and greater individual focus, and was not lost in the central scenario
planning processes.

The scenario analysis included both an upside and downside stress over three years, described as
plausible but unlikely.(2) The outcomes of the annual stress tests suggested that the division
would not incur significant losses in the event of a downturn, and at no time would the division’s
profitability be seriously threatened (Table 2.10). In early 2008, following the FSA request for a
revised scenario, the division projected a 47% reduction in profits.

Table 2.10: Analysis of Corporate Division’s projected underlying profitability for the first three years for each of the

annual business plans prepared 2005 to 2007()

£ billion Group business plan prepared

2005 2006 2007
Central scenario: three-year profitability 4.9 6.8 83
Adjustment for downside stress scenario (1.5) (0.8) (1.7)
Downside stress scenario: three-year profitability 3.4 6.0 6.6
Percentage reduction in underlying profitability -31% -12% -21%

(a) Source: HBOS Group business plans.

370.

The sensitivity tests included a one-year credit stress until 2007, when it was dropped from the
Group business plan. This stress was based on the early 1990s recession, although the firm
reduced the impact of the recession by a third for what it regarded as fundamental changes in
the market and lending practices. The impact of the analysis was to reduce Corporate’s profits
by around £1.5 billion in 2005 and 2006. Without the firm’'s downward adjustment the impact
would have been around £2.2 billion per annum.

(71)  The stress testing typically included an upside as well as one or two downside scenarios.
(72) By 2007 the stresses were being aligned with the Basel Il process, although as described in Part 4, Section 4.6.3, Box 4.8, the FSA did
not regard them as sufficiently severe.
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The outcome of the division’s stress testing appears to have provided a high degree of confidence
that it was resilient. However, a key feature of Corporate’s stress testing was judgement. The
stress testing process involved engagement with senior management and individuals in Credit
Risk, the business and finance to provide ‘expert opinion and judgment’. The analysis was further
discussed by the Corporate Board, and a challenge session held to agree the numbers. The
involvement of the business to provide expert opinion had the benefit of making full use of the
division’s resources, but it ran the risk of introducing an optimistic bias into the results, as these
were the very people who originated the deals and so lacked independence.

As set out elsewhere in this Report, it seems that there was a significant degree of optimism and,
consistent with that, the Review considers the firm was bounded by its experiences, leading to a
failure to comprehend the potential severity of a stress, and in particular how events or actions
influence other events or actions (e.g. that the withdrawal of a significant lender from a market
would reduce liquidity in that market with a consequential detrimental impact on prices).

The potential optimism is also illustrated by the firm'’s stress testing in 2007 and contrasting the
impact of a stress on Corporate’s impairment losses with the Retail Division. In the stress
scenario Corporate’s impairment losses increased by 31% from its central scenario. For the same
stress and central scenarios, Retail, which made greater use of models, projected its impairment
losses to increase by 119%. No challenge appears to have been raised concerning this difference.

The potential optimism extended to the division’s proposed management actions in the event of
a stress. These included cutting back on lending, in particular high risk lending. However, in
practice, as the crisis developed in 2007 and 2008, the division was slow to reduce lending.
These actions did not prove effective both because the firm was unable to exercise control over
its lending in a timely fashion and because it feared damage to its reputation. This suggests that
it had not considered properly the feasibility of management actions within its stress testing.

FSA requested stress tests

In January 2005, the FSA asked the division to undertake a number of stress tests, specifically to
test the resilience of its exposures to commercial property, but also to test the overall resilience
of the division. The FSA's concerns were that HBOS, along with RBS, dominated the UK
commercial property market, and so in the event of a downturn, would have little option but to
hold on to exposures (i.e. they could not be sold to or refinanced with other banks) and retain
the risk of default.

These stress tests covered a range of scenarios and severities, including the failure of HBOS due
to commercial property losses (termed catastrophic) and a three-year recession more severe
than the 1990 to 1991 recession.

The firm commissioned external consultants to provide a view on the likely probability of the
various scenarios. Their view was that the catastrophic scenario had a probability of less than
one in 100,000 and would be more likely to be derived from an operational failure or external
event (e.g. earthquake, terrorist attack) than any economic scenario; that wiping out HBOS's
profits for three years had a one in 5,000 years likelihood; and that a three year recession had a
likely probability of one in 350 years.

The firm in its overall conclusion to the exercise noted that where the probability of a scenario
was too small to estimate accurately, it was not planning to take action (i.e. as for the
catastrophic and three years of losses scenarios), and that for the three-year recession and its
own stress testing it would take actions along the lines of those taken in the early 1990s (for
example, creating a multidisciplinary team to manage distressed assets) in the event of the
scenario emerging. The firm also noted that an early 1990s scenario would bring opportunities
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as well as risks. When the crisis came continued lending by division exacerbated HBOS's funding
difficulties and, as set out in Section 2.11, the multidisciplinary team that managed distressed
assets failed to cope.

Finally, the firm noted that it took from the exercise: ‘some comfort on the robustness of the
overall portfolio and our ability to withstand a downturn without materially impacting on the
profitability of HBOS or threatening its survival'.

It seems reasonable that the probability of some of the scenarios was very small. However, it
appears that this was not correct for all of the scenarios. It was claimed that the loss rates
associated with the three years of losses scenario were unprecedented based on historic loss
rates. The cumulative insolvency rate in the stress test was 6.9%, which compares very closely
to the three year insolvency rate in the early 1990s of about 6%. To assign this only a one in
5,000 probability was insufficiently conservative.

Further detail on the FSA required stress tests can be found in Part 4, Section 4.4.3, ‘Supervision
of asset quality in Corporate’.

Stressing the HBOS portfolio

Given its risk distribution, it was reasonably foreseeable by HBOS that, in the event of a
significant downturn, the Group’s corporate portfolio would experience a high level of
impairments.

As an illustrative exercise, using the credit ratings as of December 2006, S&P default rates from
1989-1993, assuming a loss given default of 45% but without adjusting for potential
management actions, the Review generated potential losses under a five-year stress period of
between £9 billion and £12 billion for the corporate portfolio. Using 2008-2012 default data,
the figures were lower, between £5 billion and £8 billion, but still considerably higher than
HBOS appeared to consider possible. While these results are only indicative, given the high-level
assumptions used, they suggest that HBOS should have been able to anticipate the potential for
significantly greater losses in a challenging economic environment. It should also be noted that
the losses that HBOS experienced were greater than this, suggesting the other issues highlighted
in this section also played a role.

Another approach to stress testing the corporate portfolio that HBOS could have used would
have been to apply the loss rates that were experienced during the recession of the 1990s. On a
cumulative basis, impairment losses for the period 1991 to 1995 were around 15% for property
and construction and 7.5% for other corporate exposures. This suggests a potential loss of
around £10 billion over five years for the HBOS portfolio. HBOS believed, erroneously, that the
market was much stronger than in the 1990s and that its book had improved, largely due to a
lower proportion of speculative development. However, a more conservative approach would
have suggested greater caution around this assumption.

In fact, the performance of the commercial property market turned out to be weaker than even
the 1990s recession, as illustrated in Chart 2.11. This helps to account for the higher losses
experienced.

Loan impairment losses in Corporate

In the years from 2008 to 2011, the Corporate Division recognised £21.9 billion of loan
impairment losses, equal to 18% of its outstanding loan balance at the end of 2008, sufficient to
cause the failure of the firm absent further capital injection.
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Chart 2.37: Impaired loans as a percentage of year end Chart 2.38: Monthly impairment losses charged to the
loans and advances(@ income statement in 2008
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Prior to the onset of the financial crisis, the annual charge for impairment losses had increased,
as had the overall level of impairment provisions. However, the overall level of impaired loans as
a percentage of loans and advances was relatively static, even declining a little between 2004
and 2006 (see Chart 2.37). There was no upward trend as might have been expected from the
overall declining level of asset quality.

The prevailing accounting standard required impairments only to be made where a loss had b