PROJECT LORD TURNBULL

OPERATION HORNET

September 2013

Sally Masterton contact @
Mobile. 07802 593550

Thames Valley Police contact: Detective Inspector Tim Hurley



= 4

PROJECT LORD TURNBULL

OPERATION HORNET

September 2013

sally Masterton contact
Motule 07802 533550

Thames Valley Police contact Detective inspector Tim Hurtey



NO_N DlS_CLOSURE OF THE REA_DI_N_G” INCIDENT‘

"Anyth_ing we can do to widen the gap will help the Audit Committee not to
disclose, and that is something we seriously

don’t want to do especi olly at
this moment”.

Peter rickmar, 4345 Group Ree Director 11 Eebroa vy eOCE

AND ITS IMPACT

At a basic level, if the Reading Incident had been Properly disciosed in the
2007 Annual Report and Accounts then it is unlikely that the Rights Issue
would have been capable of proceeding and irrespective of whether the
Government stepped in or not at that time to prevent the collapse of HBoS, it
is unlikely that a solvent acquisition by Lloyds TS8 would have occurred.
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HEALTH WARNING

This report comprises the detail from an interview Special Investigator Mick Murphy of Thames
Valley Police had with Sally Masterton (Senior Manager, Commercial Banking, Risk) an 10" and 11
July 2013, in relation to Thames Valley Police’s ongoing Operation Hornet (HBoS) investigation under
Detective Superintendent David Poole, Head of the Serious and Organised Crime Unit,

Operation Hornet is a large scale investigation into serious financial irregularities involving the
former HBoS High Risk & Impaired Assets team, based in Reading.

The extremely serious politically and commercially sensitive nature of the information contained
herein necessitate due caution within Lloyds Banking Group.

The interview was conducted in the spirit of Project Windsor 2. No separate Witness Statement has
been prepared. Given the important nature of the interview and discussions, including critical
information impacting on Lioyds TSB shareholders, Sue Harris, Group Audit Director, requested this
report. It contains highly confidential information, which was not previously considered relevant to

the Reading Incident.

Thames Valley Police have an interest in the report but have not been provided with a copy. The
report contains information, which is material to their investigations.

%
i



Due Caution Explanation

This report includes information, which is material to Thames Valley Police’s investigations,
including information relating to serious corporate criminality involving and stemming from the
Reading Incident. The report has not been provided to Thames Valley Police.

The report aiso contains information of a serious regulatory nature. It is highly commercially
sensitive.
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LBG are implicated via Lloyds TSB and are at significant nsk financially and reputationally.

LBG has potentially serious confiicts to address.

LBG is in a very difficult position and can not risk being seen to condone criminality and
injustice

There are colleagues remaining in the business who are implicated.

Certain customers have been subject to unfair treatment and non compliant conduct pre
and post merger by former HBoS employees.

The former directors of HBoS and certain senior executives have committed seriaus
breaches and violations of statutory and regulatory obligations, including those of a criminal

nature

KPMG have breached statutory, regulatory and professional obligations and duties, including
ones of a serious criminal nature. Their misconduct and failings are severe

PwC have breached statutory, regulatory and professional obligations, including ones
relating to money laundering offences. Their misconduct is of a Seripus nature,

An allegation has been made, which would suggest that the FSA may have had an
invoivement together with LBG, in concealing the misconduct and failings of KPMG.

The FSA are implicated in the 2008 Rights Issue.
Deloitte’s s166 investigation in 2009 appears flawed

in 2009 Deloitte may also not have raised concerns into the conduct of senior executives,
the directors, KPMG, PwC and certain Insolvency Practitioners,

Other Insolvency Practitioners are implicated
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RESTRICTI D STATIMENT SALLY MASTEHRTON
INTERVITW 10/ 117 July 2013

EXPLANATORY NOTES

This report does not provide details of criminality in cases pertaining to the Reading Incident.
References to certain cases have been made for illustrative purposes and points of emphasis.
Information in relation to certain individual cases, including details of suspicions of additional
criminality, has previously been provided by way of Witness Statement extracts and a
presentation briefing pack. More comprehensive case details and evidence were to be provided in
a series of meetings with Financial Crime, Audit and Freshfields Bruckhaus Deringer. These

meetings are yet to be held and have not been scheduled.

HBoS' decision-making role and the related roles of others in the Reading Incident and subsequent
events are explained in this report.

The estimated loss in respect of known Reading Incident cases is £1bn.

Operation Hornet is a large scale investigation. There are however a large number of other cases
relating or pertaining to the Reading Incident, which are outside the parameters of Operation
Hornet and which give rise to suspicion of criminality. Thames Valley Paolice are aware of a
number of these related cases. However there has not to date been a full internal investigation
within LBG to uncover the full extent of the Reading Incident and ail criminality, which is

potentially very significant.

LBG has been made aware of the magnitude of the Reading Incident. No decision has been made
regarding further investigation (Project Windsor 2). Accordingly Suspicious Activity Reports should

now be raised.

st be kept restricted and confidential. No separate Witness
jon to the interview by Thames Valley Police on 10 and 11 July
he spirit of Project Windsor 2, as requested by Sue Harris,

This report and its contents mu
statement has been made in relat
2013. The report has been drafted in t
but has not been provided to Thames Valley Police.

This report includes information, which is material to Thames Valley Police’s investigations,
including information relating to serious corporate criminality involving and stemming from the

Reading Incident.

uditing Standards, Practice Guidance and so forth,

All reference to Regulation, Law, Accounting and A . 7
The report uses terminology and titles in the

ic that which was applicable at the relevant times,
context applicable to the relevant time period.
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INTRODUCTION

In early July 2013, a puzziing seres of spreadsheets relating to the Reading Inchdent ang
knowledge of documents whrch Project Windsor had previously Produced to TVP inaed into
knowledge and experiences from 1998 to 2010 What had happened internally in relatign (o the

Reading Incident finalty made sense. The timing of the Reading Incident meant that it was
'ntrinsically tied into far bigger irregularities

David Mills and Quayside

In November 2008 David Mills of Quayside Corporate Services Umited. who was later charged with
Money laundering and other offences. made the foliowing comment to a journalist in relazion to the

losses incurred by HBOS as a result of the Reading Incident
“that was because of Basel Il coming in ~ that would penalise an y bank with so many custorners in
high risk”

In one simple phrase, Mr Mifis had got it right on a number of leveis but for the wrong reasons

What no one externally knew was the true “hornets’ nest” of which the Reading Incident was a

prvotal part

Background

From the time of the wider uncovering within the Bank of the Reading Incident, which would appear
to be during mid-2006, the Bank, its external Auditors KPMG, Investigating Accountants {including
Deloitte) and Insoivency Practitioners, have ali portrayed the Reading Incident as having been
perpetrated by one single “rogue banker”, Lynden Scourfield as a result of a fundamental
breakdown in interma! controls. Those charged with governance, oversight and control, went

without suspicion on the basis of no prior knowledge

Even to a bystander with no knowledge of the systems of internal contro! and the financial reporting
structures in place, the argument of autonomy put forward lacked credibility

Money Laundering
Suspicions of money laundering arose in earty 2007 on the commencement of the first deep-dive
internal inquiry  Despite regulatory and statutory reporting abligations, professional standards and
ethics, and other duties, suspicions of money laundering were not reported then or at any pomnt
prior to Deloitte’s s166 mvestigation Even then Deloitte appear only to have reported suspIcIons 1N

respect of two fees

Subsequent to the evidence that gave rise to those first suspicions, the known portfolio of Reading
Incident cases have not been properly investigated 1o identify potential cnininality and there has

been no inquiry to identify further cases

+
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EXECUTIVE SUMMARY

» Proper disclosure of the Reading Incident in July 2007 would have rewritten history for HBOS,

Lioyds TSB and the Government.

> HBoS should have been a gone concern in February 2008. It was hopelessly insalvent by July
2008.

» The strategy since January 2007, and possibly from 2005, has been to conceal the Reading
Incident.

» Concealment set in motion a course of events that has had and continues to have far reaching
and very serious consequences, extending to the Lioyds TSB takeover. LBG is significantly

exposed.

» Substantial loss has been caused to HBoS ordinary shareholders (to July 2007), the subscribers to
the HBoS 2008 Rights tssue (£332m} and to Lioyds TSB shareholders (€14bn) as a result of the
actions of those involved. Compensation due to HBoS customers who were directly affected by

the Reading Incident may be significant.

» This report explains the rationale to the decisions made to conceal and those who are known or
suspected to have been involved.

» HBOS' high risk business strategy, non recognition of distress and avoidance of impairment,
liquidity, Tier 1 capital adequacy, creation of an artificial market, Basel il and non disclosure of
the Reading Incident are all inextricably linked.

» They were inextricably linked before the start of the financial crisis.

» Deliberate non-disclosure of the Reading Incident in the 2007 financial statements
fundamentally added to the crime, and from that point on the deceit escalated as the financial

crisis deepened,
» There is evidence of unfair and non compliant treatment of customers,
» The FSA was knowingly and recklessly misled.
» However the FSA influenced the Rights Issue without appropriate due diligence.

» There was a significant deterioration in the Corporate Stressed Portfolio prior to the closing of
the Rights issue in July 2008.

» The Lioyds TSB Circular and Prospectus and the HBoS Prospectus in November 2008, and the
December 2008 Supplementary Prospectuses, do not disciose the known stressed cases in HBgS
Corporate at that time, which at 30 November 2008 totalled £40bn.

» Lloyds TSB had evidence of the Reading Incident in October 2008, and was otherwise involved
» There would appear to be tacit impunity for the serious crimes of the directors, KPMG and Pw(

» All thase involved have condaned criminality and injustice
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were potentially culpable of money laundering
ignificant fees were paid and In other
those suspected of money

Business relations continued with those who
offences. in some instances further funds were advanced, §
instances, Insolvency Practitioners sold businesses and assets to

laundering.

Non Disclosure

the extant of the losses / provisions, the

Of fundamental concern is that the Reading Incident,
d to happen, were not disclosed to

potential criminality and how the Reading Incident was allowe
shareholders, potential investors and the FSA.

Those charged with governance and KPMG have condoned criminality and are themselves criminally

implicated.

Outwith money laundering offences there are other serlous breaches, offences and misconduct that

have not been duly reported.

kadditionally, Lioyds TSB had evidence of suspected serious financial irregularities relating to the
"Reading Incident in October 2008. Howaver Lloyds TSB were already implicated by way ofa
relationship with David Mills, and highly suspicious transactions involving HBoS High Risk customers

| Essential information relating to the Reading Incident and the HBoS Corporate stressed portfolio
£ (c.£40bn) was not disclosed to Lloyds TSB shareholders.

Despite the findings of the Deloitte report, the FSA’s concerns stem from potential evidence
pravided by victims of the Reading Incident, the outcome of which was Operation Hornet, a Serious

and Organised Crime Unit investigation into potential money laundering offences.
Non disclosure of the Reading Incident in 2007 led to far larger Irregularities.

Disclosure of the Reading Incident in the 2007 financial statements, would have given rise to going
concern and other serious issues. Subsequent history is likely to have been radically different.

The “Hornets’ Nest”

The Reading Incident and wider implications raise very serious issues:

e Political

+ Economic
s Criminal

e Civil

¢ Regulatory

e Reputational
* Professional
¢ Ethical
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CULPABILITY FOR NON DISCLOSURE

Non disclosure of the Reading Incident was a paramount consideration pivotal to the Rights Issue.
:'l'eSpectrve of the Rights Issue, disclosure of the Reading Incident in the 2007 Annual Report would
ave had very serious implications for HBoS and raised additional Going Concern issues.

Disclosure to the FSA during 2007 of the magnitude of the Reading Incident as extending into all
Corporate distressed and Good Book connections, its true causality, the non recognition of distress
and impairment in Corporate, overstatement of regulatory capital, and the serious implications all of
these presented in terms of HBoS' risk management framework, governance and external audit,
would have severely impacted, if nat halted progress in attaining Advanced Status under the Basel |l
framework. This would in turn have had significant ramifications in terms of regulatory capital
requirements and solvency. The reduction in risk welghted assets under the Advanced IRB approach
for Retail was 3 key priority and had been since 2005 when the post merger business model became
unsustainable.

Disclosure of the Reading Incident to the market in July 2007 and reporting of suspected money
laundering would have had a substantial impact on the HBoS share price, deposits and external

credit ratings.
Those culpable include:

s Andy Hornby {CEO)

e Sir Dennis Stevenson {Chalrman)

e James Croshy (Former CEO)

e Peter Cummings (Corporate CEO)

Sir Ron Garrick, Chairman of divisional Corporate Risk and Control Committee
s Mike Eilis (Group FD)

e Audit Committee

e Other HBoS Board membars

e KPMG {Auditors and Reporting Accountants)

e« Peter Hickman {Group Risk Director)

Hugh McMillan (MD Risk, Corporate)

stewart Livingston (Chief Risk Officer)

lan Goodchiild {Head of Group Risk — Credit)
steven Clark (Group Risk — Credit, Commercial)
Andrew Scott (Lead Director, London High Risk)

Tom Angus (Head of Impaired Assets)

*
Those who are additionally complicit in relation to the non disclosure but otherwise culpable
Inctude:

» Paul Burnett (Paul Burnett’s culpability may extend further)
s Corporate Credit Risk Committee, Group Credit Risk and internal Audit

s PwC

<
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THE RISKS FOR LLOYDS BANKING GRoup

Evidence

LBG is already exposed to significant reputational risk and risk of litigation as a consequence of the
documents that Project Windsor previously Produced to Thames Valley Police as evidence for
Operation Hornet. Thames Valley Police has also undertaken due enquiry.

Operation Hornet is a criminal investigation and the evidence will be heard in Court. It will be a very
public affair. The FCA has a strong interest in the case and has continuing liaison with Thames Valley
Police. There is already strong media interest, which Thames Valley Police is containing. Evidence to

date, which may become public, will impact LBG.

There is additianal risk of disclosure relating to the knowledge of Lioyds TS8, the Impact of, and fall-
out from which could be very substantial

The Operation Hornet case will not be a conclusion in itself The Reading Incident is large and
complicated. A number of significant individual cases are outwith the parameters of Operation
Hornet. However in investigating the Hornet case, Thames Valley Police has considerable evidence
relating to potential criminality in the other cases, which will be referred to the Serious Fraud Office
together with untried Hornet cases. |t is highly probable that a new inquiry will be opened and all

LBG related evidence will pass across,

The;documents previously produced by Project Windsbf«sﬁééiﬁcal%reveal that the Readinglincident !

was deliberately concealed when it should have been'disclosed in the 2007 AnnualiReport’ang
Accounts, the June 2008 Prospectus relating to the Rights Issue and the November 2008 Circular and
Prospectuses relating to the Scheme of Arrangement, Placing and Open Offer regarding the

acquisition by Lloyds TSB.

Consequences
There have been serious breaches of regulatory and statutory duties, and other reporting
obligations. Certain of the breaches constitute criminal offences.

The implications are far reaching and extend to issues of fundamental disclosure beyond those
relating directly to the Reading Incident, and the roles of the FSA, KPMG, PwC and other

iccourtancy firms.

iubstantial loss has been caused to HBoS ordinary shareholders (to July 2007), the subscribers to
he HBoS 2008 Rights Issue (£332m) and to Lioyds TSB shareholders {E14bn). Compensation due
2 HBoS customers who were directly affected by the Reading Incident may be significant.

£ HBOS shore price was ¢ £10 i August 2006, £10-€11 February and March 2007, 9dUp on 2 August 2007 and 634dp on
February 2008,
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LBG Related Issues

In October 2008 Lloyds TSB received from one of their Customers, potential evidence relating to the
Reading Incident, which should have given rise to serious cause for concern

There js additional evidence to suggest that Lloyds TSB was otherwise aware of potential money

laundering at the time the Circular and Prospectus for the acquisition of HBoS were being prepared,
being prior to the AGM.

the Relationship Manager both remain in the Bank, There is 3 possibility that proceeds of crime may
..extend to relationships originating in Lioyds TS8 including The Parkmead Group plc

Lloyds TSB's due diligence would include review of Corporate Credit Risk Committee Reports. The
November 2008 CRC Report reports the stressed portfolio as being £40bn.

An allegation has been made, which would suggest that the FSA may have had an involvement
,Htogether with LBG, in concealing the misconduct and fallings of kPMG

BuThe true nature of the Reading Incident was concealed from the F5a by LBG, albeit perhaps
{ ;"unwittingly.

The shortcomings in Deloitte’s s166 report is concerning and suggests either considerable evidence
was concealed from Deloitte or they were otherwise complicit Noting that certain information that
was available to Deloitte has also been made available to Thames Valley Police. Deloitte apparently
endorse the findings of the Group Risk report (on Credit Limit Control} from July 2007

KPMG were appointed to project manage the data room KPMG, as HBoS' Auditors and Inselvency
Practitioners to certain Reading Incident cases, was severely conflicted.

A number of former senior executives and dirartner as 1in -

*
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LBG Related issues

In October 2008 Lloyds TSB received from

one of their customers potential evidence relati
) - ' elating to the
" Reading incident, which should have given .

rise to serious cause for concern.

There is additional evidence 10 suggest that L
Iaundering at the time the Circular and p
being prior to the AGM

oyds TSB was otherwise aware of potential money »3
rospectus for the acquisition of HBgS were being prepared,

lflovds TSB (former Large Corporate, Bristol) are a party to significant suspicious transactions relating

to potential maney laundering offences. The former Head of Large Corporate based in Bristol and
| the Relationship Manager both remain in the Bank There is a possibility that proceeds of crime may
L.extend to relationships originating in Lloyds TSB including The Parkmead Group pic

Lloyds TSB’s due diligence would include review of Corporate Credit Risk Committee Reparts The
November 2008 CRC Report reports the stressed portfolio as being £40bn

PAn allegation has been made, which would suggest that the FSA may have had an involvement

Qogether with LBG, in concealing the misconduct and failings of KPMG.

Matters relating to the Reading Incident were handied poorly in the first half of 2009 and customers
were unfairly treated. The subsequent prevarication and distress that has been caused to one
particular customer was non compliant, and was further not warranted when those involved knew
of potential money laundering in March 2007 and did not report it, and knew of the validity of the
customers’ claims against Quayside and Lynden Scourfield. The customer has become gravely il

The FSA commenced their in-depth inquiries into the Reading Incident in June 2009

The true nature of the Reading Incident was concealed from the FSA by LBG, albeit perhaps
?unwittingly.

The shortcomings in Deloitte’s 5166 report is concerning and suggests either considerable evidence
was concealed from Deloitte or they were otherwise complicit. Noting that certain information that
was available to Deloitte has also been made available to Thames Valley Police. Deloitte apparently
endorse the findings of the Group Risk report {on Credit Limit Control} from July 2007

KPMG were appointed to project manage the data room. KPMG, as HBoS' Auditors and Insoivency
Practitioners to certain Reading incident cases, was severely conflicted.

a numhar of former senior executives and directors of HBoS are involved. Thglinvaivement of two
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LBG Related Issues

In October 2008 Lloyds TSB received from one of their customers, potential evidence relating to the
Reading Incident, which should have given rise to serious cause for concern

.h L{ ran Prospectu. ‘Ol “le a I H ere being p ep ¥

::)0::::'::;:::13 Llarge Corporate, Bristol) are a party to significant suspicious transactions relating
. ney laundering offen-ces. The former Head of Large Corporate based in Bristol and

elationship Manager both remain in the Bank. There is a possibility that proceeds of crime may
{,_extend to relationships originating in Lloyds TSB including The Parkmead Group plc.

) :‘lovds TSA's due diligence would include review of Corporate Credit Risk Committee Reports. The
ovember 2008 CRC Report reports the stressed portfolio as being £40bn.

+An allegation has been made, which would suggest that the FSA may have had an involvement
« together with LBG, in concealing the misconduct and fallings of KPMG.

Matters relating to the Reading Incident were handled poorly in the first half of 2009 and customers
were unfairly treated. The subsequent prevaricatian and distress that has been caused to one
particular customer was non compliant, and was further not warranted when those invalved knew
of potential money laundering in March 2007 and did not report it, and knew of the validity of the
customers’ claims against Quayside and Lynden Scourfield. The customer has become gravely ill.

The FSA commenced their in-depth inquiries into the Reading Incident in June 2009.

wThe true nature of the Reading Incident was concealed from the FSA by LBG, albeit perhaps

'unwlttingly.

b The shortcomings in Deloitte’s 5166 report is concerning and suggests either considerable evidence
was concealed from Deloitte or they were otherwise complicit. Noting that certain information that
was available to Deloitte has also been made available to Thames Valley Police. Deloitte apparently
endorse the findings of the Group Risk report (on Credit Limit Control) from July 2007,

age the data room. KPMG, as HBoS' Auditors and Insolvency

KPMG were appointed to project man
t cases, was severely conflicted.

Practitioners to certain Reading Inciden
xecutives and directors of HRoS are involved. T@[ﬂ_ﬁ‘qlvemen_t’-‘éﬁ'\r}'o

in in the Bank, including the former Head of Group Risk-Creciit; 5%
duced to Thames Valley’ olice The {nvolvement of
Corporate is also evidenced but he has recently left’]
Grant remains within®]

A number of former senior @
senior directors both of whom rema
.gylldenced in the documents Project Windsor Pro

Stewart Livingston, the former Chief Risk Officer,
(LBG. The former Chief Operating Officer of HBoS Corporate Division, Philip
ILBG at a senior level, he had a pivotal role in events in 2009

ondone criminality and injustice.

LBG Is in a very difficult position and can not risk being seen toc
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al statements for year

aware that im

peter Hickman (Group Risk Director) was |
erial in relation to the financi

incident was an Exceptional Item and mat

ended 31 December 2007.
n to the Corporate

to the fundamentai
d the actual

Reading Incident in relatio
irement in relation
round to the hreakdown an

There were similar considerations regarding the
Governance Statement and the “comply or explain” requ
breakdown in Corporate’s internal controls, the full backg

and potential impact on Carporate. - ———

Background

Tom Angus (Head of Impaired Assets) was ultimately tasked with compling a schedule for inclusion

in a report to the Audit Committee on which an assessment could be made whether or not to
disclose the Reading Incident in the financial statements and Corporate Governance Statement.
Peter Hickman wanted to wrongfully argue a case for non disclosure based on audit materiality and

isolation.
mittee and Executive Committee, lan

Peter Hickman acted as liaison between the Audit Com
Group Credit Risk; Corporate), Stewart

Goodchild (Head of Group Credit Risk), Steven Clark (Head of
Livingston (Corporate Chief Risk Officer) and Tom Angus.

Concealment

presented to Tom Angus by Peter Hickman via lan Goodchild and Stewart
of an exercise to convey the higher level lessons learned fram the Reading
hedule showing the Reading Incident Impairment

The project was initially
Livingston as being part
incident. Tom was instructed to compile a sc

Provisions for 2007.

The documentary evidence shows that the schedule Tom uitimately submitted in February 2008 had
been contrived to show a total Provision figure that was below an arbitrary measure of materiality of
5% of net Income from Group continuing operations. As explained within the detail of this repon,

the premise for that arbitrary measure was in any event inappropriate to the circumstances.

Tom Angus confirmed that the schedules were compiled in contemptation of the Rights Issue and
were compiled within certain antificial “criteria”, which markedly reduced the total exceplicnal

amount to within £285m.

One of the “criteria” was to restrict cases to those only having the involvement of Lynden Scourfield

and then, not those that migrated into the Stressed Portfotio after Lynden Scourfield had come

under scrutiny in January 2007.




y absolute based on £5,708m was £285m {Underlying Profit before Tax for
‘nsiderably less at £2,320m.) There are various drafts of the schedule, which were
art Livingston, Steven Clark, lan Goodchild and Peter Hickman In one exchange of
man makes the comment to Stewart Livingston: “We are getting uncomfortably
285m 1s not a hard imit. Anything we can do to widen this gap will help the Audrt
disclose, and that is something we seriously don't want to do especially at this
1er exchange, Peter Hickman raises with lan Goodchild the issue of reporting the

ent Loss incurred with respect to what has been identified to date as Reading
excess of £1bn. An Email from a manager working with Tom in compiling the
e accuracy and legitimacy of the schedule, on the basis that it significantly
eading Incident Provisions raised to that date (31 December 2007}, which the

300m.
'us was compiling was significantly and knowingly erroneous

steven Clark sent an Email to lan Goodchild attaching another draft of Tom’s
le totalled £266m and comment is made that £22m of 2008 Provisions, which
2ar end, had been removed from the £266m. It is patently evident from the
relation to the connections on the schedule, significant further Provisions
ven knows the schedule is wrong and in what seems to be an attempt to
nakes reference to the Turnbull Guidance.

in Email to Peter Hickman copied in to Tim Thompson (new Head of Group
ckson. lan points out about the additional but excluded £22m. He further
>stimate of the amount of loss that would have been incurred in any event,

an roammatioA Hn Annec nat anlnt ant ahaut tha CEMANAnG that had haasl 0

+



Emails

The 5% arbitrary absolute based on £5,708m was €285m {Underlying Profit before Tax tor
Corporate was considerably less at £2,320m ) There ate vatious dratts of the schedule, which were
shared with Stewart Livingston, Steven Clark, 1an Goodehild and Peter Hickman  In one exchange of
Emails Peter Hickman makes the comment to Stewart Livingston "We are getting uncomtortably
close at £265m  £285m is not a hard limit Anything we can do to widen this gap will help the Audit
Committee not to disclose, and that is something we setiously don't want to do espevially ¢t this

mo o ; .
f Ment”  In another exchange, Peter Hickman raises with lan Goodchild the 1ssue of reporting the
raud

rniidicntt“al 1n1p‘atrment Loss incurred with respect to what has been identified to date as Reading
cases is In excess of £1bn. An tmail from 4 manager working with Tom in compiling the
schedule, queries the accuracy and legitimacy of the schedule, on the basis that it signilicantly
misstated the total Reading Incident Prowisions raised to that date (31 December 2007). which the
Manager says are ¢.£800m

The schedule Tom Angus was compiling was significantly and knowingly erroneous

On 11 February 2008 Steven Clark sent an Emal to lan Goodehild attaching another draft of Tom's
schedule That schedule totatled £2bbm and comment is made that £22m of 2008 Provistons, which
had been raised post year end, had been removed lrom the £266m. It is patently evident from the
schedule that even in relation to the connections on the schedule, significant further Provisions
would be required Steven knaws the schedule is wrong and in what seems to be an attempt to
force proper disclosure makes reference to the Turnbull Guidance

lan Goodchild then sent an Email to Peter Hickman copied in to Tum Thompson {new Head of Group
Credit Risk) and Stuart Dickson  lan points out about the additional but excluded £22m He further
asks Stuart to provide an estimate of the amaunt ot loss that would have been incurred in any event,
fathe “fraud” had not been committed. He does not point out about the £500m+ that had béerl)

xcluded!

The schedule submitted on 14 February 2008 totals £262 4m. The schedule is very clearly incorect

Report to the Audit Committee: February 2008

The report ultimately presented to the Audit Commuttee i February JOOR shows the 007
impairment Provision Charge for 27 ot the Reading Incident cases as being £260k. The report does
however point out that Provisions amounting to £78m had been extluded  The basis of the £78m s
unknown and there are clearly significant additianal Provisions over and above this that weire not

included  Nevertheless at £344m, this was above Peter Hichman s imtial arbitrary matenality

threshold for disclosure

The report summarises the findings and lessans learned from the July 2007 Group Credit report (Rink
Review of the Credit Limit Contiol Environment) dind provides an update on the vanous inhatives

that came out ot the review
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SECTION ONE: REPORT FINDINGS

REPORT FINDINGS

At a basic ievel, if the Reading Incident had been properly disclosed m the 2007 Annu.;l ﬁep;rt_an-&
_ _f-\ccounts then it is unlikely that the Rights Issue would have been capable of proceeding and
Irrespective of whether the Government stepped in or not at that time to prevent the collapse of
_ H_B_O_S,_ it iS_LILllIkeW that a solvent acquisition by Lioyds TSB would have occurred. J

LBG has some extremely sensitive and impactful issues to address.

Distress and impairment in Corporate division were deliberately concealed from the outset of the
merger, with culpability vesting in the Board. The malpractice was intentional to:

Overstate profits;

Overstate regulatory capital;

Overstate credit quality;

Artificially inflate the share price;
Misiead shareholders;

Mislead the FSA;

Mislead external credit rating agencies;
Obtain Approved Status under Basel II;

Mislead Lioyds TSB.

L IR I TR R CRRO

The Reading Incident presented risk of discovery
Those charge with governance condoned suspected money laundering and delinquencies
associated with the Reading Incident.

HBoS became aware of potentially serious irregularities relating to the Reading Impaired Assets

team in March 2004

It would appear that impairment relating to the Reading Incident was deliberately concealed from
early 2005. This coincides with the time when it was becoming apparent and recognised that the

business strategy post merger was not sustainable.
Distress and Impairment were concealed with more devious and serious criminal intent from

February 2008.
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associatas, are victims,

Many innocent people, shareholders and Reading Incident customers and VG
KP

and have lost significant amounts of money. In this regard the directors, senior executives,

and others are accountable

added another layer of criminality to

The criminal actions of those who are the subject of this report
ommitted

their misfeasance, being the deliberate harbouring of those known of suspected to have ¢
money laundering offences in relation to the Reading Incident.

Certain customers have been subject to unfair treatment post LBG. One customer in particular who

has been especially badly treated, compiled substantive evidence about Lynden Scourfield and

Quayside, and escalated matters to the highest authorities. The situation may have been avoidable.

At the intervention of the FSA, action to evict the customer from their house has been stayed for the

time being pending the outcome of Operation Hornet. In addition to losing their house, the

customer thinks that the Bank s still iooking to pursue personal guarantees totalling £200k.

Evidence on file gives a dim view of LBG. The customer is now gravely ill with a stress related iliness. "ﬂ;"‘“’

d were otherwise

There is evidence that Lioyds TSB were aware of the Reading Incident, an
uent Prospectus and AGM

Himplicated, prior to the publishing of the November 2008 Circular, subseq

ito approve the takeover.

Irrespective of a different st_rategy to redress the Reading Incident, it remains that the roles of |
KPMG. PwC, former HBoS directors and senior executives, and others in the HBoS 2008 Rights |
jssue and the subsequent acquisition of HBoS by Lioyds TSB, are very serious matters that need to |

be addressed |
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=vidence on file gives a dim view of LBG. The customer is now gravely ill with a stress related illness.
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e November 2008 Circutar, subsequent Prospectus and AGM
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I executives, and others in the HBo5 2008 Rights

ssue and the subsequent acquisition of HBoS by Lloyds TSB, are very serious matters that need to

e addressed.
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This section provides inside knowledge of the culture and dynamics of Bank of Scotland
ce

and through to the ultimate demise of HBoS 1t explamns the motivation and importan

level for keeping the Reading Incident concealed

In essence il can be summarised by the lollowing

The Bank of Scotland culture became a necessity for HBoS:

“A primary focus on controlling absolute levels of 1055.” 1 xecutc (ommne 170y
“It could be disastrous if market sentiment moved

o foand Meeting 07 May SO

against HBOS.” i voiutive Bowd thetober 007

At a basic level, if the Reading Incident had been properly disclosed in the 2007 Annual Report and
Accounts then it is unbikely that the Rights issue would have been capable of proceeding and

irrespective of whether the Government stepped in or not at that time Lo prevent the collapse of
HBS, it s unlikely thot a selvenl acquesition by Lloyds TSB would have vceurred

The Synopsis, is a “cradle to grave” summary, which in its entirety has been
moved to Appendix I. The final parts of the Synopsis are copied below.

006 — The Beginning of the End

seorge Mitchell announced his successor In mid-2005, Peter Cummings. George Mitchell had been
srongly resistant to Basel Il intrusion and the project was significantly behind plan. Peter was
isked with delivering the Advanced iRB approach waiver for Corporate. It was utter chaos.

te churn in Corporate was increasing, which put even more weight on entrepreneurial, joint
nture and leveraged deals. On entering 2006 a correction in the Property market was expected

-
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SECTION TWO

A BRIEF SYNOPSIS OF THE HISTORY THAT GAVE RISE TO THE “HORNETS’
NEST”

This section provides inside knowledge of the culture and dynamics of Bank of Scotiand into HBoS
and through to the ultimate demise of HBoS. It explains the motivation and importance at Board
level for keeping the Reading Incident concealed.

In essence it can be summarised by the following;

The Bank of Scotland culture became a necessity for HBoS:

“A primary focus on controlling absolute levels of 10ss.” executive Committee 17 May

2005 Board Meeung 27 May 2007 “It could be disastrous if market sentiment moved

against HBOS.” Executve Board October 2007

At a basic level, if the Reading Incident had been properly disclosed in the 2007 Annual Report and
Accounts then it is unlikely that the Rights Issue would have been capable of proceeding and
irrespective of whether the Government stepped in or not at that time to prevent the collapse of
HBOS, it is unlikely that a solvent acquisition by Lioyds TSB would have occurred.

The Synopsis, is a “cradle to grave” summary, which in its entirety has been
moved to Appendix I. The final parts of the Synopsis are copied below.

2006 ~ The Beginning of the End

George Mitchel! announced his successor in mid-2005, Peter Cummings. George Mitchell had been
strongly resistant to Base! Il intrusion and the project was significantly behind plan. Peter was
tasked with delivering the Advanced IRB approach waiver for Corporate. It was utter chaos.

The churn in Corporate was increasing, which put even more weight on entrepreneurial, Joint
venture and leveraged deals. On entering 2006 a correction in the property market was expected




fr

but within HBoS, Corporate was under pressure to deliver. Riskier deals were written, including
significant secondary retail property deals in Europe. Capital, liquidity and the funding gap had
always been a significant risk but the situation was becoming critical impairment and distress were
clamped down further to maximise Tier 1 capital. It was absolutely essential for HBoS to achieve
Advanced Status under Basel It from 1 January 2008 and thereby benefit from the significant
reduction in Retail’s risk weighted assets {c.£50bn) and the effect that had on regulatory capital. No

secret was made of this.

In June 2006 everyone was clearly alert to major economic risks and the developing situation in the
USA.

Peter Cummings established the Causality Team in Spring 2006. Corporate High Value cases that
migrated into High Risk and Impaired Assets were investigated. They were largely severely
distressed on migration. Operational risk was prevalent (including marking of Limits on CBS) and
credit risk management and assessment were largely poor. KPMG did not make enquiries of the
Causality Team as part of their audit work.

Tom Angus (Head of Impaired Assets)

Evidence suggests that the Reading Incident was known about well before 2006. However it would
appear that Tom Angus on taking up a new role as Head of fHigh Risk and] Impaired Assets
discovered irregularities in August 2006, that later in January 2007 became known as the Reading
Incident. The timing of January 2007 is suspicious and may have been to avoid disclosure in the
Annual Report and Accounts 2006, The share price at that time was £10 - £11, and although the
impacts of disclosure would have been substantial, H8oS might have survived the impacts at that

time (February 2007).

As explained above, the dynamics of the business were in crisis. The mortgage market had changed
dramatically since the merger. The Corporate model and portfolio were of serious concern. The
only real light on the horizan was the significantly reduced regulatory capital requirement under
Basel Il Advanced Status and it was essentfal for survival for this to be attained. All, including KPMG,

were fully aware.

In view of Tom’s appointment and the data cleansing exercises, which were exposing Reading
Incident cases, there is evidence to suggest that Paul Burnett, Lynden Scourfield and others were
attempting to “hide” Reading Incident cases where there is significant suspicion of money

laundering.

The modeis that were being introduced into Corporate for Basel Il necessitated reconciliation of
data, which threw out exception reports resulting in a prolonged data cleansing exercise. Due to the
importance of Advanced 5tatus, Peter Cummings had a hands-on oversight role in data cleansing,
which fed into all HoFs. The balance of evidence would suggest that Tom Angus strongly suspected
irregularities in Reading by June 2006, and that through data cleansing exception reports, Corporate
Jet Services Limited and other “hidden” Reading Incident cases had been identified. It would appear
that Peter Hickman may have disclosed to the Executive Committee on 31 October 2006 that
irregularities in Reading had been identified by Tom Angus.



Concealment

In June 2006 and subsequently, the Board would not want to recognise 3 £1bn Impairment
Provision Potential Reading issues were and had been prominent within Corporate Credit
Committee Reports. Sir Ron Garrick chaired the divisional Risk Committee, which attended CRC
meetings and otherwise received copies of reports and Minutes in relation to the CRC.

There is evidence to suggest that there was deliberate avoidance of review and audit of MV High
Risk connections by Group Credit Risk, Gia and KPMG, none of whom prior to 2007, and despite the
relative size of the Reading High Risk portfolio, had reviewed or audited Reading High Risk cases
{with the exception of 2 connections in early 2005). KPMG would be fully aware of the underlap
between their work and that of Group Credit Risk in relation to MV High Risk connections.

The Reading incident was reported to the FSA in March 2007 as a control issue, after the 2006

Annual Results had been announced. On 26 March 2007, the Peer Review team who had been ’ —
brought in to Reading were provided with strong evidence of money laundering amounting to £11m, .
involving a number of Reading High Risk cases and David Mills / Quayside. Criminality was not

reported through SARs and was not reparted to the FSA . The Peer Team had previously become

aware of significant suspicious transactions totalling over £20m on 22 January 2007

A final report was subsequently provided to the FSA around the time the Interim Results were
announced on 2 August 2007, and the party line of the Reading Incident being a fundamental
breakdown in controls at Reading perpetrated by one individual, Lynden Scourfield, with no financial

crime implications, was upheld.

It was 2 “whitewash” exercise; the first of a number The FSA were seriously andpdehberately

misled

KPMG and Group Credit Risk had undertaken significant investigation, and knew that the report
submitted to the FSA was incorrect and deliberately misleading. This timing coincided with the
securitisation and syndication markets closing and wholesale markets tightening. it was the real {_ 5

beginnings of the financial crisis in the UK.

The End

In February 2008 the Annual Report and Accounts for 2007 were announced. The Accounts had
been prepared in contemplation of the Rights issue, which had been strongly influenced by the FSA
after they had approved Advanced Status under Basel .

[ Disciosure of the Reading Incidert at that point in time would in afl likelihood have precipitated

the collapse of HBGS.

On 29 April 2008, the Rights Issue was announced. The Prospectus was published on 19 June 2008
and on 18 luly 2008 the Rights Issue tlosed. interim Results for 2008 were announced on 31 July
2008. During this period the Corporate stressed portfolio had grown considerably but was not
disclosed to shareholders or the City. Meanwhile the FSA had grave and growing concerns regarding

I3
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HBoS, which appear to have started in September 2007, when coincidentally they were first
furnished with third party evidence to suggest serious irregularities regarding the Reading Incident.

On 17 September 2008 the acquisition by Lloyds TSB was announted. Lioyds’ Circular was published
on 3 November 2008 and both Prospec were published on 19 November 2008. There had been
significant growth in Corporate’s stredsed portfolp, which at that time was reported to the CRC
{and divisional Risk Committee) as belpg £40br/ The extent of Corporate’s stressed and distressed
portfolios were also not disclosed in the T7 December 2008 Supplementary Prospectuses, which
were published following HBoS' Trading Update on 12 December 2008

[ =

At 2 basic level, if the Reading Incident had been propcrlv.discloscd in the 2007 Annual Report and |

Accounts then it is unlikely that the Rights Issue would have been capable of proceeding and
| irrespective of whether the Government stepped in or not at that ime to prevent the collapse of
| HBoS, it is unlikely that a solvent acquisition by Lloyds TSB would have occurred

The above issues have been broken down and are discussed in the following sections.

-
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TIMELINE
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B et 1a part b:ement. and was pivotal in gning legat and regulatoty suppeft for ihe development of the OFC
N p cause other sources of profitabitty for larger banks was diminishing  This was 4 com lete
e prudential gudehnes and best practices that had been develaped, i favour of a culture of spe:.ulalmn

of the envirgnment which the snfant WBoS found itself HBOS havwng 3

The above 15 fundamental to an understanding
dhasion to assist 1n funding that gap.

masyve funding gap and reliance on Corporate

22’%; :’hc;&uategv of HBoS Carporate division past merger ts one af double-digit growth predicated on commercial property
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HBoS 2007 results are poorly received by the City As the UK's largest mortgage and savings proveder HBoS way particularly
eaposed to the global credit crunch  Share price falls to 634p
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F5A submit dratt ARROW Risk Assessment letter

HSBC announce $17bn credit crivis losses

FED introduces Term Securitips Lending Facility and B of E expands funding measures

re
fall at the fastest rate sin
Global markets continue 1o implode cuiminating in the collapse of Bear Steatns, UK house prices

the recession of the 1990,

()

s a result of
HBoS rarses £750m of new capital albert a1 9 5% (3 5% higher than the rates charged to mortgage lenders) a
lower revenues from s investment portfolio and higher Libor funding costs.

FED Jaunches Primary Dealer Credn Facility
Sir Callum McCarthy {FSA} phones Lord Stevenson
Lord Stevenson’s strange letter 1o Sir Callum. A hint is made by Lord 5 about lalse rumours in the market creating it and

funs on institutions  Stevensan also lobbees for the B of € to Swap morigage-backed securities.

HBOS short-selling triggered by rumours of an approach by HBoS to the 8ank of England for emergency funding to enable
£128bn of non-customer llabilities to be rolled In the following quarter.

Shares are suspended.
B of £ and the FSA give unprecedented denlals / statements.

i L t 1 :

Mervyn King warned the Treasury Select Committee that the financial cnisis had moved into a different phase and expressed
concern in relation 1o the levets of bank capital.

Writedowns 2t UBS and Deutche 8ank total $23bn,

Moneylacts report that 20% of martgage products withdrawn from the UK market in the previous 7 days.

IMF warns that potential losses from the Inanclal crisis could reach S1tniflon or more, and that effects are now spreading to
other settors intluding commerciat property and corporate

8 of £ launches Spegial Liquidity Scheme.

Meldawn continues (Citigroup, Mermll Lynch, UBS, Deutche Bank)

RE5 announces £12bn Right Issue and fair value writedawns of £5 Sbp, Capital call s a result of credit market positions and
1o shore up reserves / capital ratioy fallowing acquisition of ABN Amrg
FSA final ARROW letter and RMP are received. They contain a number of areas of concem,
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Announcement of Bradiord & Bingley Rights Issue B&B subsequently collapses.

Lehman confirms loss of £3bn in Q2.

Pasting of HBoS Hights lssue Circular ta Shareholders

HBoS share price falls below the Rights Issue price of 275p.

Q2 losses at Morgan Stanley include losses from mortgage preprietary trading.
HBoS Prospectus pubhished including 5 month Trading Statement.

HBo5 General Meeting o approve Rights Issue,

Closure of mortgage lender indyMac.

US Treasury announces rescue plan for Fannie Mae and Freddie Mac.

Rights issue closes,

HBo5 Announcement of result {only 8% take up leaving £3.8bn of “stick”).

However Morgan Stanley had subsequently placed a significant amount of the overhang and had also shorted the stock
prior to closing in the certain knowledge of the issue price. They are cleared by the FSA in this respect. Hedge funds had

been able 1o close out some of thelr positions but there were stlll significant foss positions held by institutions.

False rumours of HBoS taksaver allow Morgan Stanley and Dresdner to sell another significant holding at a considerable
prefit. Other institutions close out their positions.

James Crosble (FSA} submuts report to the Chancelior on options for the housing market crisis. Includes radical guaranteeing
of mortgage backed securities by the Gavernment.

National Australia Bank tumbles.

Merrdl announces further writedowns of $6bn

Announcement of HBoS first half resuits

FSA abandons investigation into March 2008 trash and cash incident due to lack of evidence

Group Credit Risk are permitted access to Joint Ventures 10 review specific cannections. Serious lrregularities are
discovered and disciplinary action recommended. This ls turned aside by Mike Woadersan prior to the completion of the
takeover.
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Intident, sutficient to give cause for concern

HBaS$ Interim Management Statement {9 months to 30 September 2008).

Lloyds TSB Circular 1s published.

HBoS Scheme Document and Circular are published

HBo5 and Lioyds 758 Open Offer & Placing Prospectuses are published.

Lioyds TS8 AGM and approval of acquisition,

HBoS Trading Update. HBoS AGM giving approval of Scheme and Capital Rarsing.

HBoS and Lloyds TSB Supplementary Prespectuses are published foliowing the HBas Trading Update. The extent af stress
and distress in the HBOS Corporate partfalio is nat disclosed, The Lioyds TS8 Praspectus concludes “The HBOS Trading
Update is broadly consistent with the impairment analysis conducted by Uloyds T5B as part of its review process in
October 2008

Closing of Open Offers.

Acquisition of HBoS completes,

The FSA instruct Deloltte to carry cut a 5166 (Skilled Persons Report) investigation into the Reading Incident.

Operation Homet is launched.

In September 2008 HB0S was twice the size of Lioyds TSB based on total assats (£681.4bn v £367.8bn).

The Lloyds TSB share price had peaked in February 2007 at 622p and In Februa
were trading at 457p.

ry 2008 {FY 2007 announcement) shares

1
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SECTION FOUR: THE DYNAMICS

DISTRESS AND IMPAIRMENT

Summary

The HBoS high risk business model followed post merger was predicated on market sentiment.
Fundamental to its success was avoidance of impairment and distress in Corporate division:

» The Board set KPis to restrict impairment and distress, and improve perceived credit quality;

e Regulatory capital was thus manipulated;

e To change the status quo risked a run on deposits, a fall in share price, reduced external
credit ratings, increased funding costs and Increased regulatory capital requirement,

o From 2005, Basel I and the start of the HBoS crisis had a major impact on the malpractice;

¢ The Reading Incident would have had a fundamental impact on HBoS and was externally

concealed. Internal Management Information tracks the deteriorating trend;

Oversight functions and KPMG did not review or audit Mid Value High Risk connections in

Reading. The underlap is clearly evident. Evidence suggests that this was deliberate;

« The financial crisis severely impacted HBoS from July 2007;

There were sufficient warning signs, which the FSA acknowledged but actioned too late;

Reading and levels of distress were concealed from the market, shareholders and the FSA,

most critically in and from February 2008.

Background

The recession of 1990 — 1993 Is interesting as it was during this period within Bank of Scotland that
the refusal to recognise large Corporate impairment and crystallise loss was cultured, originally
based on the honest intention of either working with the customer, or in respect of property deals,

ging in-house as equity deals to hoid pending the up-cycle. Within the Mound (Head Office)

brin
nifested itself into another beast all together.

however that through the cycle support had ma
Coming out of the recession, that culture within The Mound and St Andrew Square (Large Corporate)
ascalated, resulting in more complex deal structures and more risk taking. Gavin Masterton

son (MD Corporate Banking) “perfected” loss avoidance

'Governor and Treasurer) and lan Robert
“entrepreneurs”, with the Bank often taking a cut

:hrough rolling debt into new vehicles owned by
»f any upsides by way of profit share.

arture of senior Corporate credit risk executives Jim Purves and

sre-merger and following the dep
f George Mitchell {Chief Executive of Corporate

~olin Leslie, Corporate under the influences o



Division) and lan Robertson, had become increasingly more covert. Corporate strongly resisted the
“intrusion” of High Risk. They refused to formally acknowledge distress and considered that they
were best placed to workout situations. Meaning restructure and lend more. They were resistant to
normal group oversight functions, with the exception being at Board level.

lan Robertson had his own Good Book “High Risk” team under Ray Robertson. |t was well known
within the control functions of Edinburgh. Cases, which were flagged High Risk or Impaired, were
“basket cases”. Credit sanctioning lacked any real challenge and could never be canstrued as
independent. Despite concerns expressed that the Chief Executive of the division chaired the

divisional Credit Risk Control function and thus there was a fundamental flaw in the “first line of
defence”, the structure was not modified.

By 2003 it had been apparent that the Business Banking strategy {SME penetration into England and
Wales) had largely failed and it was therefore left to Corporate to deliver and exceed the aggressive
Browth target that had been pitched at the merger. Deals became more leveraged, more equity
stakes were taken, and entrepreneurial lending spiralled. All assisted by the rising property market,
which delivered substantial fee income and profits from the sale of investments. However at the
centre was a known core of entrepreneurial lending, which was growing exponentially. Part of that
growth was from the restructuring and refinancing of “distressed” connections. Irrespactive of
those deals, a large proportion of deals lacked sound credit fundamentals. The magnitude of the
deals made it impossible to replicate the“Robbo” rollovers of the 1990s in the event of a sustained
downturn. With oversight otherwise being by way of the divisional Risk Committee, Board and Audit
Committee. Additionally, larger deals were reported to the Board on 2 monthly basis.

No oversight function was permitted meaningful access to Joint Ventures and Equities. It was only in
the second half of 2008 that Group Credit Risk was permitted access to undertake a review of Joint
Ventures, and found serious dysfunctional behaviours, operational risk and distress. The conduct of
those involved was absolved by Mike Wooderson immediately before the Lloyds TSB takeover
completed.

Causality

Peter Cummings (Chief Executive of Corporate Division) created the Causality function in Spring
2006. Bad lending practices in Corporate had snowballed. The extent of potential loss and distress
that was being concealed was potentially substantial. Significant new deals were written almost in
desperation when there should have been no justifiable commercial and credit reasons for doing so,
The reliance on Corporate was extreme. Credit assessment in the larger deals was lacking.
Sanctioning of these deals was out of control and most worryingly those deals were being “rubber
stamped” by the Board.

Marking of Limits was prevalent resulting in homologation of unauthorised excess positions.

Certain High Value Causality reports were passed to Group Credit Risk and others were discussed at
the Corporate Credit Risk Committee. All High Value Causality Reports that were not withheld by
Paul Burnett (Head of Impaired Assets) or subsequently David Miller (Head of Corporate Credit
Sanction), as being too politically sensitive in relation to the involvement of senior executives, were
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circulated to Corporate Credit Sanction and Portfolio Management. The respective Heads of
Function and Risk Directors received the Causality Reports for their areas.

Causality reporting was an important process, providing essential information in relatuor.n to interna
control failure, operationa risk, lessons learned and dysfunctional behaviours. KPMG did not
request any Causality reports from the team so either did not review important information on

causality trends and cases or, assuming KPMG did sight reports chose to ignore findings. David
Miller closed down High Value Causality case reviews in late Summer 2007 as the reports were too

politically sensitive.

THE HARD EVIDENCE OF STRESS: 2008

Extracts of the conflicting and misleading information that was contained in information that was
released to the market and shareholders is contained in APPENDIX If.

In the following, HBoS announcements and published information during 2008 are considered
against what was known within the High Risk environment with regard to Corporate division, and in
particular Management Information by way of the monthly Credit Risk Committee reports. CRC
reports were also provided to the divisional Risk Committee, and during 2008 almost on a monthly

basis to KPMG.

27 FEBRUARY 2008: Report and Accounts 2007

There were serious Going Concern considerations in February 2008 as set éut belo;v. irrespective |
|

of the Reading Incident.

These could be argued as subjective but the decision had been made in February 2008 to raise
capital via a Rights Issue. That decision was reckless. The 2007 Annual Report and Accounts were

prepared and signed off with the objective of the Rights Issue in ming:

HBoS had been in crisis since 2005;
Corporate had been unable to write or sell deals from July 2007 (this was not disclosed to

the market and false statements were made};
The FSA had warned, and Group Credit Risk and KPMG were aware, that Corporate’s risk

rating models were flawed and unreliable. The FSA view was that there was a materiaf risk
of overstatement of regulatory capital. In actual fact, and as KPMG and the Board would
know, regulatory capital was materially overstated;

By approving the Advanced Status waivers and then influencing the Rights Issue, the FSA
effectively transferred the cost of the risk the FSA had created through capital reduction, to
investors. This was not made clear to investors and shareholders;

Treasury's Liquidity Portfolio could not be realised to generate capital and liquidity;



» Treasury could not raise funds via securitisation or other paper;
The wholesale funding markets had otherwise tightened This impacted on the availability

and cost of wholesale funding,
e If true credit quality had been disclosed to the market then HBoS’ external credit ratings

would have been downgraded, the ability to secure wholesale funding would be severely
doubted, a deposits run was highly probable and the regulatory capital requirement would

increase;
» Credit Default Swaps were already highly volatile and external credit ratings already carried

a high risk of down grade;
® The heightened risk of a deposit run had been evidenced in September 2007 at Northern

Rock;
¢ |n the absence of realisation of Corporate investments and Treasury securitisations, funding

of Retail was precarious;
s Even in a status quo of conditions at that time, with the maturity of wholesale funds, the

changing maturity profile and the funding requirement, meant that a capital crisis was
inevitable and in all likelihood within 12 manths. This was not made clear to shareholders

and investors;
In February 2008 the economic outlook was extremely poor, including the expectation of a

significant fall in the UK residential property market, which had been in decline since August

2007.

29 APRIL 2008: AGM STATEMENT AND ANNOUNCEMENT TO THE RIGHTS ISSUE

In February 2008 the housebuilding industry went into freefali. HBoS was significantly exposed to
housebuilders, property development and construction. At the end of February 2008 Crest
Nicholson became distressed and in March 2008 formally entered High Risk and Impaired Assets
under the direction of David Gibson. Almost immediately afterwards McCarthy & Stone and a
number of other significant credits became distressed. During April 2008 referrals from joint
ventures, equities, leveraged and entrepreneurs picked up pace. The exposures were very

substantial.

Objective assessment suggests that the FSA shouid have reasonably known in February 2008, £dbn

was never going to be sutficient to provide an adequate capital buffer.

Prior to the Rights Issue Prospectus being published on 19 June 2008, it was cvident that the
amount of capital that was required was very substantial and in all likelihood HBo5 was a gone

concern



31 JULY 2008: HALF YEAR RESULTS JUNE 2008

i ue had closed The
The Interim Results were announced on 31 luly 2008, ten days after the R!gh“;“and the HBoS and
30 June 2008 Interims were contained in Lioyd TSB's Circular (3 November 2008)
Lloyds TSB's Prospectuses {19 November 2008)

xtent of
30 June 2008 Interims are deliberately misleading and do nat present the true e
r
distress in the Cerparate portiofio. Knowledge of that distress was essential to a prope
tanding of the interim Accounts

In the Distressed Portfolio as at 30 June 2008 balances with High Risk status amounted to £2.3br;
(DACS £814m) and there were cases totalling drawn £3.5bn, which had been referred as Stresse
and were waiting categorisation. The drawn value of cases under Close Monitoring Is unknown

in total in the first ha'f the Distressed Portfolio had increased from £4.7bn ta £9.8bn. The interims m —_
report a total figure of £4bn at 30 june 2008 (an increase of £1.5bn from 1 July 2007). The

Distressed Portfolio actually increased by £0.5bn in the 5 months ended 31 December 2007 and by

£5.6bn /133% in the period 1 July 2007 to 30 June 2008

Migrations included significant single credits.

Sir Ron Garrick was Chairman of the divisional Risk Committee and attended Corporate Credit Risk
Committees, which Peter Cummings chaired, and also received copies of the monthly CRC reports.

In the interims, given the flaws in the models, Risk Weighted Assets and Expected Loss were again
but more significantly understated. with the consequent overstatement of the Core Tier 1 capital
ratio The understatement of Corporate RWA should have been evident to the FSA.

KPMG reviewed Impairments as part of the scope of their work in connection with Interims

Of further concern is the entrepreneurial, equity and leveraged deals that were struck in the first

haif of 2008. A number of these deals lacked any credit fundamentals, lacked security and exposed (
the Bank to even greater risk The directors would be aware of these deals via the monthly

Advances Schedules. It is not known why at the very least in January 2008 the directors did not

formaliy clamp down hard on credit appetite. The directors knew that they were not taking g

cautious approach” and t erwise is grossly misleadin

In relation to Leveraged loans the FSA risk review specialists had 4 remit 10 complete a review of the
Leveraged portfolio by 15 May 2008 The findings should have been such 19 BIVE severe cause

tor
concern Additionally a “Credit Risk” visit was undertaken in June 2008
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The 1FRS requi
equirem i
Eding conc eqm ’ ent er directors to make an assessment of the entity's ability 1o continue
ks o also applies to interim financial statements. Going Concern and principal o
uncertainti - ;

changes. Thus thlm'e; change over time as 3 business develops and as the business environment

. ese disclosures need to be revisi

visited i

report and accounts. when preparing each set of annual or itetim

Betore the Ri
cnnmdermIo:s'fti:s‘:::::zsi:: :::::SLAO:g:stchODB there were fundamental Going Concern
o Tl S ith-regard to the closure of the Rights Issue, i the
e Bt g o B ertainty is correct as at 1 August 2008, then the directors shouid
s ere wa_.r. fundamental uncertainty In the Interim Accounts, and made clear

: | ure and implications of the uncertainty. The Interim Accounts would
otherwise be seriously misleading. With a Distressed Portfolio of ¢.£9.8m and growing, with no sign
of abaftement in the economic crisis, then it is hard to conceive how HBoS could turnar;und that
magnitude of debt. Disclosure of the Reading Incident at that time would likely have had 2
substantial adverse, if not most probably terminal affect on HBoS o

INTERIM MANAGEMENT STATEMENT 3 NOVEMBER 2008

The Corporate Stressed portfolio totalled EAOhn-asaTBO November 2008. {This compares with

total Corporate profit since 2001 of £9bn.)

ement (IMS} is detiberately misleading and does not provide

The Interim Managemenl Stat
hin the Corporate portfolio. The IMS was contained

essential information relating to distress wit

hin the Circufar issued by Lloyds TSB on the
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been discussed with KPMG, and that there had been a real pace in the dete

jlity arising
environment over recent weeks. “The extent of such trends and potential volatility

underestimated ”
t Ventures to undertake 3

In the Summer of 2008 Group Credit Risk were permitted access to Join :
portfolio review of certain connections. This was the first time they had been permitted tobI were
undertake deep-dive investigation. Significant irregularities were discovered. Thos.e.cutpa el .
ultimately absolved by Mike Wooderson, immediately befare the Lioyds TSB acquisition conc » | n
This was a form of judicial review process as a result of strong representation for discipll'?afrl actio
by Group Credit Risk and push back by Peter Cummings. Causality similarly later found s|gn'|ﬁcal1t.
irregularities including breach of Joint Venture rules whereby loans and facilities were provided via
the Entrepreneurs team to fund equity stakes, loans and capital for counterparties. These breaches
of obligations are serious, and extend to the main Board via the Advances schedules, divisional

Corporate Risk Committee and the Audit Committee.

On 1 August 2008 the FSA met with Peter dmmings to discuss their investigation tindings to date
and the serious concerns these raised. On 17 October 2008 the FSA wrote formally to Peter
Cummings, enclosing an updated RMIP. This letter gave rise to the referral to Enforcement.

On 13 October 2008, Lioyds TSB were provided with evidence in relation to the Reading Incident,

which should have given rise to considerabfe cause for concern

Lloyd TSB's Circular to shareholders was issued on 3 November 2008, the same date as HBoS'
Interim Management Statement, and contained the Interim Management Statement.

CORPORATE CREDIT RISK COMMITTEE REPORT 30 NOVEMBER 2008

Significant impairment charges were booked in October 2008,

The year to date impairment charge rose from £1.7bn at the end of September to £3.3bn. The
charge was £602m for the year ended 31 December 2007 and £469m in the 6 months ended 30 june

2008.

| The total Distressed Portfolia had risen from £4.7bn at December 2007 to t_:._EIS_b-n as at 30
November. Connections under Close Monitoring amounted to a further £25bn. The total Stressed |

. Portfolio was c.£40bn.

Total adjusted capital resources under Basel Il {adding back EL and the Bad Debt charge, and
deducting the Rights Issue proceeds and Collective Provision) as at 30 June 2008 amounted to

£38bn.
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The CRC1eport was provided to KPMG. The first draft of the report had been compieted on 17

December 2008 and was presented prior to the Christmas break.
—_

On 12 Becember 2003 HBoS issued a trading update in advance of shareholder meetings on the
same date to approve the placing and open offer, and the acquisition by Lloyds TS8,

The trading update resultad in Supplementary prospectuses being published. These were
published on 17 December 2008. THE SAME DATE AS THE FIRST DRAFT OF THE 30 NOVEMBER CRC
REFPORT

NEITHER THE TRADING UPDATE NOR SU PPLEMENTARY PROSPECTUSES DISCLOSE THE EXTENT OF
STRESS AND DISTRESS IN THE CORPORATE PORTFOLIO,

LLOYDS TS8 CONCLUDED “THE HBOS TRADING UPDATE IS BROADLY CONSISTENT WITH THE
IMPAIRMENT ANALYSIS CONDUCTED BY LLOYDS TSB AS PART OF IT5 REVIEW PROCESS IN
OCTOBER 2008. “...THE ADDITIONAL IMPAIRMENT LOSSES BEING INCURRED BY HEOS ARE NOT
CURRENTLY EXPECTED TO HAVE A SIGNIFICANT IMPACT UPON THE SIZE OF THE NEGATIVE CAPITAL

ADJUSTMENTS THE GROUP IS LIKELY TO MAKE UPON ACQUISITION.”

The HBoS and Lloyds TSB Open Offers closed on 9 January 2009.

Lioyd TSB's acquisition of HBoS completed on 16 lanuary 2009 fallowing the final Court approval.

EVIDENCE IN BOARD MINUTES

Sample evidence from Board and Executive Committee Minutes is contained in Appendix ll.

In considering the comments made in the Minutes, cognisance should be taken of KPMG's role as
Auditors and of the requirement for them to exercise professional scepticism, which they were

obliged to do when considering the risk aspects of the comments made in relation to misstatement
and non disclosure in financial statements. [KPMG would review Board Minutes as a matter of

course in an audit.)

iC



CORE BANKING SYSTEM (“CBS")

; failure in
Crucial to an understanding of the Reading Incident and the fundamental internal control
Corporate in relation to the marking of Limits, is a brief overview of CBS.

Background

In 2001, Corporate and Business Banking sterling accounts transferred banking platfarms to CBS. A
fundamental weakness in the system was immediately highlighted by High Risk & Impaired Assets,
Risk, Portfolio Management and Credit Sanction Limits could be marked or instructed by frontline
relationship managers giving rise to unauthorised excess positions, which were concealed via the
marking of the Limit,

The intention had been to allow flexibility to permit temporary and occasional “excesses” to cover
BACS payments (e.g. wages), which could not be processed without the account being in Limit  The
abuse of CBS was prevalent across Corporate and Business Banking, and despite the issue continually
being raised and reported by Assurance, Risk and Causality, eventually by way of Operational Risk
Event Reports, the abuse was permitted to continue.

The unauthorised and uncantroiled marking of Limits was a significant risk for the business and
was prevalent. it was a fundamental failing in internal control. It had been identified scon after

CBS became live

Certain Good Book line managers would pull Master List and Event History reports from CBS for their
Relationship Managers, periodically as an oversight function, and particularly when carrying out
portfolio reviews. It was extremely difficult to monitor where complex facilities were in place,
including foreign currency accounts or accounts which sat outside of amalgamated group positions.
However for the majority of connections, this routine was an extremely powerful tool to identify

dysfunctional behaviour

Credit Sanction was frequently put in the situation of having to homologate excess positions,

The Reading Incident

David Miller was Head of Credit Sanction and was fully aware of the risk that the marking of Limits
presented across Corporate. David Miller headed up the GIA and Group Credit Risk special

investigation into the Reading Incident.

The Reading Incident was reported by HBoS to the FSA in March 2007 after the 2006 Annual Report
and Accounts were announced on 28 February 2007. David Miller’s interim report was issued in
May 2007 and on 26 July 2007 the final report was issued. Neither report disclosed that the marking
of Limits was prevalent across Corporate



26 July 2007 H80S Group Credit: Risk Review of the Credit Limit Control Environment

The FSA was provided with a copy of the July 2007 report, which was effectively a “whitewash” of
Fhe tr‘ue extent of, criminality in, and governance issues surrounding the Reading Incident. 1t ’
identified “the access contrals” weakness in CBS but did not explain that the abus .
across Corporate. in fact it comments fvas prevslent

"Our testing ind
cates there 1s not an endemic himit abuse :
issue . within the wider € .
environment ” Ricorporett

That statement is untrue and as Head of Credit Sanction, David Mifler was aware of the untruth
Causality had reported it to him many times and he was also aware from his own sanctioning teams
of the number of excess homologation submissions that were received. Nevertheless, the FSA
should have recognised that credit control across Corporate was severely compromised. In fact they
probably did as they had scheduled to review credit control in Q4 2007, however the pressing
requirement of the Advanced IRB approach waiver took precedence. It Is not clear whether or not
they had considered the role of KPMG as a potential contributory factor in the Reading Incident

The report avoids any reference to the Management Information provided to, and role of, the Credit
Risk Committee and Risk Committee, and in particular the detailed High Risk information provided

by way of the CRC report.

Carporate Financia! Crime Prevention {“CFCP") did carry out a restricted scope review in Spring
2007. However the scope was extremely limited and did not extend to consideration of money
laundering offences outwith Lynden Scourfield personally (restricted to within BoS). Additionally
limited KYC checks were undertaken. CFCP were instructed after suspicious money laundering
transactions were known but that knowledge was either not imparted or if it was, it was excluded

from scope.

X ]




“Reporting” of the Reading Incident

The “"whitewash” ar deliberate misleading of the FSA comprised

L

timitation tu une ‘togue” employee;

Lax risk management controls within the High Risk environment

Confession tu CBS uccess contrals but concralment of the prevalence of abuse (1G53
Corporate;

Conlession to inadequate samphing by Group Crodit Hisk; and fmally and the feast
imprabahle of all

Avoidance of culpabllity by senlor excoutives

In relation to the latter the existence of, and level of detail contained within Corporate Credit Risk
Committee monthly reports is not divuiged in the report. KPMG are complicit. The executive lead
on the report was David Miller, Head of Corporate Credit Sanction The report distribution list
comprised

Peter Cummings, Chief Executive, CB

Hugh McMillan. Managing Director, CB

Stewart Livingston, Managing Director, CB

David Fryatt, Head of GIA

Philip Grant, Managing Director, Retall Division

Gordon Grieve, Managing Director, Strategy & international
Dan Watkins, Group Risk Director

Andrew Higgins, KPMG

FSA

The FSA had been first advised of “control issues” at Reading in March 2007 The FSA had also been
advised that Group and Corporate Financial Crime Prevention were investigating potential fraud. In
both these regards Hugh McMillan had verbally informed Julie Gregory, who had been in charge of
the HBoS Supervision Team at that time
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Group and Corporate Financial Crime Prevention

Eﬂﬁaﬁlﬁfﬂ?ﬂ X evzidence 0 reasonably raise suspicions by the Peer Review team of money

suspicious transac:'w o arl\d their hav.| N been formally alerted on 26 March 2007 to strongly

thereafter, the sco '°“5f‘°':alllng. £11m with a subsequent stream of large and suspicious transactions

was extrer;lelv Iimi;:eedo t : review undertaken by Group and Corporate Financial Crime Prevention

to David Mills. The Fi o : was. contained t? Ly_nden §courﬁe|d personally and to KYC checks relating
. inancial Crime Prevention investigation was closed on 13 August 2007

s — ! . e S : LS R P s
Otwithstanding the Tact thal the investigation itself was unacceptable and totaily remiss, GCFCP!
report commented |

| “some of the money trails are difficult to follow as funds were remitted offshore” “suspicions
regarding a [bank] exit fee which he [an Insolvency Practitioner who had raised suspicions] was
instructed to send to a business account... established that funds were moved between Mills |

| accounts to an affshore account with another bank......and was not sufficient evidence to confirm |

i criminal activity” |

Of additional cancern is that Lynden Scourfield’s laptop had not been secured when he
surrendered it to the Bank when suspended from duty on 22 March 2007. Policy was not followed
and the laptop was immediately sent to be reconditioned with the result that the hard drive was
disposed of. Whao authorised this is unclear but under policy it is likely that that person would

have been either Andrew Scott or David Miller.

[ It B;;To_l;-e-;nsidered that Group Credit’s report in July 2007 should have prompted a s166 Skilled

person's Report (mvestigation] by the FSA at that time. ASTITTSY | PP

e —

ort coincided with the tightening of the credit markets. There was no particular
mber 2007 so it must be concluded that

Book by Group Risk or KPMG.

The timing of the rep
up-tick in the volume of referrals into High Risk to Dece

there was no corrective review for distress in the Good
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BASEL Il

: ; level of
A simple and high level walkthrough of Capital Requirements, sufficient for the

understanding required for potential jury evidence is attached as APPENDIX .

BASEL Il AND THE READING INCIDENT
Introduction

Basel Il was laudable in theory being the improved engagement of senior management in credit risk
management and credit decisioning, with the intention of allowing flexibility in the calculation of
regulatory capital to reflect the risks inherent in a bank and its assets. Generally and theoretically & ’1
speaking, this meant that the greater risk to which the bank is exposed, the greater the amount of

capital the bank needs to hold to safeguard its solvency and the overall stability of the economy.

Under Basel |, HBoS had manipulated the Specific iImpairment Provision and distress to maximise
the calculations of regulatory capital and capital adeguacy ratios

Where Basel Il fell down in relation to HBoS and KPMG was with regard to what the FSA called “a
high level of moral hazard”, or in other words, dishonesty, deception and plain fraud, to which the
FSA was ironically live,

The risks were clearly apparent, and recognised by the FSA during 2006 and 2007 as part of their

Basel ll implementation supervision. It is inconceivable that in contemplation of the Rights Issue

that the FSA did not conclude their priority RMP actions (investigations) prior to the Prospectus

being issued or preferably before the announcement was made at the end of April 2008, given they,

to a great extent had created the requirement for an increased buffer through approving Advanced

Status, t eatel

The Importance of Approved Status

The reduction in regulatory capital requirements under the Advanced IRB approach to credit risk
capital under Basel Il for Retail was very significant had been given absolute priority within
Corporate. It was not a distraction within HBoS as has been alleged.

The theory of Basel Il assumed that firstly management would be incentivised to improve credit risk
management and secondly any surplus capital would be used as a cushion. The theory as far as
HBoS was concerned failed irrespective of the financial crisis. The theory failed because HBoS was
chained into the effects of its risky business model. That model had become unsustainable in 2005
with no fall-back strategy, given the inherent magnitude of capital that was required.



Capital under Basel |} Advanced Statys.

Advanced IRg app

roach for Corporate was essential re
Retail (one Waiver

Putationally byt fundamentallv because of
Was approved on a Broup basis).

High Risk and Impaired Assets

In 2004, Preparations for Base| 1,

Pillar 3, 1S Provisioning and IFRS 39
and impaired Assets were heavily

began in Corporate. High Risk
involved at all stages,

. Nexus {Internal ratings), data
cleansing, Days Past Due Reporting and the Bad & Doubtful Debts Return.

Whereas under Base| | the clear objective, as evidenced by KPis, was to minimise the Specific
Impairment Provision, in preparing for Basel Il, Paul made it very i

that there were serious concerns at Board lavel relating to regula
particular Tier 1 capital. There would be a signifi
As such from 2006 there was considerable press

tory capital under Basel Il and in
Cant capital cost in respect of High Risk connections.
ure from Peter Cummings to return High Risk

» which would have the effect of Improving ratings and RWAs, and
reducing the Excess Expected Loss deductions.

Corporate division built an internal ratings model for credit risk called Nexus. Analysis of an obligor's
financial statements together with qualitative assessment was then calibrated to the historic
statistical data of defauit to give a Probability of Default rating. Similarly Loss Given Defayit was
generated from historical statistical data of loss. The Expected Loss was thus heavily dependent on
historic trending and data. If that historic data had been manipulated to underestimate default and
contain loss, which HBoS had aggressively done to date, then Expected Loss would also be
underestimated, which it was. Additionally for internal ratings to be reliable, they rec.luire “through
the cycle” historic data, which Corporate did not have Anything they did have was distorted dueto
non recognition of distress.

To illustrate the point of how internal models can be manipulated to reduce capital requirements,
a BIS study in 2013 required 15 banks to run their risk weighting models on an identical sample
portfolio. The banks were spread and reported capital requirements varying from €3.4m to
€34.1m for the same portiolip.

Interestingly it is precisely these two points that David Mills focused on in his conversation with the
journalist in November 2008




pROJECT EORD TURHBULL
GCTION FOUR

probably be that he was
hority of Paul

e is borne out
where the
rfield and Julia

The comments are perhaps indicative of Mills’ potential defence, which will
assisting HBOS in avoiding the crystallisation of loss and was acting under the aut
Burnett, whose perceived authority he had no reason to query. The potential defenc
by evidence from Summer 2006, that appears to show that for Reading Incident cases,
most substantial money laundering offences are suspected, Paul Burnett, Lynden Scou thus
Harrison were actively trying to restructure those cases and return them to the Glood Book, thu
hiding them from Tom Angus and prevent discovery via the data cleansing exercises.

[Note There is evidence to suggest that KPMG and the Board became aware of the Reading | n'cident
in 2004. In Spring 2005 Group Finance and Risk, and KPMG (in their role as Auditors) hod carried out
a review exercise into the Robustness of Provisioning Policy in Corporate. That review included @
review of Mezzanine pic.)

The Reading Incident Impact

Advanced Status comprised approval from the FSA to adopt Advanced approaches for measurement

of both credit risk (the Advanced Internal Ratings Based approach) and operational risk (Advanced
measurement approach) under Pillar 1.

[ Thae_a.diﬁé Incident in -terms af the éitent of the fundaﬁ;és;t-ai breakd?wn in credit risk internal
controls and oversight functions, the magnitude of loss and impairment, reputational risk, !
governance issues and fraud and money laundering, would have had a pivotal bearing on the FSA, |
The issues extended to KPMG, group functions, Board evel and substantial operational risk. On
balance it has to be concluded that if the FSA were made aware of the true extent of the Reading |
Incident during 2007 then it is highly unlikely that the FSA would have approved either of the _
Basel Il Advanced approaches for adoption on 1 January 2008. |

It should also be borne in mind the crisis KBoS was already in by Summer 2007. 1t is hard to ( "
conceive at that time and any time subsequent , how it would be able to trade out of its difficulties,

and it must therefore be concluded that in all probability it was hopelessiy insolvent in Summer
2007
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SECTION FIVE: THE FSA

THE FINANCIAL SERVICES AGENCY

. " pna el
The potential impact of a serious failure in the calculation of Regulatory Capital is severe.” ity
ARBOVY Bedter TA00e SiiK

Background

tmanating from the deregulation of the market {“big bang”} in the 1380s, the FSA was set up to
assume responsibility as the UK's single regulator.

Although the FSA was incorporated as a private limited company, implying that regulation was
endogenous i.e. rooted within the markets and detached from government intervention in its day to
day activities, in reality the FSA was a public body exercising public functions, and accountable to
Parliament and the judiciary, with Treasury retaining overall responsibility

There are some quite substantial conflicts of interest refating to the FSA:

® Conflict between duties as UK Listing Authority and as prudentia! regulator;
* Conflict with “Big Four” and other farge Accountancy firms;

* Funding entirely dependent on the firms subject to regulation through fines, levies and fees

One of the FSA's four statutory obligations was financial stability. Financial stability can only be
ensured through cooperation between a central bank, other safety net players (lenders of last
resort) and regulators. The link between the FSA and financial stability was therefore designed to
minimise the adverse impact of a bank failure on the effj

cient running of the economy or capital
markets.




THE INFLUENCE BEHIND THE RIGHTS ISSUE

Those charged with governance and KPMG chose not t;_r_ep(;ri t-rui!'{fﬁllx;_tc the FSA in aﬁcordance
: w[t_l_'\_their obhigations and duties,

HBoS' high risk Strategy was known from the outset. The directors were constantly fighting a
significant funding gap. A Plan B does not appear to have ever been considered. The FSA had a role
in ensuring there was an appropriate contingency plan in a downside and in a disaster scenario.
Stress Testing was carried out. However based on flawed information, Stress Testing of itself could
only be flawed. The FSA via their knowledge of Corporate’s credit ratings models ought reasonably

‘“LJ to have known that Stress Testing was flawed.

In February 2008 the Fsa. in view of the deepening financial crisis and their ass-es:mnt of the _
| €conomic outlook, heavily influenced HBoS to raise the core Tier 1 capital ratip to 7° {i.e. by £8bn) |
through a Rights Issue. !

Hfectively “the cost” of risk associated with approving the Advanced IRB Approach waiver was
transferred onto subscribers ta the Rights issue. i

The FSA must be construed as being material to that decision and therefore owed some form of duty
of care to shareholders and potential Investars, as well as those who ultimately subscribed.

When capital raising was discussed with the FSA and the possibility of a Rights Issue explored, the
FSA had a conflict of interest. That conflict intensified during 2008 through to the publishing of the
Prospectus in June 2008 as the financial crisis deepened. As prudential regulator, the FSA were
concerned in relation to capital adequacy. In its role as the UK listing authority it was concerned to
protect shareholders and investors.

“Due Diligence”

The full ARROW risk assessment undertaken at the end of 2007 had not reviewed Corporate
division’s High Risk portfolio comprising significant exposures in joint venture, equities, highly
leveraged, entrepreneurial, property development and commercial property deals, all of which had
been adversely affected since July 2007 and given their nature would rapidly become stressed in the
event the financial crisis spread further and was prolonged. The FSA knew this.

The FSA additionally had not conducted its own inguiries into the Reading Incident. Appropriate
inquiry would have highlighted suspicious activity and suspected money laundering. Appropriate



rectors, senior executives and

s in this regard. which

inquiry should have cast significant doubt into the conduct of the di
don't appear to

KPMG {Deloitte's 2009 5166 Skilled Person’s Report, did not raise concern .
were clearly apparent. However they may verbally have voiced concerns, W

have precipitated appropriate action.)
A relied on Group Audit, Group

In influencing the decision to raise capital via a Rights issue, the FS e FSA
Credit Risk and KPMG, none of which were independent. That reliance was ill-plac

ought reasonably to have been aware that the functions were not independent.
k and the health of the

The FSA placed reliance on Basel i internal ratings when assessing credit ris cawed in
Corporate portfolic yet knew those ratings were unreliable. The Corporate models were
n out of date

many ways including the very obvious failings of being highly subjective, based o of
financial information and out of date valuations {with many deals completed at or near the PT: l
the market}, and artificial credit cycle histories. It is difficult to comprehend how the FSA could rely

on the Basel Il information for Corporate, when they themselves on a purely objective basis would
not have approved Corporate’s Advanced IRB approach waiver. They bowed to pressure from tord
Stevenson and James Crosbie when they clearly knew that the Corporate models were not fit for

purpose. They knew that:

“The potential impact of a serious failure in the calculation of Regulatory Capitol is severe.”

It should have been reasonable to conclude that Risk Weighted Assets and Expected Loss were

significantly understated. Consequently the capital position and capital ratios as at 1 January 2008
were significantly overstated. It also has to be borne in mind the significant reduction in the RWA of

Retail {£50bn) that had been achieved from the approval by the FSA of the Advanced IRB approach
waiver (note: the waiver is on a bank basis and not by individual divisions). The subscribers to the

Rights Issue effectively bore that cost.

Management information was available to the FSA on which an informed assessment could be made
in February 2008, prior to the announcement of the Rights !ssue in April 2008 and prior to the
publishing of the Prospectus in June 2008. Management Information should have been closely

scrutinised in any event throughout 2008

In February 2008 the hausebuilding industry went into freefall. HBoS was significantly exposed to
housebuilders, property development and construction. At the end of February 2008 Crest
Nicholson became distressed and in March 2008 formally entered High Risk and Impaired Assets
under the direction of David Gibson. Almost immediately afterwards McCarthy & Stone and a
number of other significant credits became distressed. During April 2008 referrals from joint
ventures, equities, leveraged and entrepreneurs picked up pace. The exposures were massive.

Assessed purely objectively based on facts the FSA should have reasonably known in February
2008, £4bn was never going to be sufficient to provide an adequate capital buffer
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The Turnbull Guid
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ce specifically provides in reiation to the internal Control Statement:

“It [the Board] sho

uld a
control aspects of any si ls-o DISCLOSE the process it has applied to deal with material internal

y significant problems DISCLOSED in the annual report and accounts.”
f Internal Controls is to ensy
then disclosure is full

re that

The Audi -

reportingt:-.r'ts responsibility with regard to the Statement o
ran

sparent and where there has been material non-compliance
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Internal Control: Guidance for Directors on the Combined Code {The Turnbull
Guidance (2005))

The Turnbull Guidance outlines broad principles on internal control. This principles-based approach
was designed to enable Boards to think seriously about control issues and to apply the principlesin a
way that appropriately dealt with the circumstances of their businesses. It further required directors
to use their judgement in reviewing how the company has implemented the requirements of the
Combined Code relating to internal control, deciding whether or not they have complied, and
reporting to shareholders thereon.

The Turnbull Guidance is thus not a set of prescriptive procedures but a framework that enables the
Boards of companies to adopt a risk-based approach to establishing a sound system of internal
control, which is then incorporated by the company within its normal management and governance
processes.

In this context any specific risk management or internal controi issue should be transparently
described and dealt with as part of a transparent communication process.

The Turnb.uH Gu:daﬁce (2005) st-ateﬁ .that “the ann-uu! report and accounts should include such
meaningful, high-level information as the Board considers necessary to assist shareholders’
understanding of the main features of the company's risk management processes and system of
internal control, and should not give a misleading impression

Of paramount importance in underpinning The Turnbull Guidance was the internal Control
Statement “which taken with the Operating and Financial Review, provides an opportunity for the
Board to help shareholders understand the risk and control issues facing the company, and to
explain how the company maintains a framework of internal controls to address these issues and
how the Board has reviewed the effectiveness of that framework”.

pPivotal to The Turnbull Guidance was the doctrine that a sound system of internal control
contributes to safeguarding the shareholders’ investment and the company assets.

The Guidance further provided that reports from management should identify any significant control
failings or weaknesses and should further discuss the impact any such issues have had, or may have
on the company and the actions being taken to rectify them. In this context it is important to take
cognisance of the roles and interactions of Peter Hickman, who was the Group Risk Director and a
member of HBoS' Executive Committee, the Audit Committee, members of Group Credit Risk and

other senior executives.
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; nagement
: —_ . i Is and risk ma
all material controls, including financial, operational and compliance contro
systems.

Main Principle C.3 - AUDIT COMMITTEE and AUDITORS

P ; in relation to
The Audit Committee has not complied with the Principle and Provisions of the Code i .
wulls,
KPMG as external auditor and the integrity of the financial statements and Interim Resu | .
nceiso
announcements made to the stock exchange and the 2008 Prospectuses. The non complia

asernous nature

The Board should establish forma! and transparent arrangements for considering fmw they Q-
should apply the financial reporting and internal control principles and for maintaining an
appropriate relationship with the company’s auditors

The main role and responsibilities of the Audit Committee are set out in provision C.3.2, and include

* The responsibility of monitoring the integrity of the financial statements and of any formal
announcements relating to the company's financial performance, of reviewing significant
financial reporting judgements contained within the financial statements;

*  The responsibility to review the company’s internal financial controls and, unless the duty of
a separate Board Risk Committee, or the Board itself, to review the company’s internal
control and risk management systems;

* The responsibility to review and monitor the external Auditor’s independence and
objectivity and the effectiveness of the audit process, taking into consideration relevant UK
professional and regulatory requirements:

*  The responsibility to develop and implement policy on the engagement of the external
Auditor to supply non-audit services, taking into account relevant ethical guidance.

Provision C.3.7 provides the requirement for the annual report to explain to sharsholders how if the
Auditor provides non-audit services e.g. engagement as Reporting Accountants, Auditor objectivity
and independence is safeguarded

Finally when considering the misconduct of KPMG, cognisance should be taken of the Combined
Code (2003) which made it the responsibility of the Audit Committee to address the independence
of the external auditors in the provision of both audit and non-audit services. (The Combined Code
(2008) took this further and required disclosure in the Annual Report as to how auditor objectivity
and independence is safeguarded.)




Main Principle C.1 - FINANCIAL REPORTING

The directors have not complied with the Principles and Provisions of the Combined Code in
relation to their responsibilities for financial reporting. The non-compliance is of a serinus nature

The board should present a balanced and understandable assessment of the company's
position and prospects.

Supporting Princlple

The board’s responsibility to present a balanced and understandable assessment extends to interim
and other price-sensitive public reports and reports to regulators as well as to information required
to be presented by statutory requirements

Code Provisions
* The directors should explain in the annual report their responsibility for preparing the
accounts and there should be a statement by the auditors about their reporting
responsibilities.
e The directors should report that the business is a going concern, with supporting
assumptions or qualifications as necessary.

This responsibility extends to interim and other price-sensitive public reports and reports to
regulators as well as to infoermation required to be presented under statutory obligations,

Main Principle C.2 — INTERNAL CONTROL

The Board should maintaln a sound system of internal control to safeguard shareholders’
investment and the company assets

All directors arc culpable in relation to bath the Reading Incident and issues relating to distress
and impairment

The Turnbull Guidance suggests means of applying this part of the Combined Code. This is discussed
below

Under Code Provision C.2.1, a company’s Board had to report in its Financial Statements {i.e "at
least annually” “and should report o shareholders that they had done se ") that they have
conducted a review of the effectiveness of the system of internal controls, The review should cover



The Combined Code on Corporate Governance (2006}
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Whilst recognising the obligation to announce. the Disclosure and Transparency Rules do allow an
announcement to be delayed if the delay is not so as to prejudice the legitimate interests of the
company, as long as the public will not be misled and the company can ensure the information
remains confidential. It is perfectly reasonable to delay an announcement if there is a need to clarify
a situation but in the spirit of Listing Principle 4, if a company is unwilling or unable to make an
announcement then suspension of trading may be appropriate

Disclosure and Transparency Rule 2.5.2 provides guidance including that investors understand that
some information must be kept confidential until developments are at a stage when an
announcement can be made without prejudicing the legitimate interests of the company

Other sanctions for breaches relating to the disclosure of information to the market, that may be
imposed by the FSA are public censure or fines imposed on any director who was knowingly
concerned in the breach.

— e

The Reading Incident was significant in terms of the size of the identified impairment, the
weaknesses in the firm's internal contrals, senior responsibility and culpability, reputational risk
and the risks of litigation and sanction
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¢
The UK Listing Rules and Principles, and the Disclosure and Transparency
Rules

. igations lo make
The Disclosure ang Transparency Rules conlain provisions relating to the obligation

: Regulatory
snnouncements to the Stock Exchange  In this regard an issuer [company| must T ah d':PC”V
: |
Information Service [Stack Exchange as soon as possible of any mside information, wig
concerns the issuer

Inthis regard the tost is

. is of
. Whether the information is likely to be used by a reasonable investor as part of the basis

his investment decisions, and )
1 Would therefore be likely to have a significant effect on the price of the company’s shares

In assessing materiality, FSA /UKLA guidance is that it Is nat possible to reduce "the significant
effect” requirement to a fixed percentage {i.e. no 10% or 5% rule), and the significance of any likely
price change will vary from issuer to issuer. This in turn will depend on the market's attitude to the
1ssuer, the circumstances and the sector of the issuer.

Shares of financial services companies in the UK became highly volatile from Summer 2007. On 19
March 2008, HBUS shares were shorted. n the second half of 2007 Northern Rock and Barclays
also experienced “trash and cash” cvents, There is no doubt whatsoever that disclosure of the
Reading incident would have had a significant eftect on the HBaS share price

The Listing Principles ensure that listed companies pay due regard 1o the fundamental role they play
n mantaining market confidence and ensuring fair and orderly markets. The Listing Principles assist
hsted companies in identifying their obligations and responsibilities under the Listing Rules,

Listing Principle 2 encompasses the need for adequate procedures, systems and controls in relation
to the timely and accurate disclosure of information to the Stock market. Timely and accurate
disclosure of information to the market is a key obligation of listed companies,

Listing Principle 3 provides

A Iisted company must act with integrity towards holders and potential holders of its histed equity

securities
And Listing Principle 4 provides

A Inted company must connunicate information to holders and potential holders of its isted
equity securtties [shares]in such @ woy as to avard the creation or continuation of a folse market in
such listed eqguity securities

-




RESTIICTED STATEMENT SALLY MASTERTON
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Measure of Compensation

Section 90 provides that a defendant is liable to compensate the claimant for ioss he has suffered in
respect of the securities as a result of the misstatement or omission, However, FSMA does not
outline the measure of damages, nor is it the subject of any direct authority. There is much debate
on whether the appropriate measure is that in the tort of deceit (which would enable recovery of all
losses which have flowed naturally from acquiring the securities) or the tort of negligent
misstatement (which would confine damages to the consequences of the statement being false or
misleading)

Issuer Liabliity Rules

Section 90A of FSMA, which came into force on 20 January 2007, carries a fraud test but it imposes
liability on the issuer and not the directors {or anyone else}, except for liability to the issuer.

p——

Under section 90A of FSMA, an issuer is liable to compensate a shareholder who has acguired
| securities and suffered loss as a result of an untrue or misieading statement in a report required
| by the DTR 4 or an omission from such a report (or preliminary statement to the extent it

Il . . ¥ . . .
| contains the same information). However, the issuer is anly liable if a director

Knew or was reckless as to whether it was untrue or misleading;

| [ ]

1 * Knew the omission to be a dishonest concealment of a material fact.
|

|

The exemption from liability does not extend to civil penalties or criminal offences.
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Information requirements

n-that iﬁvcstors and their aduaser:
: infermed |

_ of making an in

reasonably require, and would reasonably expec ’ and prosoeﬁfv of the |

assessment of: the assets and liabilities, financial position, profits e, ddition llJ any other |

B E .
issuer of the securities; and the rights attaching to those secyrities, This 1511

specific infarmation required by the relevant Listing Rules or the FSA !

Under FSMA Prospectuses must contan all informatio
t, for the purpose

; ring particulars or @ |
FSMA further prowdes that an issuer must publish supplementary lisiing | ) |
hange affecting any |

supplementary Prospectus n circumstances where there 15 4 “significant ¢ tler arises”
. : i w matier aflses
matter” contained in the isting particulars or Prospectus or where & SIE"'i'E‘*_nt e

Persons responsible may include:

» The issuer of the securities i.e. the company;

s Each director at the time that the Prospectus was published;

« Any person who accepts, and is stated in the listing particulars or Prospectus as aC
responsibility for the contents;

o Any person not falling within any of the categories above who
Professional advisers, such as investment banks and accountancy firms, may fall within this
latter category, but will not be "responsible” for the listing particulars or Prospectus if they
have simply given advice as to its contents.

cepting,

has authorised the contents.

Potential claimants

A claimant who has acquired or contracted to acquire securities need only demonstrate that he has
suffered loss as a result of the misstatement or omission  He does not need to show that he relied
on the misstatement in the listing particulars or Prospectus in making the acquisition. it is sufficient
that the market price was affected and led to the claimant suffering a loss.

This is functionally equivalent to the “fraud on the market” doctrine in US securities law. The fraud
on the market doctrine assumes that where securities are traded in an efficient market, ail public
information is reflected in the market price. The US courts will therefore presume that a claimant
relied on the alleged material misstatements or omissions when making the decision to trade in the

securities.

Section 90 is also considered to extend to after-market buyers (that is, secondary buyers of
securities that have already been issued and subsequently traded by the original subscriber).



DISCLOSURE

Issuer Liability

SECtion.QO of the Financial Services and Markets Act 2000 (FSMA) makes any person who is
responsible for listing particulars and Prospectuses liable to compensate a person who has:

* Acquired or contracted to acquire securities to which the listing particulars or Prospectus

applies; and

» Suffered loss as a result of either:

o any untrue or misleading statement in the listing particulars or prospectus; or

the omission from the listing particulars or Prospectus of any matters required to be
included by FSMA.

O

Whether a statement is “untrue” or “misleading” is a question of fact, which will be judged
objectively. Although FSMA does not make the point explicitly, the time at which the truth or
accuracy of the relevant statement is to be tested appears to be the time when the listing particulars

or Prospectus is published.

Section 90 does not cover misstatements or omissions in an issuer’s periodic financial disclosures
(for example, annual and half-yearly reports and accounts), or in information published to the
market by means of a recognised information service: these are both subject to the compensation

R o

regime in section 90A of FSMA.

' The Prospectus Rules require 2 prospectus to contain a declaration by the directors of the issuer |

!
{ B
. [} that to the best of their knowledge, information contained in the Prospectus is in accordance with |

—

L the facts and contains no omission likely to affect its import.

There are penalties for knowingly being concerned with a contravention of the Listing and

Prospectus Rules, and in particular in relation to section 90.

section 397 FSMA additionally makes it a criminal offence for any person who knowingly o
lce or misleading statement, promise or forecast, or dishonestly conceals any

makes a {3
her person to enler an investment transaction or

reckie
fact for the purpose of mducing anot

maler
refrain t doing so



DIRECTORS’ LIABILITY FOR FINANCIAL STATEMENTS
Directors’ Statutory Duties

The Companies Act 2006 introduced a statutory statement of directors' duties that replac?d many
existing common law and equitable rules. The general duty was replaced by a duty to actin the way
that the director considers, in good faith, would be most likely to promate the Success of the
company for the benefit of its members as a whole

Prior to 2007 directors' liability for companies’ accounts could arise under:

* The Companies Act 1985 (1985 Act):

* The UK Listing Authority's Listing Rules and FSMA {both civil and criminal liability);

= The general law - misrepresentation, deceit and negligent misstatement {civil liabilities to
third parties, plus possibie criminal liability);

¢ Directors’ duties owed to the company under the common law.

Liability of directors to persons other than the company may be restricted by the Capro decision in
the same manner as it is for Auditors.

The 2006 Act changed the regime and introduced a statutory regime for directors' liability for
inaccurate statements or omissions made in the Directors' Report, including the business review,
Directors’ Remuneration Report and Summary financial statement.

However in respect of these, a director is only liable to compensate the company for any loss

suffered as a result of an untrue or misleading statement or an omission of anything required to be
in the reports if the director:

* Knew or was reckless as to whether the statement was untrue or misleading; or
» Knew the omission to be dishonest concealment of a material fact.

C
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7 Anapproved person performing a significant influence function must take reasonable steps to ensure that
the business of that firm for which he/she is responsible in his/her controtled function complies with the

regulatory requirements imposed on that business.

{ In considering the Reading incident and events subsequent to fuly 2007 in relation to the non
| disclosure of, and provision of misteading information to shareholders and the market, the

| standard of conduct that was expected, required and obligated by the approved persons, there

L_h:ibeen material breaches of the applicable Principles.




APPROVED PERSONS

Non compliance with these regulatory requirements could result in the FsA taking enforcement

action against the approved person.

The Principles for approved persons mirror those that apply to the authorised firm

The FSA Principles for Approved Persons
An approved person must act with Integrity in carrying out his/her controlled function
An approved person must act with due 5kill, Care and Diligence in Carrying out hisfher tontrolled functign

3 Anapproved person must observe proper standards of market conduct in carryi

in
function YIng out his/her controlley
SA and with other regulators in an open and co-operative way

An approved person must deal with the F
rmation of which the Fsa waould reasonably expect notice

3
and must disclose appropriately any info
5  Anapproved person performing a significant influeng e bunction must tahe feasongble stepy 1 ensure thay
or which he/she 15 iesponsible 1n hs/her contyolied tunction » organised

so that it can be controlied elfectively

Clion must exercise due skiil, care and diligence

bt An approved person performing a signihicant influence fun
th managing the bustness of that frm for which he/she 1 responsible in hiy/hgy tontrolled tunctipn



Inaccurate, false or misieading information

Rule 15.6.1 states that a firm must take reasonable steps to ensure that all information it gives to
the FSA in accordance with a rule in any part of the Handbook (including Principle 11), is; {1)
factually accurate or, in the case of estimates and judgments, fairly and properly based after
appropriate enquiries have been made by the firm, and (2) complete, in that it should include
anything of which the FSA would reasonably expect notice

I a firm becomes aware of, or receives information to the effect that it has or may have provided
the FSA with faise, misleading, incomplete or inaccurate information, it must notify the FSA
immediately. This notification must include details of the information which is incorrect, an
explanation why such information was provided and the correct information. If it is not possible to
submit the correct information at that time, it must be submitted as soon afterwards as possible. It
is worth noting that section 398 FSMA makes it an offence for a firm to knowingly or recklessly
provide the FSA with information which was false or misleading in a material particular in purported
compliance with the FSA's rules or any other requirement imposed by or under the Act.

Failure to Notify

Failure to notify altogether or even a delay in notification will amount to a regulatory breach and as
such disciplinary action could be taken by the FSA. Failure to notify not anly constitutes a breach of
one or more rules in Chapter 15, but also invites investigation as to whether or not a firm is
conducting itself using inadequate arrangements, systems and controls. In addition, the FSA will be
interested in the apportionment and oversight of the controlled function far which notification to

the FSA is responsible

in considering the Reading Incident and events subseguent to July 2007 in relation to {1) the non
disclosure of, and provision of misleading information to shareholders and the market and (2) the
standard of conduct that was expected, required and obligated under the Principles for Business

there has been material and fundamental non compliance by HBoS.




Matters having a serious regulatory impact

if it becomes aware. or has
red, may have occurred

Rule 15 3 1 states that a firm must notify the FSA immediately
information which reasonably suggests, that any of four situations has 0Ccuf
or may occur in the foreseeable future These include

ct on the firms reputation,

financial consequences to the

¢  Any matter which could have a significant adverse impa
o Any matter in respect of the firm which could result in serigus
financial system or to other firms.

al supervisory contact at the FSA by

immediate notification means that a firm should notify its usu
tten notification.

telephone or by other prompt means of communication, before submitting a wri

Fraud, errors and other irregularities Rule 15.3.17

This rule states that a firm must notify the FSA immediately if one of the following events arises

and the event is significant:

(1) 1t becomes aware that an employee may have committed a fraud against one of its

customers; or
{2) 1t becomes aware that a person, whether or not employed by it, may have committed a

fraud against it; or
{3) 1t considers that any person, whether or not employed by it, is acting with intent to

commit a fraud against it; or
(4) 1t identifies irregularities in its accounting or other records, whether or not there is

evidence of fraud; or
{5} 1t suspects that one of its employees may be guilty of serious misconduct concerning its

honesty or integrity and which is connected with the firm's regulated activities or ancillary
activities.
Whether or not a matter is significant is dependant upon the size of any monetary loss, the risk of
reputational loss to the firm and whether the incident reflects weaknesses in the firm's internal

controls.

T e -
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|
I
|
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Caommunications with cents - A firm must pay due regatd to the information needs of ity clients and
communicate infarmation to them in a way which iy tlear fair and nor musleading

Conflicts of interest - A firm must manage conflicts of interest fairly, bath between itself and its customers,
and between a customer and another client.

Customers: relationships of trust - A firm mus! take reasonable care to ensure the suitability of its advice
and discretionary decisions for any customer who is entitied to rely upon its judgement.

10, Clients’ assets - A hrm must arrange adequate protection for clients’ assets when it 1s responsible far them

Relations with regulators - A firm must deal with its regulators in an open and co operative way and must

11
disclose to the FSA anything relating to the firm of which the FSA would reasonably expect notice

Breaching a Principle makes a firm liable to disciplinary sanctions. The Principles are also relevant to
the FSA’'s powers of investigation and intervention. (Note: The Principles do not give rise to actions

for damages by a private person.)

Principle 11: Communication with the FSA

Principle 11 dictates that “A firm must deal with its reguiators in an apen and co-operative way,
and must disclose to the FSA appropriately anything relating to the firm of which the FSA would

reasonably expect notice.”

[The notification requirements of the FSA are set out in Chapter 15 of the Supervision Manual of the

FSA Handbook. )

Communication with the FSA in accordance with Principle 11 includes:

» Any significant failure in the firm's systems or controls, including those reported to the

firm by the firm's Auditor;

= Any action which the firm proposes to take which would result in a material change in its

capital adequacy or solvency.

The timescale for notice under Principle 11 is very much dependent upon the event, although the
FSA expects the firm to discuss relevant matters with it at an early stage, before making any internal
or external commitments. Notification under Principle 11 may be given orally or in writing, although

the FSA may request written confirmation of a matter.




ROVED
The ESA’s PRINCIPLES OF BUSINESS AND PRINCIPLES FOR APP

PERSONS

i Frinciples with
HB0S and its directors materially and fundamentally breached the majority of a
regard to the Reading Incident and events subsequent to July 2007

jectives
The Financial Services and Markets Act 2000 {FSMA) gave the FSA four statutory obj

Market confidence: maintaining confidence in the financial system,

Public awareness: promoting public understanding of the financial system,

Consumer protection: securing the appropriate degree of protection for consumers; and
The reduction of financial crime: reducing the extent to which it is possible for a
be used for a purpose connected with financial crime

I SV S

These objectives are supported by a set of principles of good regulation, which the FSA was

compeiled to have regard to when discharging their functions.

The FSMA empowered the FSA with sufficient authority foritto regulate the financial services

industry.

PRINCIPLES FOR BUSINESS

The Principles for Business are contained within the FSA’s four statutory objectives. There are 11
Principles, which are general statements of the main regutatory obligations that apply to each
authorised firm. The Principles set out in simple terms the high level standards that all firms must

meet.

Contravention of one or more Principles of Business results in Enforcement Action.

Eleven Principles of Business
1. Integrity - A firm must conduct its business with integrity.
2. Skill, care and diligence - A firm must conduct its business with due skill, care and diligence

3. Management and control - A firm must take reasenable care to organise and control its affairs responsibly
and effectively, with adequate risk manageme nt systems,

4 Financial prudence - A firm must maintain adequate financial resources
5 Market conduct - A firm must observe proper standards of market conduct.

6 Customers’ interests - A firm must pay due regard to the interests of its customers and treat them fairly

business to

@
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SECTION SIX: DIRECTORS’ DUTIES AND OBLIGATIONS

Thlfr section provides information relating in general to Directors’ statutory, regulatory and other

duties, with particular regard to areas where there have been material violations, non compliance
and breaches. It is provided for awareness purposes to aid a better understanding for those who

may not be familiar with the relevant statutes, law and regulation

Detai : . .
eta:le‘d rewdence relating to actual or potential breaches and violations is provided elsewhere,
where it is most appropriate to report.

OBLIGATIONS TO SHAREHOLDERS

Pnder statue and regulation, listed companies are required to disclose certain business and financial
information to shareholders and the market at regular intervals. This information should “present a
balanced and understandable assessment of the company’s position and prospects”.

In particular, the board of directors has a dutv_tb prepare an Annua_l_l-iepon and Accoun.f..s, which |

must be sent to all shareholders. The Accounts (financial statements} must give a true and fair |
view of the financial position of the company and be subject to audit.

Under the Combined Code on Corporate Governance, companies must also disclose corporate
governance arrangements, which include a description of the main features of the internal control
and risk management systems in relation to financial reporting.

Aithough there are no explicit obligations resting on companies to disclose the occurrence of fraud
to shareholders and the market, companies must notify a Regulatory Information Service (i.e. the
Stock Exchange and Listing Authority) as soon as possible about any inside information which
directly concerns it which would be used by a reasonable investor as part of the basis of their
investment decision and therefore is likely to have a significant effect on the price of the company's
shares if made generally available. This could include significant and/or material frauds. The FSA

under its statutory obligations will provide counsel on the balance that may need to be struck
s receive accurate financial information about the company and the

between ensuring shareholder
before the circumstances of the fraud have been fully

risk of reporting a corporate fraud too soon,
investigated.

Cc;mp;nies r;;st c;;ﬁ::mcdte infnrmatioﬁ molders and potential holders of its listed equity |
securities in such a way as to avoid the creation or continuation of a false market in such listed |
accordingly, publication of misleading, false or deceptive information is |
take all reasonable care to ensure that any notifications made to a

eguity securities.”
prohibited and a company must

RIS are accurate and compiete.
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Affect on Financial Statements

There is alsg the case where there are consequential affects on the Audit Opinion and / or any
subsequent financial statements.

THE FCA’S REVIEW INTO THE COLLAPSE OF HBoS

The recent Parliamentary Commission's Fourth Report reiating to the Faflure of HBoS was based on
work conducted as part of the Commission’s consideration of banking standards and culture. 1o form
part of the Commission’s Final Report. However given the seriousness of the issues raised and to
shape the agenda for the F5A’s forthcoming report following criticism by the Treasury Select
Committee of the FSA report on RBS, it was decided to report separately on the failure of HBoS. The
terms of reference for the Panel’s review therefore directly reflected the overali remit of the
Pariiamentary Commission on Banking Standards.

The Treasury Commission panel who reported on the failure of HBoS required the FSA to carry out a
comprehensive assessment to expand on themes identified by the Commission’s work. Specific
requirements refating to matters to be included in the scope of the FSA's review were conveyed to
the FSA, and are set out in the Commission’s Report. These mainly relate to the FSA's conduct.

The FSA’s Summary Board Minutes of 5 September 2012, discuss the approval of a paper proposing
the scope of the FSA's review of HBoS. it was agreed that to the extent the review took account of
factual input from auditors {KPMG) then the role of the auditors would be considered in that context
but the review would not assess the work of the auditors nor seek to opine on the relevant
accounting standards and their application (on the basis that the FCA does not regulate auditors).

The FRC has indicated that it will consider investigating the role of KPMG as Auditors of HBoS once
the PRA’s report into the failure of HBoS is available. Under the FRC's powers it will launch an
investigation if there is evidence to suggest that the financial statements were misieading, and there
were deficiencies in the audit. Surprisingly until the PRA's report 1s made available, the FRC have
stood by the statement made to tha Treasury Select Committee in 2009, that the FRC's enquiries

had not shown evidence of Audit failure

Of concern in this is that the conduct of KPMG as Auditars was out of scope of the FSA/PRA's
inquiry This is quite right given in this respect the FRC are the correct regulating authority. The
dependency then on the PRA to provide preliminary evidence of misconduct or failings by KPMG,
would appear a false premise to make It would appear that there is a significant under-lap

ambiguity



unctions, when due 0

In assessing materiality, a matter is of material significance to 3 regulator’s f _
vestigation by the

gither its nature or potential financial impact, it is fikely of itself to requirein

regulator
port then it

statutory duty to make a ré
te action by

where an Auditor conciudes that a matter does give rise to 3 '
hich will facilitate appropria

must be done as soon as practicable in a form and manner w
the regulator.

. = - —— — = g = N -...—— - ---e
Where the matter is one that casts doubt on the integrity of those being charged with governanc
or their competence to conduct the business of the regulated firm, the Auditor must report

without informing those in governance in advance it e

The precise nature of matters that give rise to a statutory duty to report vary. In general however,

such a duty arises when the Auditor becomes aware that:

« The regulated entity is in serious breach of:
Requirements to maintain adequate financial resources; of
Requirements for those charged with governance to conduct its business in a
sound and prudent manner.
e There are circumstances which give reason to doubt the status of those charged with
governance or senior management as fit and proper persons.

Where a statutory duty to report arises the Auditor is required to report regardless of whether the
matter has been referred to the regulator by other parties including the company or those charged
with governance, and regardless of any duty owed to other parties, including the shareholders. J

Auditor’s Right to Report

Where a matter does not give rise to a statutory duty to report but nevertheless may be relevant to
the regulator’s exercise of its functions, the Auditor still has a right to report direct

in such instances the Auditor advises those charged with governance that in the Auditor’s opinion
that the relevant matter should be drawn to the regulator’s attention. Where those charged with
governance do not properly inform the regulator within a reasonable period then the Auditor must

report direct to the regulator as soon as practicable.



appropriate enquiries have been made by the firm: and (2) complete, in that it should include
anything of which the FSA would reasonably expect notice

t a firm becomes aware of, or receives information to the effect that it has or ;nay have provided

the FSA with false, misfeading, incomplete or inaccurate information, it must notify the FSA
immediately

This notification must include details of the information which is incorrect, an explanation why such
information was provided and the correct information. If it is not possible to submit the correct
information at that time, it must be submitted as soon afterwards as possible. It is worth noting that
section 398 FSMA makes it an offence for a firm to knowingly or recklessly provide the FSA with
information which was false or misleading in a material particular in purported compliance with the
FSA's rules or any other requirement imposed by or under the Act.

Failure to Notify

Failure to notify altogether or even a delay in notification will amount to 3 regulatory breach and as
such disciplinary action could be taken by the FSA. Failure to notify not only constitutes a breach of
ane or more rules in Chapter 15, but also invites investigation as to whether or not a firm is
conducting itself using inadequate arrangements, systems and contrals. In addition, the FSA will be
interested in the apportionment and oversight of the controlled function for which notification to
the FSA is responsible.

AUDITORS' RIGHT AND DUTIES TO REPORT DIRECT TO THE FSA
KPMG aligned themseives with HBoS and lost independence

Auditors’ Statutory Duty to Report Direct

Under their risk-based approach to supervision, the FSA relied heavily on the audit profession for the
provision of audited financial information or other information that comes to the auditor's attention
in the normal course of their audit work.

Auditors have a duty to report direct to the FSA under the FSMA on matters that may be of material
significance ta the FSA in relation to the company being audited.



MONEY LAUNDERING SUSPICIONS

Strong evidence of money laundering became apparent in early 2007 yet no Sustous.Amwt-v
Reports have ever been raised, suspicions have not been reported to the Serious Orga_nls\f-'d crime
Agency and have not been reported to the F5A, by HBoS, KPMG or the relevant investigating
accountants and Insolvency Practitioners.

Deloitte should have identified evidence of highly suspicious transactions strongly indicative of
money laundering in course of the s166 investigation.

The Reading Incident was reported to the FSA in March 2007 and the FSA was later given a copy of
the July 2007 Group Credit Report. However the Reading Incident was reported as being a control
issue relating to a single employee. The FSA was deliberately misied. ‘ —

Preventing financial sector firms being used for a purpose connected with financial crime is one of
the FSA's four statutory objectives. The FSA take this objective extremely seriously. They consider
detection and prevention of financial crime as being a board level issue. Financial crime, including
money laundering has been identified as one of the major threats to confidence in UK markets.
Maintaining confidence in the financial system is also one of the FSA's statutory objectives.

If suspicions of money laundering and the true extent of the Reading Incident had been properly
reported to the FSA in 2007 then it is unlikely that the FSA would have approved the Base! Il
Advanced IRB Approach for credit risk capital.

PROVISION OF INACCURATE, FALSE OR MISLEADING INFORMATION TO THE FSA

serigus criminal

e Senibr executives and diré_ctors of H'B'oS and KPMG ha;é m;rhmd
offentes under the Financial Services and Markets Act 2000

» Itis a criminal offence to knowingly provide information to the FSA, which is false or !
misleading in respect of an issue that is not immaterial, Concealing or failing to disclose
important information, is deemed to be misleading.

HBoS continued to deliberately mislead the FSA in relation to impairment, loss, capital
adequacy and the Reading incident, for an extended period. KPMG is complicit.

A number of offences under s398 have been committed relating to the non disclosure of the Reading
Incident to the FSA including the misreporting of the situation, and the non disciosure of other
essential information, affecting the Rights issue and the acquisition by Lloyds TSB.

Rule 15.6.1 states that a firm must take reasonabie steps to ensure that ali information it gives to
the FSA in accordance with a rule in any part of the Handbook {inctuding Principle 11), is; {1)
factually accurate or, in the case of estimates and judgments, fairly and properly based after



2007/8 ARROW Risk Assessment

.5j rk had
The FSA issued their ARROW Letter on 22 April 2008 (Draft in March 2008). The on-sité WO
been conducted in November and December 2007.

. . t the
Despite approving the Advanced IRB approach waiver the FSA were clearly concerned abo;l -
risks the Corporate models presented. “The potential impact of a serious foilure in the calct
of Regulatory Capitol is severe.”

Whilst appreciating the normal scope of an ARROW assessment, it is difficult to understand that 'rn

carrying out a full ARROW assessment during November and December 2007, when the syndication

and securitisation markets were closed, the wholesale markets had tightened, the financial crisis was

deepening and given the FSA's concerns in refation to the high risk nature of Corporate’s portfolio,

the FSA did not make due inquiry as to distress, valuations and credit risk relating to that portfolio. s

‘_;‘

in relation to Provismﬁing, the FSA reﬁed on a review conducted by Group Risk and KPMG. The
Reading incident had been investigated during 2007 and by the end of the year significant

Provisions had been raised, and subject to audit by KPMG. In this regard it must be concluded that |
Group Risk and KPMG deliberately misled the FSA, ,

The ARROW letter does comment that in relation to syndicated and leveraged loans, the FSA would
be reviewing those portfolios and their impact on the capital position. Either that review had not
been undertaken by 19 June 2008 or the FSA did not act on the findings prior to the publishing of the
Rights Issue Prospectus on 19 June 2008.

The ARROW letter also comments that the FSA would be heavily monitoring credit risk and
provisioning in view of HBoS" substantial exposure to the risks of 2 UK downturn. Again it has to be
questioned what monitoring was undertaken prior to the Rights Issue Prospectus being published.

ARROW letters and RMPs are required by Auditors. There are many issues raised in the April 2008
ARROW letter and RMP. It is extremely concerning that KPMG chose to cantinue their stance of not
complying with their reporting obligations to the £SA.

It should be noted that throughout 2008 KPMG were heavily involved at HBoS given their role as
Auditors and Reporting Accountants, and in view of the deepening financial crisis and its affects on
HBoS. They were in regular receipt of the monthly CRC reports and were in close contact with senior
executives.
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DUTY TO REPORT TO THE FSA

Those charged with governance chose not to report truthfully to the FSA and have condoned
suspected money laundering associated with the Reading Incident.

HBoS did not report suspected money laundering offences or fraud to the FSA, despite evidence
that was available that gave rise to reasonable suspicion

Companies in the financial services sector must notify the FSA immediately if one of the following
events arises and it is significant:

1) It becomes aware that an employee may have committed fraud against one of its
o ‘ customers;

2) Itidentifies irregularities in accounting or other records;

3) It suspects one of its employees may be guilty of serious misconduct connected with its
regulated or ancillary activities. {HBoS reported item 3 in relation to Lynden Scourfield.)

Whether or not a matter Is significant is dependant upon the size of any monetary loss, the risk of
reputational loss to the firm and whether the incident reflects weaknesses in the firm's internal
controls.

PR _— e ——

It was impossible for Lynden Scourfield to operate as a “sole rogue banker”. There were other

HBoS employees involved and there is evidence available to substantiate their suspected criminal

involvement |
b". L - — |

At the time of Andrew Scott's and David Miller’s investigations in 2007F"Mark Dabsorand Stevellll

{ Gutlon were strongly suspected as having direct inuolvemeﬁ together with Lynden Scourf‘ eld.

Suspicions were not reported on SARs and were not reported to the FSA. They, and others,

remained employed by HBoS, they retained their Reading and London portfolios and they remained

in key roles in the management of Reading Incident cases, and were able to influence decisions in

relation to Reading Incident cases. Mark Dobson was arrested in 2011 and subsequently charged.
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of Regulatory Capital is severe.”

Whil t appreciating the normal scope of an ARROW assessment, it is difficult to understand that in
carrying out a full ARROW assessment duning November and December 2007, when the syndication
and secuntisation markets were closed, the wholesale markets had tightened, the financial crisis was
deepemng and given the FSA’s concerns in relation to the high risk nature of Corporate’s portfolio,
the F5A did not make due inquiry as to distress, valuations and credit risk relating to that portfolio.

Pron g A relled tview conducted by Group Risk

( | be gated during 2007 and by the end of th

d be ed, and vubjact to audit by KPMG. in this regard T b t
Crau isled

The ARROW letter does comment that in relation Lo syndicated and leveraged loans, the FSA would
be reviewing those portfolios, and their impact on the capital position. Either that review had not
been undertaken by 19 June 2008 or the FSA did not act on the findings prior to the publishing of the
Rights 1swug Prospectus on 19 June 2008

The ARROW letter also comments that the FSA would be heavily monitoring credit risk and
provisioning in view of HBOS' substantial expusure 1o the risks of a UK downturn. Again it has to be
questioned what monitoring was undertaken prior to the Rights Issue Prospectus being published.

ARROW letters and RMPs are required by Auditors. There are many issues raised in the April 2008
ARROW letter and RMP. 1t is extremely concerning that KPMG chose to continue their stance of not

complying with their reporting obligations, to the FSA.

It should be noted that throughout 2008 KPMG were heavily involved at HBoS given their role as
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Prior to the Rights issue Prospectus being published on 19 June 2008, it was evident that the

amount of capital that was required was very substantial and in all likelihood HBoS was a gone
concorn.

THE ALTERNATIVES

In the circumstances outlined above, it might have been considered by the FSA, if they were
consulted, that withholding a Going Concern “qualification” in February 2008 was in the interests of
the shareholders. If the FSA deemed otherwise then the post Lehman Armageddon would have
happened in early 2008.

However the irrefutable evidence of Reading would have given no alternative but the necessity for a
Going Concern “qualification” given, the materiality of the impairment, the possibility of customer
compensation, reputational risk and the fundamental breakdown in internal controls. All of which
required disclosure.

In summary:

s Suspicious Activity Reports should have been raised by March 2007;

e Correct disclosure should have been made to the FSA in March 2007;

e There should have been a Stock Exchange announcement in July 2007;

e There should have been disclosure in the 2007 Interim Results, in which event the
directors could not make a Going Concern statement;

¢ It should have been disclosed as an Exceptional Item in the 2007 Annual Report and
Accounts;

¢ The Corporate Governance Statement should have had disclosure;

« Contingent Liability disclosures might have been necessary to cover potential litigation and
fines;
THUS

s KPMG would have no alternative but to give a Gaing Concern emphasis of matter
statement or qualification in the 2007 Annual Report and Accounts.
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SECTION SEVEN: AUDIT AND AUDITORS

re detail in Sections

Note: KPMG and its material failings and misconduct are considered in mo

Eight and Nine.
¥PMG have over a sustained period not acted wit objectivity and inde  of material
. i ; m
have adopted a position intrinsically aligned to that of the directors in sefious breac :’ -
; sio
regulatory and statutary matters, and with persistent and deliberate disregard of profes

h iniééntv,

standards T

idence about the amounts and disclosures in

give reasonable assurance that the
rial misstatement whether caused

An audit involves obtaining ev
the financial statements sufficient to
financial statements are free from mate

by fraud or error.

The Auditor’s primary role is to provide an opinion to shareholders on the

information provided by a company’s directors in its financial statements.

pendence. KPMG |

&
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Whether the financial statements ncluding the related notes give a true and fair
view

t

Whether the financial statements provide adequate disclosures to enable the
tntended users to understand the effect of material transactions and events on the
information conveyed in the financial statements.

To provide a true and fair view, financial statements must contain both critical and adequate
distlosure

THE FRAMEWORK

The purpose of audits is to provide greater confidence in information provided by directors through
a professional independent opinion on its truth and fairness.

An Auditor’s work is conducted under a framework of professional standards, covering auditing,
ethics and financial reporting, and of legislation and regulation.

Bank audits are extremely complicated and require specialised knowledge and a high degree of
technical ability. Knowledge is required of FSMA, The Listing Rules, The Disclosure and Transparency
Rules and the F5A’s rules and guidance as contained in its Handbook. It is unrealistic to expect
members of an entire audit team to have detailed knowledge of the FSA’s Handbook in particular,
however any individual team member's role must be sufficient in the context of that role to enable
them to identify situations, which may give reasonable cause to beliave that a matter of which they
become aware should be reported to the FSA.

FSMA makes provision for the right and duty of Auditors to report directly to the FSA in certain
circumstances. This is considered on page 53.

Auditors play an important role in financial markets, promoting confidence in financial information
provided by banks and other financial institutions.

The directors of banks are ultimately respansible for the information they present in annual reports,
and for the information on which Auditors report. This is an important point as the Auditor’s
responsibility for auditing only extends to information contained in the financial statements,



e Directors’ Remuneration Report

summary information taken from the financial statements and th
that 1s described as having been audited
o review it and check

g red t
tn relation to other information in the Directors’ Report, Auditors are requ!

it 15 consistent with the finanoial statements

THE CORPORATE GOVERNANCE STATEMENT

In addition to specific auditing requirements in relation to the director’s Corporate Governance
Statement, the Listing Rules of the FSA require listed companies to ensure that their Auditor reviews
each of the following statements required by the Listing Rules, before the Annual Report s

pubiished

The directors’ statement tn relation to Going Concern,
The parts of the statement by the directors that relate to the following provisions of the

Combined Code

o C1.1 The directors should explain their responsibility for preparing the financial
statements and there should be a statement about their reporting responsibulities;

o C2 1: The Board should conduct a review of the effectiveness of the group’s systemn

of internal controls, and
o €3.1to €3 7: Various matters relating to Audit Committees and Auditors

If. based on its review. the Auditor disagrees with the statement by the directors on Going Concern

or concludes that the Corporate Governance Statement does not appropriately reflect the
company's comphiance with the nine provisions of the Combined Code the Auditor reports that

under the heading “Other matter” in hus audit report.
However, the Auditor is not required to consider whether the directors’ statements on internal
control cover ali nisks and controls, or form an opmion on the effectiveness of the Broup’s corporate

governance procedures or its risk and control procedures.
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AUDITING STANDARDS
ddress basic princi
principles, core aspects, pssential procedures and
ements and the i I
e Audi:{\:’dlwr Certain Auditing Standards esta:‘ils:l
- 3 worllt. where it is particularly important th
nts are aligned The relevant Standard in "

rAl:diling Standards a
': :::?:,:,Z r::le audit of financial stat
e : :Jndrelatlon to specific a
e i |slors an'd users of financial sta

cope, identifies three areas as examples.

All
three are pertinent to the Reading tneident:

ancial statements and

Q. J « Going concern
« Th g '
. e Auditar's responsibility to consider fraud inan audit of fin
« Consid i
eration of [aws and regulations in an audit of financial statements

THE AUDIT OF BANKS
Auditors of banks are required to be aware of the specific regulatory requirememts. including capital
adequacy requirements, that apply t0 banks.
The Auditing practices Board published practice Note 19 relating 10 The Audit of Banksin the UK. I
was prepared with assistancé and advice from the FSA. practice Notes are issued 10 assist auditors
in applyIng auditing standards of general application to panicular circumstances and industries:
. practice Notesaré persuaswe rather than prescriptive put they are indicative of good practice and as
uch it would beé highly unusual, rticularly for the more technical subjects, for a1 Auditor 10 depart
from the guidance In 2004 PB updated jts PNs 10 reflect Internatlonal standards of Auditing
nd in 2006 PN q was revised nd first released aS onsultation draft in May 006. tis 00
ractice t0 c ence pserving the guidance contained ! PNs when consultation drafts are issue
pN19 was fi nalised in Januaty 2007.
i financial statements:
Itis 1mposslbi 1o audit € ry tra tion and jance that compile the. i taterme
i subjective 4 n planning an audit, Auditors
Additionally certain ite o based o" j Ly : _
<k b oach id are audit risk and applying audit tests
herefc'® ke - ; ge, or &v fidity of the financial
and rechniqueé pro i ' O et ' o (ysems cluding
ratements: N L biect to audt compliant
| cont ndc governa d will be suDF _
heir system® ded therefor be relie
r ng 35 ted and endes:
testing © ens
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hese
a% from 2006 T
APMG provided evidence in relation to thew responsitlity for specific audit are

were

*  Credn Quahty

*  Impairment

*  Going concern

*  HBasellangn

* Fraug

*  Regulation ang Superviuon

* Internal control ang (OIpOtate governance

ve
There were a number of prvotal developments in Carporste division from 2006 relatrve to the abo

* leveraged Finance

®  Jount Ventures

*  Cther growth

®  New internal rish ratings system
* Basel i Advanced Statuy

e "Discovery” ot Reading incident
*  Financial crisiy

RULES AND STANDARDS OF PROFESSIONAL CONDUCT

Auditors are bound by the Auditing Practices Board ("APB"} Fthucal Standard by the ICAEW Code of
Ethics and by the International Federation of Accountants Code of Ethis

The APB Ethical Standard 1 sets out the standards of integnity Objectivity and independence

Integrity 1s a pre-requisite for all those who act in the public interest Tothatend an auditor
required not to be affected or seen 1o be affected by conflicts of interest

Objectivity excludes compromese and gives fair and tmpantial consideration 1o all matters that are
relevant The auditor's Judgement must not be affected by conflicts of Interest

Independence is freedom from situations and relatonships, which make it probable that 3
reasonable and infarmed party would conciude that objectivity either 5 'Mpaired or could be

impaired.

Independence underpins the auditor's abjectivity and s fundamenta Lo the users of finang
Rancis
statements ]




KPMG have over a sustained period not acted with integrity, objectivity and independence. KPMG
have adopted a position intrinsically aligned to that of the directors in sericus breach of material

regulatory and statutory matters, and with persistent and deliberate disregard of professional
standards

APB's Ethical Standard 5 sets out standards retating to the provision of non-audit services to audit
clients. in 2009, KPMG was appointed Project Manager of the data room for Deloitte’s 166
investigation of the Reading Incident. KPMG had a material interest in the scope, direction and
outcome of Deloitte's investigations. KPMG was severely conflicted. KPMG may have frustrated
those inquiries and in particular in relation to their own knowledge, culpability and misconduct
KPMG had a material interest in concealing certain information from Deloitte and subsequently
Thames Valley Police

It is surprising that Delaitte did not report any concern ta the FSA that KPMG had a material

conflict in relation to their role as the investigation Project Manager ar what became Project
Windsor
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DISCLOSURE WITHIN FINANCIAL STATEMENTS

EXCEPTIONAL ITEMS
statements and

. ; . ial
Materiality is a fundamental concept of auditing. In the context of financia , A . T
: ission
particulars, information is material if its misstatement (which, includes omissiony,

: ial information.
the economic [investment] decisions of users taken on the basis of the financial

: use of their
Under International Financial Reparting Standards, items that are material either beca e as
size or thewr nature, which are derived from the ordinary activities of the business are cc:
s
Exceptional Items and thew nature and amount must be disclosed in financial statemen

' rlyin
The separate reporting of Exceptional Items helps provide a better picture of a company's underlying

performance and the factors that have affected performance

Tolerances

Reporting materiality can be separately or together, quantitative or quahtatve Qualitative
disclosure should be thought of in the context of an important disclosure that 1s omitted from the
financial statements, as was the case in relation to the Reading Incident, and as hinted by Peter

Hickman.
Materiality is a matter of judgement. When applying a quantitative measure, one of the practised
methods is to use a percentage benchmark. In relation to Profit & Loss Account items, one of the

percentages that might be used is 5% of net income from continuing operations. As explained
above the tolerance of shareholders and investors would be very low, if not zere, in relation to the

Reading Incident.



Ignuring the serious qualitative issues that would give rise to zero tolerance, Peter Hickman's
incorrect arbitrary 5% is illustrated in the table below. The table also demonstrates the material
impact the Reading Incident cases had on Corporate {and Group} impaired Lending.

Note In February 2008 the total Impairment Prowvision relating to the Reading incident was estimated to be
€.£800m {current estimote based on known cases: c.£1bn).

[The calculation of the PRL impairment Charge v a net movement |

2007 2006 2005

[ 1] f'm £'m
impairment Charge [P&L)
Group 1.7
Corporate & International
J Group Underlying Profit before Tax 5708 5537
Corporate Underlying Profit before Tax 2320 1776
Arbitrary 5
285
116
Group impaired Gross Lending 10,547 8,759
Increase in Group impa:red Lending 1,788
Corporate Impaired Gross Lending 3,165 1,720
Corporate With No Loss 1648 557
I Corporate With Loss 1517 1163
| Increase in Corporate Impaired Lending 1,445
Increase in Corporate With No Loss 1,091
. Analysis of Group Impaired Lendin
4 Up to 3 months 1,552 779
3 10 6 months 2993 2,425
6 months to 1 year 2.150 1,957
Greater than 1 year 1613 1410
Recoveries 1,840 1,814
Possession 399 374

10.547 B,759
Analysis of Corporate Impaired Lending

Up to 3 months 1033 227
3 to 6 months 521 171
6 months to 1 year 645 572
Greater than 1 year 966 750

3,165 1,720

Total Impairment of Reading Cases: EST. Elbn
Note: The above Ageing Analysis shows an increase in under 6 months’ Group impaired Lending of £1.3bn and in Corporate
of £1.2bn




CONTINGENT LIABILITIES

: identification and
The external Auditor’s duties in relation to litigation and claims extends to the lc-i © of material
; . . i i S
disclosure of litigation and claims involving the entity, which may give rise to a fi

: inancial
muisstatement  Those that are identified, which may have a material effect of the f; In this regard
statements are required to be disciosed or accounted for in the financial statements.

. is i ant is the
there is no difference between actual or potential litigation and claims, what is import

probability of the liability and its materiality
T e i mote
There 15 no requirement to disclose contingent liabilities {pending litigation), which are r; -
i o
However contingent liabilities which are either prabable or possible must be descr.ibe.d (disc
the notes to the financial statements, including an estimate of the potential financial impact.

KPMG should aiso have assessed the impact of the Reading Incident on the financial statements
tn relation to any potential financial consequences, and whether there should be disclosure and /
or provision tn that regard, given it was known that Reading Incident Impairments should have

been disclosed as an Exceptional Item, This should have included an evaluation of:
|

* Potential fines, penalties, censure, damages and litigation;

* Breaches of laws and regulations;

* Adequacy of disclosure.

The impact from this perspective was aiso significant and adequate disclosure should have been
!

made.
|




MATERIAL UNCERTAINTY AND GOING CONCERN CONSIDERATIONS

fmphasiy ot matter paragraphs are contained in the Audit Opinion when there s or are matters
which the Auditor wishes to draw attention to  They are not audit quakifications They highlight
matters affecting the financial statements £ mphasis of Matter paragraphs are requited when there
15 a significant uncertainty the resolution of whit h 15 dependent upon future events and which may
atfect the financial statements However the Auditor i requited to add an emphasis of matter
paragraph to highlight a matenal uncertainty relating 1o an event or condition that may cast

significant doubt on the entity’s ability 1o continue A% 3 gOINE contern

As commented, technscally this 15 a “madification” rather than a *quahtation but users of hnancial
statements view Emphasis of Matter in relation to gong concern igsurs as being o qualtication and

refer 10 1t as such

Anything but a clean audit opimon can precipitate a run on @ bank or can have nther consequences
it 1s therelore vital where there are issues on which the Auditor requires 10 mase 3 qualitication or
modification to the audit opimon. then there 15 early dialogue with the Regulator so that the impact

of the situation may be managed

The Going Concern Concept

Going concern s a fundamental accounting concept that underlies the preparatson of inancial
statements of all UK companies. Under the Going Concern concept it s assumed 1hat & company will
continue in aperation and that there s neither the intention nor the need either to hguidate it or 1o

In simple terms this means that a company will continue operations for the

cease trading
erations for at least 12 months from

foreseeable future. and in particular will be able to ftund 1ts op
the date the financial statements are signed.

The Auditor is required to make its own assessment of the directors’ conclusion on Going Concern
if the Auditor concludes that a material uncertainty exists related to events of conditions that,
individually or collectively, may cast significant doubt on the entity's ability to continue 3s a Going

Concern, he 1s required to modify the Auditor’s report Even i the matenal uncertainty is explained
fully by the directors in the financial statements the Auditor is required to include an Emphasis of
Matter paragraph in fus report

Directors are required to consider the applicability of the Going Concern concept when preparing
annual and half-yearly financial statements, bu
advised not to} in the preparation of communications, which do not compnse financial statements

such as intenm management statements

t are not required to consider the concept {but are ili-
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A :::l;se impact of capital adequacy concerns on the confidence in 2 bank, this
o the vab ; the bank operating as 2 going concern, and the Auditor wil therefore \l
market risk, and ness of a bank's systems and controls for managing capital, liquidity CiL
5 assess the challenges of raising capital.
If an
y of these are flawed, capital adequacy will be affected




SECTION EIGHT: KPMG

P mise
onduct that there is evidence to support conflict of interest, COMPro

artiality

en negligent but their direct involvement in 3 number of material
ions regarding HBoS is fundamental and exposes them to claims in relation

1 ious dereliction of duty and breach of regulatory and statutory duties.

By February 2008, KPMG:

!

NEONER WL W N

Knew that the Reading Incident should be disclosed;
Knew that disclosure of the Reading Incident was potentially fatal for HBoS;
Knew that irrespective of Reading, there were serious Going Concern Issues attaching to

HBoS;

Knew that impairment and distress had been avoided;

Knew that Corporate risk rating models were flawed;

Knew that Stress Testing was flawed;

Knew that regulatory capital was overstated under Basel 1 and Il;

Would have sighted Main and Executive Board Minutes and Papers in which solvency,
business model and funding gap issues were raised;

Would have evidenced the changing risk profile of the Carporate portfolio into extremely
high value, highly speculative, narrow based deals;

Ought to have known that there were dysfunctional behaviours, operational risk and
distress within the Joint Ventures, Equities and Entrepreneur portfolios;

Xnew the risks attaching to the Commercial and Residential property markets, both of

which had been in decline from August 2007;
Knew that shareholders and investors were being deliberately misled;

Had no basis on which to give a clean Audit Opinion.

On 19 June 2008 (the date the Rights issue was published), KPMG ought to have known or knew

that there had been a material deterioration in impairment and stress, £4bn would be insulficient

and HBoS was a Goane Concern

And in December 2008, KPMG knew that Corporate’s stressed portfolio was at least £400n




AUDITOR LIABILITY TO THIRD PARTIES

KPMG not only failed to excrcise the degree of professional care and skill that was appropriate
but were complicit in the deliberate non disclasure of the Reading Incident, deliberate non
recognitian of distress and impairment and the deliberate understatement of regulatory capital

They have also concerned themselves in being party to deliberately misleading the FSA,
shareholders and investors

An external Auditor's liability is to the company and to the shareholders collectively for the
purposes of voting at the AGM.

Auditors are liable to third parties where they have constructive knowledge that a third party may
intend to rely on the relevant audited financial statements and that the third party may suffer
financial loss as a result of the Auditor's negligence.

It is important to emphasise that constructive knowledge must be proven. Auditors do not owe a
general duty of care to individual shareholders, or ta the public at large, who rely on the audited
accounts when making a decision to invest in the company (the Capro case.}

' The 2007 Annual Report and Accounts were signed off in contemplation of the Rights issue and
were a matenal part of the Rights Issue Praspectus. The 2007 Accounts and 30 June 2008 Interim

Fesults wera alsc Lontawed i the November 2008 Open Offer and Placing Prospectuses and Hoyds
TSB's Gircular.

KPMG will also have been involved in the Update Announcements to shareholders on 19 June 2008

and 3 November 2008. These were contained in Prospectuses in which KPMG were the Reporting
Accountants.

KPMG will a_dditlonallv have been invo_l;;ed in the 12 December ZOOé Trading Upd_ate andT?’w
December 2008 Supplementary Prospectus. These were materially misleading. The Navember |
CRC report was available by 17 December 2008.

. Of further toncern s how Lioyds TSB were able to conclude in their Supplementary Prospectus of
17 December 2008, that “The HBoS Trading Update is broadly consistent with the impairment
analysis conducted by Lloyds TSB as part of its review praocess in October 2008."
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CRIMINAL LIABILITY FOR AUDIT REPORT

ble.lf th.eil_knc-lwmgly or

Under Scction 507 of the Companies Act 2006, Auditors are criminally lia o
alse or

recklessly cause an audit report to include any matter that is materially misleading,

deceptive i e

Although the effective date for Section 507 was 6 April 2008, the provision would have been known

by KPMG at the time the 2007 Audit Report was signed on 27 February 2008. The announcement of
the Rights Issue was on 29 April 2008 and the 2007 Annual Report and Accounts contained the latest
financial statements, which formed part of the Prospectus. KPMG were the Reporting Accountants.

of the Lloyds TSB Circular and the HBoS and |
d again the latest audited information “ i
rting Accountants in

The Rights issue Prospectus also formed a material part
Lloyds TSB Prospectuses relating to the acquisition of HBoS, an
that was available were the 2007 financial statements. KPMG acted as Repo
relation to HBoS' Open Offer and Placing Prospectus in connection with the acquisition by Lioyds

TS8.

Confidence in the ca.[;it_ai adequ_aﬂ f;mework and_K-PMG's Golng Concern opini
considerations of HBoS' shareholders and users of their financial statements. None more 50 Was

this relevant than in relation to the 2008 Rights issue.

on were key

The FSA approved the Advanced IRB Approach waiver on 2 highly conditional basis in relation to
Corporate. In fact in an ideal world the FSA would not have approved the waiver as Corporate did
not have reliable models or data. KPMG would be fully aware of the situation.

[ kPMG would similarly be aware of the import shareholders an?il:sers of the ian_ar;c-i;l stat-emeﬁts
| would attach to Corporate Governance and knowledge of the Reading Incident.

‘:—
KPMG were aware of the Rights Issue prior to signing the 2007 Audit Opinion in February 2008. This

should not have caused the audit to be more or less diligent. However KPMG would fully

understand the import attaching to their Audit Opinion in this regard and later in relation to the

Government assisted takeover by Lloyds TSB.

The Ll_ofds 758 shareholders would have attached great |mpor_t to knowledge reI;-t.i'r‘E to the
Corporate stressed portfolio, which was c.£40bn as at 30 November 2008. Additionally full
disclosure of the Reading Incident would have been a critical factor when voting and / or

investing.

I —————— —
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regulatory capital were
| the outsat

Impairment and Distress

ot misstated o.r coﬁld otherwise
KPMG failed in that duty and impairment and
significantiy and Increasingly misstated in the financial statements from

KPMG had a duty to ensure that impairment and distress were n
Cause misstatement in the financial statements

The audit risks relating to HBaS’
significant risk of misstatement

sufficient audit comfort to mitig
fair.

strategy and Corporate’s portfolio were obvious. There was 3
of distress and impairment, and KPMG were required to obtain
ate that risk and ensure that the financial statements were true and

KPMG would be aware that under Basel 1 HBoS’ deliberate approach to distress and impairment
substantially affected retained earnings {profit), Tier 1 capital adequacy ratios and credit quality
ratios. This sent distorted signals to shareholders and the market by hiding the true economic
substance of corporate activity and the financial position and value of the company.

Under Basel Il and the change under the Advanced IRB Approach to use of Expected Loss, HBoS
gamed the system through the calculation of their own risk weightings via an internal credit risk
rating models that were materially flawed and open to abuse. KPMG had to have known this,

KPMG reviewed Group Credit Risk's reports and relied on their work in relation to credit quality,
impairment and distress. it was patently clear that London & South had material connections with
material issues, growing drawn, growing DACS, excesses and expired limits. KPMG’s audit sampling
avoided “mid value” connections generally, and in particular in relation to London & South and

Birmingham. The risks and underlap were obvious. Evidence suggests that this may have been
deliberate.

In February 2008 the housebuilding industry went into freefall. HBaS was significantly exposed to
housebuilders, property development and construction. At the end of February 2008 Crest
Nichoison became distressed and in March 2008 formally entered High Risk and Impaired Assets
under the direction of David Gibson. Almost immediately afterwards McCarthy & Stone and a
number of other significant credits became distressed. During April 2008 referrals from joint
ventures, equities, leveraged and entrepreneurs picked up pace. The exposures were massive. The
May 2008 CRC report was provided to KPMG. There is considerable evidence to show that KPMG
were very closely monitoring HBoS throughout 2008 and regularly received copies of the CRC reports
and other information on Impairment and distress.

.



The Reading Incident
garding Reading "

; ities re
There is evidence to suggest that KPMG was aware of potential irregularit!

2004 and 2005

nsively audited Reading
ed in the 2007 Annual
port to the

in 2007 following the formal discovery of the Reading Incident, KPMG exte .
Incident cases They would be aware that significant disclosures were requif e
Report and Accounts. KPMG will also have reviewed Peter Hickman's February

Audit Committee regarding the Reading Incident.

Annual Report & Accounts: 2006 ‘,.-

arities relating 1o the

There is evidence to suggest that KPMG was aware of financial irregu!
unced on 28 February

Reading Incident before the 2006 Annual Report and Accounts were anno
2007

If the directors and the FSA still wanted to proceed with the filing, then at that ime it would have
been known that the Reading Incident would be likely to have a material effect on the financial
statements but the effect would not be capable of being quantified, A view would have had to be
taken and appropriate counsel sought with regard to the options available However the obligation
to disclose as soon as practicable would remaina continuing obligation

interim Results: 2007

it is however not a grey area when considering the 2007 Intenim Results, which were announced
on 1 August 2007,

By that time KPMG and Group Credit Risk had undertaken deep-dive exercises into the Reading
incident. KPMG in particular had assessed Impairment. Additionally, PwC and other Investigating
Accountants and Insolvency Practitioners, were involved and PwC in particular had been involved

from February 2007.

The 2007 interim Resuits should have made appropriate disclosure of the Reading Incident



THE PROSPECTUS

INFORMATION REQUIREMENTS

Under FSMA Prospectuses must contain all information that investors and their advisers
reasonably require, and would reasonably expect, for the purposes of making an informed
assessment of the assets and habiities, financial position, profits and osses. and prospects of the
Issuer of the secunities, and the nghts attaching to those securithes This 15 in 2ddiion to any other
specific information required by the relevant Listing Rules ot the FSA

FSMA further provides that an issuer must publish supplementar, it ng partiulary or a
supplementary Prospectus in circumstances where there 15 a “sugnificant change affecting any
matter” contained in the histing particulars or Prospectus of where 3 “u:gniticant new matter arnses”

REPORTING ACCOUNTANTS: DUE DILIGENCE

KPMG was the Reporting Accountant for the 2008 Rights Issue Prospectus and the November 2008
Open Offer and Placing Prospectus regarding the acquisihion by Lloyds TSB (PwC acteg as Reporting

Accountants for Lloyds 758 )

KPMG as Auditors were responsible for the historical financial information tontained in the

Prospectuses

Sponsors are responsible for giving assurance to the FSA that the issuer has met all its relevant

regulatory and other obligations.




he effect that,
A Prospectus must contain a statement from each of the persons responsible foritto t. .
ion contained in the

having taken ail reasonable care to ensure that such is the case, the informat 13

. n
Prospectus s, to the best of their knowledge, in accordance with the facts and contains
omission likely to affect its import at the date the Prospectus is published

the contents of the

Persons responsible for the Prospectus risk both civil and criminal liability if
cial that the company

Prospectus are in any way inaccurate or misleading. For this reason, it is v
and its advisers carry out adequate due diligence and verify the Prospectus.

Given the speed of deterioration in the market between August 2008 and November 2008, and then
through to January 2009, it was incumbent on KPMG and PwC to ensure that the Prospectuses were
not misleading, in particular with regard to impairment and distress. The November 2008 Corporate
Credit Risk Report clearly reports that the stressed portfolio as at 30 November 2008 was £40bn.

There is a fundamental, general duty of disclosure in relation to Prospectuses:

Under s87A of the FSMA, a Prospectus must contain all such information presented in an easily
analysable and comprehensible form which, is necessary to enable investors to make an informed
assessment of the assets and liabilities, financial position, profits and losses, and prospects of the

company and the rights attaching to the securities.

This obligation forms the basis for the intensive due diligence work that is required to be carried out
by the Reporting Accountant. The due diligence requirements can be summarised into the
documents that the Reporting Accountant provides under their reporting obligations:

Long Form Report

Working Capital Report
Significant Change Letter
Capitalisation and Indebtedness

AU U S &

Werking Capital Report

A Prospectus must contain a statement by the issuer that the working capital is sufficient for its
present requirements (at least next 12 months’ from the date of the Prospectus). It is then a matter
for the issuer, its Sponsor and Reporting Accountants to do sufficient underlying work to enable the
issuer to be comfortable in making that statement. The Sponsor is required to report to the UKLA
that it is satisfied that the directors can make such a statement.

The Working Capital Report is addressed to the directors, company and sponsor.

L S




| The 17 December 2008 Supplementary Prospectuses of HBoS and Lloyds TSB are both materially

| misfeading

In relation to what is expected of the Sponsor under the Listing Rules

‘!F is important to note that the Sponsor’s role is in addition to the part played directly by the
d:rect.ors of the issuer or by a Reporting Accountant appointed by the issuer in the working capital
exercise. Specifically the Sponsor must review and challenge the work done by the issuer and the
Reporting Accountant and through their own knowledge and experience of the issuer and its
operating environment, ensure that the conclusion reached on the issuer's working capital position
is the right one under the circumstances.’

The Working Capital Report for the Rights issue has not been sighted but it is difficult to
comprehend based aon the balance of evidence, how KPMG could provide comfort on sufficiency of

working capital on 19 june 2008.

Significant Change Comfort Letter

A statement by the issuer is required in the Prospectus that there has been no significant change in
respect of the financial or trading position since the last published financial statements (audited) and
the date of the financial information contained in the Prospectus, based on the most recent
management information. The comfort letter is provided to the Sponsar.

[ As at 19 June 2008 and 3 Noveml-)l;er 2008 (the date of the respective Prospectus;es), the directors
and KPMG knew that there had been significant changes in the financial and trading position of
HB0S, and at 19 June 2008 was in all probability a gone concern. They further knew that the 2007
Annual Report and Accounts omitted material disclosures relating to the Reading Incident.

in relation to the extent of stress and distress in the HBoS Corporate portfolio.

section 90 of the Financial Services and Markets Act 2000 (FSMA) makes any person who is
responsible for listing particulars and Prospectuses liable to compensate a person who has:
e Acquired or contracted to acquire securities to which the listing particulars or prospectus

applies; and
s Suffered loss as a result of either:

ment in the listing particulars or prospectus; or

o any untrue or misleading state )
tters required to be

o the omission from the listing particulars or Prospectus of any ma
included by FSMA,




statement, promise of y
dishonestly conceal materia
erially misleading, faise or
ter into, of refrain from

Under 5.397 FSMA 2000 it is a criminat offence for a person to make a
forecast which they know is materially false, misleading or deceptive:
facts; or recklessly make a statement, promise or forecast which is mat
deceptive in order to induce another person to enter into, or offertoen
entering or offering to enter into a relevant agreement.

general statutory

The Fraud Act 2006 became effective on 15 January 2007 It created a new ;
ective on 15 january failure to disciose

criminal offence of fraud that can be committed by false representation, by
information, or by any abuse of position

Auditing Capital Adequacy e

On the face of it there was no requirement for KPMG to audit risk weighted assets or credit risk
ratings.

Disclosure of capital management and capital adequacy under Basel Il was contained in the Group
Finance Director’s Report on HBoS and as such did not form part of the Financial statements and as
such was technically out of scope. The 2007 Audit Opinion correctly discloses what information has
and has not been audited by KPMG.

Capital adequacy is a fundamentai consideration in the assessment of Going Concern in relation to a
bank.

The key risks associated with Corporate division were primarily credit risk and market risk,

KPMG provided evidence in relation to their responsibility for specific audit areas from 2006. These
were

o Credit quality T
¢ Impairment

* (oing concern

¢« Basellandll |
¢ Fraud [
¢ Regulation and Supervision

» Internal control and corporate governance




r
o’

There

were a number of pivotal developments in Corporate division from 2006 relative to the above

Leveraged Finance
Joint Ventures

Other growth

New internal risk ratings system
Basel Il Advanced Status
“Discovery” of Reading Incident
Financial crisis

Drilling KPMG’s evidence down:

1)

2)

In assessing overall credit quality and impairment, KPMG would test HBoS' credit risk rating
system, Days Past Due reporting, 1AS provisioning modeiling and collective provision model,
impairment assessment and categorisation, and Specific Impairment Provisions.

In relation to credit quality of the Good Book, which had not been subject to substantive
testing then the new internal risk ratings system was fundamental

Where a new system is introduced that Is to be relied on for audit purposes then that
system must be subject to robust audit. The new risk rating system, including PD, EL and
LGD, which were generated using historic experience of distressed credit, was a critical part
of the Corporate modeis under the Basel | Advanced Internal Ratings Based Approach for

credit risk. KPMG would know that the system was flawed.

The scope of an external audit of the financial statements technically did not cover the
RWAs but the scope did cover consideration of the Going Concern concept. As such in
considering the Going Concern concept in terms of the 2007 Audit Opinion and thereafter, a
fundamental part of that assessment would be capital adequacy ratios, availability of
wholesale funding and customer deposits, credit risk and impairment, distress, credit
quality, liquidity, regulation, capital and funding requirements and sufficiency; ail taken in

light of the global financial crisis, which was escalating,

:_'A_canrdingly it wouid be impossibie to do this withaut auditing the Corporate Advanced

| IRB Approach models including calculations of RWAs, Tier 1 and Tier 2 capital calculations

| and capital adequacy ratios
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KPMG REPORTING OBLIGATIONS

Note: Reporting obligations to the F5A are discussed in Section Five

hen Auditing
impact of the UK Anti-Money Laundering Legislation on Auditors’ Responsibllities W

and Reporting on Financial Statements
dering

= o Jaun
KPMG breached regulations and law in relation to the reporting of suspected money

relating to the Reading Incident. F

d 2007 do not extend the scope of the

POCA 2000 and the Money Laundering Regulations 2003 an
d to report where:

audit but auditors are within the regulated sector, and are require

« They know or suspect, or have reasonable grounds to know of suspect, that another person

has engaged in money laundering; and
e The information has come to the Auditor’s attention in the course of its regulated business.

ering purposes have a statutory duty to report actual

Those in the regulated sector for money laund
either directly or through

or suspected money laundering to the Serious Organised Crime Agency,
their company’s normal procedures.

Failure to report is a criminal offence. POCA overrides any requirement of confidentiality.

POCA does not contain de minimis concessions that affect the reporting requirements.

e —— ey

H_Bd_S_dld notaée SARs in relation to the R"eadi_nEI_ncident and KPME tEc-i; respons;bllit;l to
report but did not. J

The external Auditor’s obligations to report extend wider than SOCA. The Auditor must report
actual or suspected fraud to management or the Board as well as the regulatory authority, even in
circumstances where the company has already informed the regulatory authority.

There is criminality pertinent to the Reading Incident, which is outside the parameters of Operation
Hornet and has not been investigated or reported. KPMG were the original Project Managers in
relation to the Herbert Smith data room. Aithough they were seriously conflicted in this regard,
KPMG, as Auditors and following their extensive investigation of Reading Incident cases in 2007
would know that the scope of Deloitte's s166 investigation was inappropriately restricted. This Iis a
serious failing, in relation to a number of regulatory, statutory and professional obligations and

duties.

-




SECTION NINE:
INSOLVENCY PRACTITIONERS AND
INVESTIGATING ACCOUNTANTS



SECTION NINE

INSOLVENCY PRACTITIONERS AND INVESTIGATING ACCOUNTANTS

The firms involved inciude

e Pw(
s KPMG
e Hurst Marrison Thaomson {now part of Tenon|
now part of Dutf & Phelps)

Menzies Corporate Recovery [ MCR Corporate Restructuning

SUMMARY

additional obligations which are giscussed at the end of this section

Insolvency Practitioners have
serigus nature

d factual evidence Of sUspHCIOUS evidence ot a very
nted during 2007 and 2008 duty reported to

s Despite compelling an
d or appointed Liguidators to investigate

not one of the Insolvency Practitioners appo!
SOCA ther suspicions or evidence of director frau

misfeasance by, or delinguency of. directors
ch persons (David Mills and his associates either as

It would appear in relation to su
dverse reports on the conduct of Directors were

directors or shadow directors) thatno a
submitted to the Insolvency Service

s There may be repercussions for LBG in that a number of the relevant Insotvency

appointments extended 1nt0 LBG.



The Institute of Chartered Accountants in England and Wales: Duty to Report

Members of the ICAEW have a duty to report to the Institute where public interest requires the
reporting of acts of misconduct which, if they were to 80 unreported could adversely affect the good
hame of the profession. in this regard the Institute considers it is in the public interest to discipline

Or matters, which indicate that a duty to report has arisen These include tircumstances where a
member (Chartered Accountant):

*  Has committed any offence involving dishonesty, cheating or fraud;

* Has committed any imprisonable offence under Part V of the Criminal Justice Act 1593,
FSMA and POCA;

* Asamember [partner] of, or employee of a firm been in serious breach of the ICAEW’s Audit
Regulations;

* Asan Insolvency Practitioner committed serious breach of the Insolvency Act or Rules or the
ICAEW’s Insolvency Licensing Regulations;

* Has been responsible for a serious breach of the Money Laundering Regulations 2003;

* Has committed a serious financial irregularity;

® Has committed a serious breach of faith in a professionat respect.

It is important to note that the Duty to Report makes it clear that it is not enough merely to have
suspicion.

Circumstances of crime, fraud and other serious misconduct are not protected by the duty of
confidentiality.

Any substantial delay in reporting could amount to a failure to report, which of itself constitutes
grounds for disciplinary action.
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THE FIRMS

HMT and MCR
There is evidence of potential misconduct extending into their relationships with Quayside. 207
Mills, Lynden Scourfield and Mark Dobson.

s in and subsequent to

KPMG
g under scrutiny and

There is evidence of potential misconduct relating to insolvency appointment
2006. KPMG had a vested interest in their role as external Auditors not comin

chailenge.

ntments following the

PwC
d Insolvency appoi
Seoul Nassau and

PwC accepted a number of sizeable IBR engagements an
peer Review, which commenced in January 2007. These included Bradman-Lake,
owledge or suspicions of serious

Corporate Jet Services. Not only did PwC not report their actual kn
money laundering but additionally in the case of Corporate Jet Services, they sold assets to former
f the source of funds used for acquisition.

directors when they had cause to suspect the legitimacy o
eivers or Administrators, RO

In relation to the companies to which they were appointed as Rec
liquidators were appointed to investigate the conduct of directors / shadow directors or take action,
s into the conduct of David Mills and associates were

and it would appear that no adverse report

submitted.

Additionally PwC may have been conflicted in other respects.
PwC and tying into what was occurring within the

A timeline to demonstrate the above in relation to
High Risk / Impaired Assets and Corporate arenas is set out below. The case being used is Corporate
ivers to Corporate Jet Services (=

Jet Services. By the time pwC were appointed as Administrative Recei
in September 2007, their knowledge of the potential money jaundering within Corporate Jet Services

is likely to have been considerable, as would their actual and suspected knowledge of money
laundering within Bradman-Lake, Seoul Nassau and with respect to the Reading Incident overail.

the timeline uses only a few suspicious money laundering

To keep it as simple as possible,

transactions as examples.
cess of £100m. Outwith Lynden Scourfield, at least five of

CJS had unauthorised lending in ex
are involved in CJS, and knew that CJS was not being

scourfield’s Reading Team had been or w
reported properly via Management Information.

ce of any doubt, the Peer Review t
CJs, Bradman-Lake,

ding Incident cases on 26 March 2007.

eam at the very latest were aware of serious
seoul Nassau, Remnant Media, Clode,

For the avoidan
potential money jaundering regarding
Rea

David Mills, and a number of other



Date
lanuary 2002

Summer 2002

October 2002

January 2003

Spring 2006

3 july 2006

Jul - Dec D6

July 2006

22 August 2006

August 2006

PwC (Rob Birchall) are appointed as Receivers of Chauffair Ltd by HBoS

To avoid a substantial loss for HBoS (E15m} a deal is negotiated with existing customer
Aviation Worldwide Partners ple. Wayne Seymour is a board director and Anthony

Shakesby is FD of AWP. Seymour and Shakesby are to be directors of the acquiring vehicle,
s

Fraud of £13m is alleged against AWP and Seymour AWF goes into Liquidation.

The deal with CI5 is negotiated as a standalone Seymour is not a Board director but is to
be CEQ Shakesby remains a director of CI5. David Mills is appointed a director who has a
close relationship with new Chairman, Robin Southwell,

David Hurst is seconded from PwC and becomes Scourfield’s “right hand man®_ Hurst is an
Insolvency Practitioner from PwC's Corporate Recovery team Hurst in heawvily involved in
CJs from June 2006, at which time CJS becomes public within HBoS wia data cleansing as
part of Basel It preparations, [Paul Burnett receives a Deckard Error report on 29 June
2006.]

There Is then a clear agenda to try to “hide” the largest Reading Incident cases with the
most potential exposure to money laundering.

Paul Burnett approves the Pre-Pack in relation to Speyside Angling Services Ltd {Mills
company}. The debt is clearly Incapable of being serviced. Speyside is removed from all
Mt

In August, Burnett approves increased facilities for Speyside. The Credit Application shows
the strategy, which is to “park” historic unserviceable debt of Speyside and Seout Nassau, "
and transfer shares to a topco. Parked debt appears to be standalone, it is likely to be in
excess of £35m, |
12
OIS enters a period of intensive asset reallsation €.g. Euromanx House is sold wia a sale and
lease back. HBoS provide a rental guarantee of £460k, a number of planes are sold with
proceeds received m USS. A USS manager’s obligation account is set up and 2 other
blocked deposit accounts.

Sandy MacPherson, MD of Parkmead group is appainted a director of CIS. Parkmead
acquired Quayside. Parkmead's bankers are Lloyds TSB. Mills was a director of Parkmead
PwC are appointed as Parkmead's Auditors in July 2006. By this time Southwell has sold his
shares In CJS to The Sandstone Organisation, one of Mills' companies, and via which the
Lloyds T5B loans are provided (guaranteed by HBoS, ultimate exposure £22m). The group g
includes a number of Isle of Man registered companies, including EuroManx Ltd in respect
of which HBoS has also provided a guarantee of £2.5m to Isle of Man Bank relating to
banking facilities they provide to Euromanx. HBoS has provided a significant number of
other guarantees on behalf of the group. David Hurst (a PwC secondee) has knowledge of
the guarantees and complex structures — he becomes the direct point of contact for CJS,
and is Involved in asset realisations, guarantees and application of funds.

-

Tom Angus holds his first Lead Directars Meeting for Mid Value. First point on the agenda
is the Corporate Credit Risk Committee Report.

Paul Burnett carries out a portfolio review of Scourfield’s own connections.




21 Sept 2006

End Sept 2006

October 2006

31 Oct 2006

30 Nov 2006

Dec 2006

3 Jan 2007

12 Jan 2007

22 Jan 2007

2 Feb 2007

February 2007

9 March 2007

0 & Quayside). A major ;
the connection {0 the Goo
one Organisation ] HBoS

ka Handelshanken

£
Paul Burnett attends 8 L presentation by Siman Wheatley (C

restructuring s agreed in principle, which 1s mtendt‘ed to relt:;f:
Book [B-L via prior restructuring is owned by Mills’ The Sands o
has guaranteed loans from Lloyds T5B {via Sandstone} and from nett approved an
(luly 2004} fknown by David Hurst] it would appear that Paul BUr, ated authority to
increased overdraft facihity of £30m, which he did not have the deleg.

sanclion

Angus is in receipt
FSA review of Nexus by which time data cleansing to be complel;ogzm B
of errar reports to monitor progress  Ci$ was an error on 1 5ept

toric credit
Tom Angus is concerned about Scourfield’s team's portfolio and reque-"t;';': delay of a
applications for a number of Scourfield's own connections. After a perio

number of weeks, Scourfield submts them on 1 November 2006

. nma
Executive Committee Minutes of 31 October, appear to indicate Lhat Peter Hickma Y
have made reference to the Reading Incident.

Evidence shows that Walker Morris ts aware of the Clode Loans.

Dornier Prop aircraft sold for $4.25m of which $2.2m repays CIT (HBoS guarantee
released). Net proceeds were to be paid into blocked deposit account but are diverted to

repay a Clode Loan. However lawyers later confirm that funds paid to Clode amount 10
$1.7m. No explanation is provided for balance of $250k.

A new Lloyds TSB / Sandstone / Euromanx loan for £6.6m is provided. HBoS provide a
Buarantee to Lloyds TSB. The loan is for the committed purchase by Euromanx Gmbh af 2

aircraft, which have been on lease since May 2005,

The Lioyds TSB loan had been convertad into USD for the purposes of the transaction
$1.3m of "surplus” loan funds are placed in a Manager's Obligation Account,

dan & South connections and sends Scourfield

Tom again expresses concerns about Lon
a meeting on 15 January

detailed trend information in advance of

oric credit applications from Scourfield on 1
ett whether he has seen ang / or approved the
owledge of them in his response lo Tom in

Despite having received copies of the hist
November 2006, Tom Angus asks Paul Burn
Credit Applications. Paul Burnett denies kn

February 2007

Peer Review of Reading commences. The P
Lioyds TSB bank guarantees.

eer Review team are aware of the HBgS /

Ty out Independent Business Review ang consideration

PwC {Rob Birchall) is engaged to car
au followed later by Bradman-Lake

of the Bank's options for Seoul Nass

F5A is given assurance that in relation to Days Past Due Reporting, by 33 March 2007 the
Corporate Good Book portfolio will not contain any connectipns where the limit has
expired or covenants have been breached in excess of 90 days. ppp Reporting was to be 3

principal credit tool and was integral to Advance Bank Status

Scourfield goes on Sick Leave and is later suspended on 22 March 2007



March 2007

12 April 2007

20 April 2007

25 Aprit 2007

1 May 2007

14 May 2007

31 May 2007

® i
FRM N

Nick Davies, a director of Clode provides the Clode “corporate loan” spreadsheet to Tom
Angus’ team. All loans are connected to David Mills and "Reading” connections. The loans
total £11m, and include loans to Sandstone, Justus (David Milis’ personal Isle of Man

company), indirectly Seoul Nassau and B-L. The team is fully aware that this is strong
evidence of potential money laundering or financial crime.,

A GCM and GIA special project team run under David Miller (Head of Credit Sanction) and
Group Credit Risk {Steven Clark) commence their review of the Reading Incident.

(David Miller issues first report on the Reading Incident in May 2007.)

Quayside fees totalling £250k are settled. All invoices except one minor one for 3 company
in Administration are paid in full

PwC (David Chubb) are engaged to carry out Independent Business Review and
consideration of the Bank’s options for CJS.

Reading incident is reported to the FSA as an internal credit control weakness, which
allowad “a member of staff extended unauthorised credit to impaired clients within

commercial (mid value corporate] lending”. No potential money laundering offences
and/or fraud is reported.

Corporate Financial Crime Prevention are not instructed to carry out a proper

investigation. The scope of their investigation is severely restricted and relates only to
Lynden Scourfield personally and to KYC checks.

David Chubb is made aware of certain Clode loans. He confirms that Justus Ltd (Mill's
personal Isle of Man company) owns the luxury yacht Powdermonkey and that a CIS
company, Bluesky has lent Justus €104k. Bluesky was originally owned by Mills and
Southwell, wha transferred their shares to CIS. Chubb is aware that Bluesky owns another
luxury yacht and he confirms that Clode originaily gave a loan to Bluesky, which is now in
the name of Clive Dixon. Bluesky also have a marine mortgage with Barclays for €973k.
Chubb also knows about the Euromanx House guarantee to Slipway.

PwC’s IBR report is received. It does not mention money laundering or suspicious

transactions. The existing JS management team have been difficult, evasive and less than
forthcoming with essential information.

HBoS AGM Trading Statement.

PwC are instructed to pursue an accelerated Mergers & Acquisition process {sale of the
businesses)

Turnaround consultant, Richard Bingham is approached to consider a cashflow monitoring
and reporting role. Richard’s proposed engagement is met with considerable resistance by
existing management. Richard is a “seasoned-pro” and will undertake his own diligence at
a granular level The “intrusion” is not welcomed by CI$’ management.

HBoS Reading Incident becomes public knowledge following extensive media coverage
Richard Bingham's engagement is reluctantly agreed by CJS management for an initial

period of 1 month, The scope of the engagement has been reduced by management from
that originally intended by the Bank and PwC.

i



12 june 2007

30 June 2007

July 2007

1 August 2007

26 Sept 2007

19 Aug 2010

KPMG commence a credit review audit of Reading connections.

being difficult about

C1$ management have not co-operated with Richard Bingham and are o PuiC in the

renewing his contract after the 1 month expiry. They have also not asst
AMA process.

. inthe 4
An offer is received fram CJS’ existing management team 0 acquire e s:areisce of any
main operating subsidiaties. Although the offer is extremely low, n the abs
other better alternative, the Bank decides to pursue the MBO option

. ' is not
in view of the potential MBO and no other offer ikely, Richard Bingham's contract 15
renewed

HBoS Malf Year Results interim Statement

PwC and lawyers are involved in structuring CJS to enable the sale of the 4 main
subsidiaries 10 existing management to complete via 3 day 1 insolvency process

PwC {David Chubb) appointed as Administrative Recewvers of OIS principal subsidiaries are
sold to CIS management’s acquisition vehicle, Quest Aviation Serwces Ltd {Southwell and
Shakesby are directors and shareholders; Mills is probably involved via Burwell Nominees).
A considerable loss is crystallised

PwC (David Chubb) is appointed Administrators of Mint Partners. David Milis 1s Chairman.
The founding directors have Clode Loans. There are potentially serious financial
irregularities. A SOCA investigatian Is in course.

[ S



REPORTING OBLIGATIONS: INSOLVENCY PRACTITIONERS

Anti-Money Laundering Legisiation

Under The Proceeds of Crime Act 2002 and Money Laundering Regulations, duly appointed
Insolvency Practitioners and businesses providing accountancy and audit services are obligated to
report to the Serious Organised Crime Agency when they have suspicion or reasonable grounds to
know or suspect that a criminal offence, which gives rise to crimnal proceeds, has been committed
This applies to any criminal activities involving the proceeds of cnime

Guidance on compliance with the anti-money laundering legisiation for insolvency Practitioners and
for Accountants was published by the Consultative Committee of Accountancy Bodees i 2004 and
2003 respectively, with subsequent updates

In relation to Accountancy Firms, the obligation to report applies regardless of whether the actual or
suspected offence has been committed by a client or by another party The report must be made as
soon as practicable. The making of a report based on knowledge, suspicion or reasonable grounds
for such takes precedence over client confidentiality considerations. Failure ta comply with the
requirements of either the Regulations or the Act can carry criminal sanctions

Guidance provides that professional scepticism and judgement should be exercised when
considering suspicious transactions and potential money laundering

Insolvency Practitioners need to bear in mind that, where they suspect the assets of a company to
which they have been appointed may be tainted by criminality. selling those assets without consent
from SOCA may constitute an offence. Similarly if a Practitioner is suspicious that the funds offered
to purchase a business or assets are of criminal origin, again he should obtan consent  Clearly there
is scope for conflict between the duty to achieve the best results for creditors and the anti-money
laundering legislation. However guidance suggests that the legislation will prevail

Insolvency practitioners are subject to a number of specific reporting duties, including the
requirement to submit reports on directors under the disqualification legistation. Under these
various duties the matters to be reported and the nature and extent of the supporting evidence may
differ from that required under the anti-money laundering legislation and regulations.

section 218 of the Insolvency Act 1986: Dual Reporting to SOCA and The Insalvency Service

it is not the duty of a Liquidator or Insolvency Practitioner to investigate criminal conduct. However
under section 218 of the Insolvency Act 1986, Liquidators have a duty to report any past or present
officer [director] of a company, or any member [shareholder] of a company, if the Liquidator
suspects that person is apparently guilty of an offence in relation to the company for which that
person may be criminally liable. A Liguidator, who is an Insolvency Practitioner, 1s required to report
the matter forthwith to the Intelligence and Enforcement Directorate of the Insolvency service

1
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Liquidations is the date of appointment of the relevant Insolvency Practitioner, in relation to
Receiverships, a Liquidator must be appointed to formalise the date of insolvency. Receivers must
be mindful to this and if there is evidence of a right of action then should take steps to immediately
appoint a Liquidator, to “start the clock ticking”. Any delay reduces the time period caught by the
right of action. In simple terms if a Liquidator is appointed mare than 2 years after a Receiver has
been appointed then the right of action has expired or if the misfeasance happened 1yearand 1
month prior to the appointment of a Receiver and the appointment of a Liquidator is delayed by 1

year then the right of action will similarly have expired.

Public interest Duty

Insolvency Practitioners are morally bound under their public interest duty to report and / or take
action against delinguent directors where there is a reasonable prospect of success. Where there
are no assets to cover the cost of action, then that moral obligation is usually underwritten by the

chargeholder or bank, as being in the public interest.
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SECTION TEN: THE TURNER CONNECTION
PAUL & NIKKI TURNER / ZENITH COMPANIES

This section provides an understanding to the background of the Thames Valley Police investigation
into the Reading Incident. The Turners concerns and tenacity had a pivotal role in establishing

Operation Hornet.
The section is necessarily long to provide a comprehensive understanding into the themes and issues

that are raised.

There are some serious matters for LBG to address. The Turners have !-Jeen and are being unfairly

treated

CONCLUSION

Eviction of the Turners by LBG has been stayed through the intervention of the FSA in the Court
process, pending the outcome of Operation Hornet.

It is difficult to understand the price that the Turners have been made to pay.

Their business was a start up, which was knowingly undercapitalised at the outset and got into the
usual difficulties of start ups. They relied on Lynden Scourfield and Quayside.

All the evidence shows that they were crying out for an appropriate business manager. They acted
in good faith and on the insistence of Lynden Scourfield provided £200k joint and several

guarantees, which they collateralised against their dwelling house.

There is-h_o one comﬁéie_nt who can say wheth-er or not that busir_less would have been_r;bccessfu!
if they had been provided with appropriate consultants and proper assistance in securing third

party investment.

They were financially naive and looked to Lynden Scourfield. Lynden Scourficld and David Mills

abused that naivety to a gross extent

An initial meeting with the Peer Review team in March 2007 was badly handled. The director
involved materially influenced decision making thereafter.

it is disappointing that Reading High Risk team members (David Hurst and Steve Gullon) were
allowed to provide background information, which was not verified, subsequently augmented and



i ecutives
i i aid that senior €X
then relied upon by senior executives in their decision m.akmg. Ha.vinfi:e =, et 2007,
would appear to have had an entirely different agenda given the time .
i 2009,
e first part of .
light and the plight of

. th
If the Turners had been treated properly in 2007 and subsequently in
hought might seek

ing their p
who is to say whether or not they would have feit so compelied to b;lngho T
others to the notice of those that they considered ought to know and W

justice for them.
y was of good

: reviousl
The toll on the Turners has been considerable. Mr Turner Is in his sixties, h: Pis bl to eat he Is on 2
health. He now has a serious stress related illness and is gravely ill. When he

strictly liquid diet.

Paul & Nikki Turner / Zenith: History

Background
Operation Hornet has its foundations with the Turners, who are victims of the Reading !ncident and

who from April 2007 repeatedly tried to bring their concerns and experiences to the attention of

senior executives and then the Board.

The Turners are unusual in that they were successful in dispensing of the services of David Mills and
Quayside, in early 2006. However the damage to the Turners at the hands of Quayside was largely

done by that time and it prove impossibie for the Turners to service the magnitude of debt that had

amassed under Quayside’s stewardship (it had increased by ¢.£800%k, including fees). @

cally record producers and music

The Zenith companies were in the music industry and were specifi
publishers.

p in February 2003. The businesses were
oS knew this. The business plan that formed the
nt that was 3 times that that was

The Zenith companies were effectively a new start-u
insufficiently capitalised at the outset. However, HB
basis of the deal Credit Application showed a capital requireme

provided by way of SFLGS term loans.

Corporate provided facilities totailing c.£250k, the majority of which were SFLGS term loans The
Turners attempted to secure an investor in the business but that prove extremely difficult, not

helped by their inexperience in such matters. The co
2003. Lynden Scourfieid took over the relationship role. |
condition of continuing support. Thereafter facilities esca

nnections were referred to High Risk in August
n April 2004 he introduced Quayside as 3
lated.



The Turners had operated their businesses from home. HBoS had historically provided a mortga

via Birmingham & Mid-Shires (c £420k} Corporate lending in 2012 was ¢ £1.5m. The Turnersilsg:
have a heritage overdraft of £20k with Lloyds TSB, secured by a second charge over the dwelling
house 1n May 2004 on the insistence of Lynden Scourfield, the Turners provided joint and several
personal guarantees for £100k in support of increased Corporate facilities, secured by a third charge
over the dwelling house. the PGs were increased to £200k in Octaber 2005, again on the insistence
of Lynden Scourfield

Th.e Turners were unable to service their mortgage and it went into arrears in 2006. 8irmingham &
Mid-Shires commenced possession proceedings in November 2006 Despite it being part of
Quayside's role, they had not prepared any Management Accounts for the companies and the
Turners by then could not afford the services of an Accountant. Quayside had further not
introduced any potential investors, and despite positive commentary on the business fram an
industry specialist.

Quayside had invoiced the Bank directly for their “services” and Lynden Scourfield had processed
payment without the authority of the Turners. That arrangement had continued after the Turners
had dispensed with Quayside’s services in February 2006 (Lynden Scourfield was aware/}.

Despite the lack of Management Accounts, there is considerable evidence to show that the Turners
kept the Bank fully appraised of all developments in the business, invoices raised and debts
outstanding. It is very clear that the Turners had needed a proper business manager / consultant. It
is also very clear in the absence of one, the relationship they had with the Bank was a special
relationship. They were obviously financially naive

HBoS High Risk and Impaired Assets: March 2007 to becember 2008

On 26 March 2007 Andrew Scott was provided with evidence by a director in another Reading case
to show fraudulent conduct, strongly suspicious of money laundering, amounting to £11m The
director alleged that Mills and Scourfield were responsible

On 28 March 2007 the Turners had a scheduled meeting with Lynden Scourfield, which had not been
cancelled on his suspension on 22 March 2007. Andrew Scott held the meeting and it is clear that it

was difficult and not best handled. He was probably aware of that and the wraparound that was

subsequently approved by Hugh McMillan, if it follows the misleading tack of subsequent notes,

Emails and other file evidence, probably didn’t properly represent the facts of the case. Hugh

McMillan’s response was or was effectively:

“Give it 4 weeks then call it up.”

ecome involved in the connection in the final quarter of
ke formal demand. There is no denying
uming, but that was the making of

On 18 April 2007 David Hurst, who had b
2006, appeared overly keen to persuade Tom Angus to ma
that the management of the banking relationship was time cons

Lynden Scourfield.
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At the time of David Hurst’s exchanges with Tom Angus, the Turners were already in course of ;
writing to Peter Cummings, and did so on 19 Aprilt 2007. David Hurst and Steve Gullen rfrepare a r
briefing paper for Peter Cummings, which Tom Angus copied to Hugh McMillan. The briefing pape
misrepresented the facts and incorrectly portrays the Turners in 3 poor light.
mporary in
at had been paid post

dited accounts for the 2
rfield and Quayside

On 15 May 2007 Hugh McMillan met with the Turners and agreed a te creased overdraft
facility of £40k for 3 months and also agreed to refund Quayside fees th
February 2006 One of the conditions of support was the production of au
years ended 31 December 2006. The Turners made their complaints about Scou

clear to Hugh McMillan and Fraser Kelly, who was also present

The Bank did not refund the Quayside fees. income that was anticipated from the Turners pnmed
artist was delayed, additionally and is as normai in the music industry, contracts were delayed, an
in the absence of the refunded fees, the Turners had no surplus monies to pay for Accounts to be
prepared. The Bank had not been in contact and in the absence of an assigned RM, the Turners had

liaised with David Hurst {a PwC secondee and close associate of Scourfield).

On 17 July 2007 Fraser Kelly wrote to the Turners asking for a progress report and expressing
surprise that the temporary overdraft facility was more or less fully drawn. The Turners responded
and explained that the fees had not been refunded as agreed. Fraser Kelly responded on 27 July
2007, and in his response he explained that he was moving roles and so they should contact Andrew
Scott. The response asked for evidence to justify the refund, a matter which the Turners considered
to be already agreed by Hugh McMillan with the information {fees invaiced directly to the Bank)

already available to the Bank.

August 2007

In the intervening period the Turners had become aware of a number of irregularities relating to
Lynden Scourfield and Quayside, and had undertaken their own inguiries. They had received no
further update from the Bank in terms of their own complaints regarding Scourfield and Quayside.

On 6 August 2007 they wrote to Peter Cummings and Hugh McMiilan. In their Email, there was a
thinly veiled threat to go to the media.

On 8 August 2007 the Bank initiated the process to call up the debt. Customer Care sentout a
response to the Turners’ Email to Peter Cummings and Walker Morris was instructed to draft
documentation. On 12 August 2007 Paul Turner was quoted in the Sunday Telegraph business
section. On 14 August 2007 the Turners’ responded to Customer Care. On 15 August 2007, Peter
Cummings Emailed Hugh McMillan. On 17 August 2007 a new update was provided to Peter
Cummings and the Press Office. Tom Angus had been involved in its drafting. It is misieading and

does not present a true picture of the case.

e



What is disturbing is ai that time, the Bank was fully aware of the traud and probable money
laundering that had been perpetrated across a number of Reading Incident cases. Evidence on the
Reading Incident aiso shows highly questionabie conduct by Scourfield.

On 22 August 2007 the Bank called up the Corporate debt and personal guarantees.

Possession and Eviction

The Turners’ continued to try to find a way forward with the Bank. The Bank prevaricated with what
in the circumstances {lack of funds) were unreasonable requests. The Turners continued to lodge
complaints with the Bank and began to build up further evidence of Scourfield, Mills and Quayside

related irregularities.

Between October and December 2007, there were various exchanges of correspondence, which are
discussed below.

The Turners had and have been unable to secure legal aid and have had to represent themselves.
They first defended Birmingham & Mid-Shires’ action to obtain a warrant for possession of the
dwelling house. The defence co-joins Corporate on the basis that it was the Zenith businesses that
were the source of funding for the mortgage. An initial Court Hearing in October 2007 resulted in an
adjournment of the possession application to Aprit 2008 at which time the Court Order provided for
a resolution of the dispute with the Bank, which involved the Tumers having to lodge £50k in return
for a new facility (no new Bank monies). Information on file shows that the bank considered that

this was no a realistic proposition
in July 2008 the Bank increased the Zenith provision from £822k to £940k (Wraparound dated 30
July 2008). A Possession Order in favour of the Bank was granted in November 2008.

By the end of 2008 the Bank did not expect to make any recovery of the Corporate debt, inciuding
any recovery under the personal guarantees, and it was fully provided for (Wraparound 6 November
2008)

Referring to the Court Order: “The whole affair is a colossal waste of Bank time.....
Recommending: “Meet with the Turners if, and only if, absolutely necessary....”

" and

Up to that time the Turners’ had been escalating their concerns within HBoS to a senior level and
had engaged the support of a number of MPs, who had received similar representations from
Reading Incident customers involving irregularities connected to Lynden Scourfield, Quayside and

David Mills.

|



LBG

Corporate recovery action from January 2009
in November 2008 James Paice. representing himself and a aumber of other MPs, wrote to Lord
which was a meeting with Philip Grant and Andrew 5cott of 27 January

cluding an nitial offer as ..

Stevenson, the result of
2009 The Bank followed up the meeting by letter on 18 February 200910
2009 The MPs raise

discussed below, and James Paice responded on 4 March

d issues including

The compromise agreement on offer in February 2009 offered the Turners refund of Quayside fees
totalling £65K, to be applied against the Corporate debt. In essence this offered them nothing
The offer was subsequently amended in March 2009 and this is where LBG may have erred. The

s Paice and was not discussed with or explained to the Turners The

revised offer was made ta Jame
Bank then did not subsequently engage with the Turners or James Paice to ensure they understood
nfirmed that the Turners have

the revised compromise agreement. Thames Valley Police have co
only ever referred to the refund of the Quayside fees as being offered by the Bank

The letter that was sent to James Paice on 18 March 2009 provided for:
BoS was prepared to credit the sum of £65k to Mr and Mrs Turner’s mortgage acc ount
Zemth Compames

BoS wos mnded to write off the sums which are outstunding from the
ffer such that the Quayside refund of

James Paice had been seeking an amendment to the earlier o
fees was applied against the mortgage arrears. That was the expectation that the Turners were
s by James Paice. James Paice copied extracts of the letter he received to the

being managed toward
5. The second part of the offer may have “got lost in the translation” as it wasn’t particularly

Turner
clear if this was or wasn't part of the offer, and what the conditions were that attached to the rather
It also didn't clarify the position regarding the personal guarantees. It might well

unclear comment.
be that the Turners didn’t and haven’t recagnised the comment as being part of the offer
ely LBG did not engage with them or James Paice to provide clarification.

Unfortunat



The following are extracts from an Email from Andrew Scott to Philip Grant or 16 March 2009, which
was drafted using advice from Rory McAlpine It was written in course of drafting the revised offer
letter to James Paice MP. At that time the offer that Philip Grant had suggested was to refund
Quayside fees of £65K, write off the Corporate debt and release the Turners from their guarantee
obligation in exchange for a compromise agreement. Andrew Scott and Rory McAlpine were
toncerned about the strategy.

"The Turners will in all ikelihood boast via the National Press Turner will interpret our goodwill

gesture  as confirmation of the bank's culpability and there 1s an on balance probability that he

would then try to sue the Bank, iIts eniployees or its advisers for damages It will encourage

Turner to revert to Freer® and indeed any future parties to act as a consultant .~ "he will plead his
. vase with the Judge all at the expense of the Bank

. ":(Mrs Freer's husiness had signdicant potential for success until the intervention of Quayside {Michael Bancroft). She
| signed a compromise agreement which released her from a personal guarantee of £600k, which she later contested as
* having been signed under duress. She won the case and the agreement was set aside. As threatened by Phulip Grant i his
latter of 18 March 2009, LBG then enforced the guarantee. She lost her home. She had S young children )

|
James Paice responded to Philip Grant's letter of 18 March on 2 April 2009 and expressed concern at '
the Bank's stance. On 30 April 2009 Philip Grant responded and advised that if the offer was not !
accepted then the Bank would take forward the Possession Order.

—— s

On 13 May 2009, Rory McAlpine provided a note in which strategy was reassessed in light of
developments and potential publicity attaching to the upcoming BBC Radio 4 File on Four
programme on 26 May 2009, which was an exposé. In particular Rory McAlpine was strongly in
favour of enforcing the Possession Order over the house that had been obtained on 18 November

2008;

|

.‘ 1. Having made the threat to enforce it would be prudent to implement that threat;

2. The offer to the Turners was significantly more generous thon any solution which the
Financiol Ombudsman has power to impose;

3. There is reason to suppose that the parliamentary campaign may have fizzled out {McAlpine
then explains that the other Reading Incident customers represented by the MPs had been or I$
were being dealt with via the offers made to them or otherwise].

4. If BoS does not make clear that the offer is withdrawn there is o greoter risk that the
Financiol Ombudsman may seek to persuade BoS to provide more generous compensation.

§. There is a possibility that once Mr Turner recognises the inevitability of his eviction, he will

resign himself to his fote.
6. If BoS were to reactivate the enforcement there is likely to be o delay of ot least o fortnight

before any eviction takes place. There would be virtue in postponing any action untit 22
May, which would ensure that the Turners did not receive any communication about eviction
until ofter the BBC programme had been finalised and indeed broadcast.




lames Paice 1esponded to Philip Grant's letter of 30 Apnl 2009 on 22 May 2009

"y
Y

|
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fames Paice responded to Philip Grant's letter of 30 April 2009 on 22 May 2009:

“ ; X i sues” "at
your respanse is inadequate” “you are trying to buy off the “noisy” cases and ignore the wider is

our meeting we were all of the view thal the behaviour of Lynden Scourfield was highly - ik
ir 1
questionable...... Your subsequent response was quite dismissive of thal matter There are MUt tﬁg
R e
rssues here.....which should be propesly addressed by the regulatory authorities” " concluded that

. ook will
whale matter needs to be raised in Parliament and formal request made for official investigation )
; . ts.
autline the situation and the perceived lack of willingness by the bank to address the fundamental poin
g of Commons

The radio programme File on 4 aired on 26 May 2009. The Hasard debate in the Hous
was on 2 June 2009 and resulted in referral of the matter to the FSA.

»On 8 June 2009 Philip Grant wrote to the Turners on Lloyds TSB letterhead and advised them that
the Bank was taking steps to enforce its Possession Order. On 11 june 2009 LBG proceeded t0
#enforce the Possession Order.

The Turners defended the eviction notice. Two further Court Hearings were adjourned, the last of

these in December 2009 at the intervention of Hector Sants (FSA). At a further hearing in January
2010 all of the Bank’s legal actions were set aside pending the outcome of the FSA investigation and
any further criminal investigations relating to the Reading Incident i.e. Operation Hornet. This was
again at the intervention of Hector Sants.

The Impairment Proposal Templates dated 21 February 2012 for Zenith Publishing Ltd and Zenith
Café Ltd prepared by Steve Gullon confirm the following:

“In the light of the ongoing “Project Windsor” issues which have realistically evolved from this
case...” “In view of the potential public prominence of “Project Windsor” issues, it is considered
probable that all Zenith exposure will be written off by the Bank upon conclusion of the FS4,
Financial Ombudsman and Police investigations.” “No further action is considered appropriate

against Mr & Mrs Turner.”

The Turner Files

By August 2007 the Turners had themseives compiled a large amount of substantive evidence to
indicate strong suspicion of serious irregularities relating to the Reading Incident. After the Zenith
debt and their personal guarantees {put in place at the insistence of Scourfield and Quayside) were

called up on 22 August 2007, the Turners wrote to each member of the HBoS Board.

On 4 October 2007 the Turners again wrote to Lord Stevenson regarding their complaint and the
other irregularities they had identified. Tom Angus responded. There was a further exchange of

Emails in November 2007,



Having received no satisfactory responses, the Turners escalated their concerns to the Bank of
England in September 2007 and then in November 2007 to the Prime Minister, the Chancellor of the
Exchequer, the Chairman of the Treasury Select Committee, the FSA and to various MPs

2008 Rights Issue

In view of the Bank’s unwillingness to provide a senior platform to at least hear the Turners’
concerns in relation to the Reading Incident, including the Turners’ own treatment, the potential loss
of their home and the culpability of Quayside and Scourfield for that loss, and the evidence of ather
financial irregularities that they had become aware of, in December 2007 they sought a counsel with
their tocal MP, who was James Paice. James Paice wrote to Lord Stevenson on 11 December 2007
By 19 March 2008, Mr Paice had not received a response.

In March 2008 the Turners provided further documentation in relation to the Reading Incident to Mr
i ‘ Paice and in May 2008 Mr Paice wrote to Hugh McMillan, who had left HBoS by then. Andrew
Scott responded and there was a short exchange.

On 23 May 2008 the Turners once again tried to engage with Peter Cummings. This time through
the network of MPs a number of Reading victims had been identified and the Turners, having
compiled potential evidence took it on board to represent the group. Denton Wilde Sapte
responded on behalf of Peter Cummings. It would appear that for obvious reasons relating to
disclosure matters the reply was somewhat dismissive and inappropriate

Through to the Lloyds TSB Takeover

On 6 October 2008 the Turners wrote to the Prime Minister. Whether the Turners knew it or not
but in one paragraph they identified what was known to all those involved in the deception

HBoS had been insolvent for some time ond that Going Concern issues unconnected to the financial
crisis had been known about prior to the financial crisis

.}" - On 18 June 2009 the Turners wrote to Eric Daniels. The letter contained sufficient substance to give

cause for concern.

The Parliamentary debate brought forward potential new evigence and victims. The Turners wrote
to Hector Sants on 3 July 2009. On 27 July 2009 the Head of Enforcement contacted the Turners and
requested any further new evidence. On 4 August 2009 Greg Southall interviewed the Turners at

length at their home.

On 19 October 2009 a summary report was submitted to the FSA by the Turners on behalf ofa
The report was subsequently sent to the Bank of England, the Treasury
the Prime Minister and other senior cabinet members.
Email. (The date of the Deloitte engagement

number of contributors.
select Committee, the EU Commissioners,
There were then various subsequent exchanges of
letter is 23 October 2009.)

| ey
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In relation to the continuing Court actions to seek enforcement and eviction of the Tucl Tt
their home, Hector Sants provided a letter to the Court in January 2010, which resu.lte tigation
actions pending the outcome of the FSA investigation and any subsequent criminal investig

In June 2010 Operation Hornet was formally launched.
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MORGAN STANLEY: RIGHTS ISSUE JOINT UNDERWRITERS AND JOINT
SPONSOR

Market Conduct Suspicion: 24 July 2008

Background

Margan Stanley made a significant profit when it shorted 2 35% of HROS immediately prior to the

closing on 18 July 2008 1t was widely expacted that the subscrphon rate for the Rights Issue would &
be poor but not 10 the extent it was {8 3%) As long as o Chiese \Wall was mamiained between the "
trading desk and the HBeS relationship side ot Moargan Staniey. which would know how badty the

take-up had been. then there was no wrongdoing  The FSA cleared Morgan Stanley a$ they had

been responding to orders trom hedge funds who were covering their own short pesitions

(Better than expected news overmight from Citigroup had boosted the whole banking sector sa the
HBOS share price briefly broke back through the rights issue price of 275p Morgan Stantey {trading
deshk] shorted the shares on the prermuse that the positions would be covered by the underwniters
stich It was a significant bet (£250m} but it was not implausible that the stick would be significant
The demand for the shares may have evaporated over the weekend if there was bad news on the
financial sector, which was a strang possibility leaving Morgan Stanley with a very signtficant stick
Noting that HBoS shares had been trading at below the Rights Issue price in the days before the
closing. Morgan Staniey did not short HBoS shares at any ime during the nghts issue process
despite being allowed to do s0, although it shorted other banks as proxies to hedge its exposure |

Following the earlier placing of shares (£1.2bn 19 5%) by Morgan Stanley and Dresdner {who didn't
declare any short positions), meant that Morgan Stanley at the closing were still holding ¢ £750m

which was just beiow the 3% disclosable holding
|

At that point i time. a number of hedge funds and City institutions were still sittng on very

significant loss positions

Prior to 24 July 2008 and the rumour, HB0S shares were trading at below the Rights Issye price of

275p, at 260p |
!

24 july 2008 !
i
|

Jn 24 July 2008 false rumours of a takeover bid for HBoS by Spanish Bank BBvA forced the HRoS

share price to 305p (17%), allowing Morgan Stanley and Dresdner to sell more of the rump
‘overhang” and make substantial profit At that time it was estimated that they had reduced their
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SECTION ELEVEN: SUSPICIOUS MARKET CONDU

JOINT
MORGAN STANLEY: RIGHTS ISSUE JOINT UNDERWRITERS AND
SPONSOR

Market Conduct Suspicion: 24 July 2008

Background

Morgan Stanley made a significant profit when it shorted 2.35% of HBOS immediat.ely prior to the y
closing on 18 July 2008. It was widely expected that the subscription rate for the Rights Issue wou
be poor but not to the extent it was {8.3%). As long as a Chinese Wall was maintained between the
trading desk and the HBoS relationship side of Morgan Stanley, which would know how badly the
take-up had been, then there was no wrongdoing The FSA cleared Morgan Stanley as they had
been responding to orders from hedge funds, who were covering their own short positions

{Better than expected news overnight fram Citigroup had boosted the whole banking sector, so the
HBoS share price briefly broke back through the rights issue price of 275p. Morgan Stanley (trading
desk) shorted the shares on the premise that the positions would be covered by the underwriters'
stick. It was a significant bet (£250m) but it was not implausible that the stick would be significant
The demand for the shares may have evaporated over the weekend if there was bad news on the
financial sector, which was a strong possibility, leaving Morgan Stanley with a very significant stick.
Noting that HBoS shares had been trading at below the Rights Issue price in the days before the
closing. Morgan Stanley did not short HBoS shares at any time during the rights issue process,
despite being allowed to do 50, although it shorted other banks as proxies to hedge its exposure }

Following the earlier placing of shares (£1.2bn: 29.5%) by Morgan Stanley and Dresdner {who didn't
declare any short positions), meant that Morgan Stanley at the closing were still holding C.£750m,
which was just below the 3% disclosable holding.

At that point in time, a number of hedge funds and City institutions were stil| sitting on very
significant loss positions.

Prior to 24 July 2008 and the rumour, HBoS shares were trading at below the Rights issue price of
275p, at 260p.

24 July 2008

On 24 July 2008 false rumours of a takeover bid for HBoS by Spanish Bank BBVA forced the HBoS

share price to 305p (17%), allowing Morgan Stanley and Dresdner to sell more of the rump

“overhang” and make substantial profit. At that time it was estimated that they had reduced th
eir



combuned position (o less than 5% The fatse rumour alvo atlowed ather hedge funds tu ciase oo
POsbIons possibly generating large profits in doing so

There i nothing wrong with the dealing as long as the market had not been manipuldted The
sourie of the rumour may have been investigated by the FSA hut has otherwise not been revealed

RBVA was considerably smaller than HBoS, which comtuned with the declining property markets
hinancial cosis and rumours i the market place concerning the solvency of HBoS and noting that the

Interims were imminent, made the BBV A rumour unhkety but not implausible

1t should also be noted that HBoS' ordinary sharehoiders were meanwhiie deprived of any
Proceeds that might have been made from the svale of the rights on their behalf

EVENTS IN MARCH 2008

Coincidental Events Leading up to the Suspension of Shares on 19 March 2008
On 17 March 2008, Sir Callum McCarthy (Chairman of the FSA} telephoned Lord Stevensan

On 18 March 2008, Lord Stewenson responded  Within his letter he expresses hus concerns about
mahoous unfounded rumours from those with cnminal intent to manipulate markets and create a

“"tit or run on an institution”

The comment doesn 't refer to the telephone conversation they had had on 17 March 2008 and s
strangely out of context

Before the markets opened on 19 March 2008 a rumour circulated about HBoS having iquitity
problems. The share price dropped by 17% before the FSA suspended shares and then make the
unprecedented move of making a statement to quash the rumour

A rather spurious story was spun, when on the previous Friday (11 March) Corporate colleagues
were told that no new business was to be written whatsoever It appeared obvious that capital and

hguidity were an issue  The news was generally out there; it was not a secret
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SECTION TWELVE: POTENTIAL CLAIMS

POTENTIAL CLAIMS

HBoS Shareholders

HBoS Shareholders may have Potential claims in relation to the 2006 and 2007 Annual Report and
Accounts, the Rights Issue which completed in July 2008, other information announced on the Stock
Exchange from potentially January 2007 and, albeit remote, the November 2008 Open Offer and

Placing

Shareholders may have claims against KPMG.

Lloyds TSB Shareholders

Lloyds TSB Shareholders may have potential claims the liabilities for which are complicated.
It is highly probable that the acquisition of HBaS would not have proceeded if the Reading Incident

had been disclosed.

Lloyds TSB shareholders may have potential claims in relation to misleading statements and
omissions in the HBoS 2007 Annual Report and Accounts, the Rights Issue Prospectus and the 3

November 2008 and 12 December 2008 Trading Updates, as included in the Lloyds TSB Circular,
Prospectus and Supplementary Prospectus,

Additional investigation is required regarding the inquiries made by Lloyds TSB in October 2008
following receipt of evidence from a Lloyds TSB customer of potential financial irregularities relating

to the Reading Incident, which should have given rise to cause for concern. Lloyds TSB

acknowledged receipt.
Additional investigation is required regarding due diligence carried out by PwC in November and
December 2008, and in particular with regard to whether or not PwC were provided with the full
Corporate Credit Committee reports.

'\The loss to Lioyds TSB sharehoiders resulting from the acquisition has been estimated at £14bn. "
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READING INCIDENT LEGAL COMPLEXITIES

Good Faith
he Reading Incident are legally complex. Thisis compounded

facility letters and Bank correspondence, QCS engagement

The potential claims of the victims of t
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The relational aspects here go far beyond what is a normal and reasonable banking relationship
even when the customers involved were within the High Risk arena. These were not impaired )
customers but customers, which the Bank was supposed to be heavily involved in “turning
around”. Noting of course the prevailing direction from the Board of avoidance of impairment and
non crystallisation of loss, which within Reading and for David Mills and associates, meant criminal

opportunity

Undue influence and duress in the context of the Reading Incident are commented upon in mere
detail below Both are an abuse of unequal bargaining power

Threats to withdraw funding and /or instigate Insolvency proceedings affect customers’ decision
making. There are of course other factors relevant to the Reading Incident cases. There is evidence
to strongly suggest that there was coercion of will so as to vitiate consent

Undue Influence

No court has attempted to define fraud and no court has attempted to define undue influence. Both
are assessed on the facts of the individual cases.

Ordinarily the presumption of undue influence would not apply between 3 bank and customer, for
the reasons explained below. However the circumstances of the Reading Incident are 5o unusual,
beyond normal reason and “manifestly disadvantageous” to the victims, that undue influence must

be considered.

Given the elapse of time then ordinarily the statue of limitations would apply. However HBa5 was
on notice of misfeasance, fundamentally inequitable treatment of customers, suspacted money
laundering and the gross misconduct and involvement of HBoS employees as far back as January

2007, if not much earlier.

To prove undue influence there must be evidence to show:

Capacity to influence;

influence was exercised;

Exercise was undue; and 1
Exercise brought about the transaction. -

bwNe

ré

What is clear is that Lynden Scourfield, with the apparent authority of the Bank (which Philip Grant
has committed to writing), established a special relationship with the Reading victims. A special
relationship gives rise to a presumption of influence only but not undue influence. If the refevant
“rransaction” in question is suspicious {which again is extremely relevant to the Reading Incident}

then a second evidential presumption, of undue influence will arise.
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Even in the unhikety event that it 1s considered that no special
ot and confidence in

relationship can be nevertheless ane of “trust and confidence”. where one
exert undue influence over the other The victims must show they placed tru

Scourfield / the Bank
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pend on the merits
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ifference between

Whether Scourfield and others applied unacceptable pressure will de
case. hawever it must be proven that the will to resist had be worn down
the Reading cases Fleming J could well have been thinking about them w

difference between legitimate persuasion and excessive pressure like the d

seduction and rape”
scourfield and others, the
fees, QCS’ lack of

motives.

There 1s also the highly relevant issue of concealment of material facts by
effects of which would be known by Scourfield and the others e.g. QCS’ excesstvé
proven track record {or in actual fact abysmal track record), and QCS’ and Scourfield’s true
Failing to disclose all material facts impairs autonomy of free will because it prevents a fully
informed decision, which Scourfield combined with excessive pressure In this context there is of
course the overlap of the separate grounds of undue influence from concealment of material facts
and fraudulent misrepresentation.

Undue influence may be rebutted on the basis that the “weaker” party exercised independent free
will However it must additionaly be proven that the “weaker” party fully understood the
transaction and that the transaction that was entered into was as intended. This latter point has to
be severely questionable as it would appear that there may be grounds for fraudulent

representation

In addition the Courts take a strict view with regard to reasonable alternatives, even if those might
be unpalatable. This latter point may be highly relevant to Reading Incident cases but each case

must be assessed on the basis of its own merits.

Duress

Duress occurs where there is abuse of position by the dominant party and thus of the trust and
confidence reposed in that party such that the act of contracting by the weaker party is not a
voluntary act. Additionally the dominant party must be acting in bad faith (illegitimate pressure) and

the pressure must be significant

Duress therefore encompasses undue influence, duty of care, fiduciary obligations and good faith.

Where duress involves threats to engage in a legal process e.g. Insolvency action, although in some
circumstances this may be lawful, it will always be unlawful if the threat was made in bad faith

There is also the case that what is being threatened is a legal wrong.

Transactional imbalance is compelling evidence that duress has been exercised.




creditor.

It has to be considered whether the victim had any realistic practical alternative but to submit to the
pressure and also whether the victim protested at the time

The difference between undue influence and economic distress (where the parties are already in a
contractual relationship and the abuser takes advantage of the plight of another) is that undue
influence involves psychological pressure whereas economic duress is the use of economic pressure
An important distinguishing factor is also that it is the common law doctrine of distress whereas the

equitable doctrine of undue influence

In relation to the Reading incident, the victims appear to have been deprived of the power of choice
through the threats that were made by Scourfield and others in abuse of their positions. However
for each case there had to have been an assessment by the customers of the seriousness of the risk
of enforcement against the potential benefits of accepting the risk. This is by no means
straightforward when personal guarantees are involved

Taking the reasonable man argument, on balance there is a strong argument that the Reading
Incident victims would not have entered into the transactions forced on them by Scourfield and QCS.
Those transactions are therefore wrongful in the sense that one party was victimised by another

Fiduciary Duty of Banks

Both undue influence and duress have a fiduciary element as well as underpinning the duty of good
faith.

. Hi;r.toriZaI_Iy case law pruvided that a3 bank has no duty of care to any of the other parties involved

in the lending contract, and in particular in relation to how the bank reaches the decision on how
to recover its debt. This is the general principle that no duty of care exists between a debtor and

As banking has become more complicated, case law is adapting.

The general principle of law is also that customers are responsible for their own choices and
accordingly, there is no general obligation for businesses to protect their customers from making

unwise choices.
The function of fiduciary law in basic terms is to act as a deterrent against cheating.

Banks until relatively recently in history were partnerships. It may be an old fashioned view, but
those roots made bankers risk averse and focussed on the long term needs of their customers, to
whom they had open ended liability. Fiduciary or not, this forced honesty in the system.

A fiduciary duty is a legal relationship between one party, the principal, who is dependent on the
better knowledge and judgement of the person he trusts, the fiduciary. A fiduciary duty is the



i eks only to avoid
highest form of duty and contrasts with the ordinary tort duty of care, which se
harm

) me a fiduciary in
There are four situations, which have been identified in which a banker may beco

relation to its customer-

1 Receives or transfers funds of its customer;
2 Gives advice where it is in a position of conflict of duty and interest; o flict of duty
3. The bankerisin a special relationship with its customer and is in a position of con
and interest;
4 Where a bank makes a mistaken payment to another.

i he bank
In relation the special relationship situation, it must be shown that the customer relies on t
and the bank is aware of that reliance, and there is a relationship of confidentiality.

The basic remedies for breach of fiduciary duty are far more favourable and include equita.ble
compensation. In addition equitable remedies and claims for equitable remedies are not time

barred by the Statute of Limitations in the way that common law damages are.

A common law fiduciary duty is an obligation to act in the best interests of another party giving rise
to a complete loyalty to the service of another’s interests. This duty has several facets:

A fiduciary must act in good faith;

He must not make a profit;
He must not place himselfin a position where his duty and his interest may conflict;

He may not act for his own benefit or the benefit of a third person.

Significantly for the customer, this relationship imposes a more extensive duty of care than found in
tort. Established categories of presumed fiduciary relationships include agent and principal, solicitor
and client, and doctor and patient, although the Court can impose a duty in any relationship subject

to the facts of a case.

In Woods v Martins Bank Ltd the Court accepted that a fiduciary relationship was born where a bank
manager acted in an advisory capacity. The reliance upon the advice and expertise of a bank by a
Customer can create fiduciary obligations, however the imposition of such duties by the Court

uitimately depends upon the facts of each case.

There is great difficulty in importing an equitable doctrine into the law of commerce However
common law merely requires honesty, diligence and performance of contractual obligatinns, byt
equity requires nobler qualities of loyalty, fidelity, integrity and respect for confidentiality, which are
positive requirements reflected in the complexity of modern day banking



Fiduciary Duty considerations applied to the Reading Incident

Banks will always argue that a bank has no fiduciary responsibilities towards its customers and acts
purely in a contractual relationship. As such any suggestion of an implied duty to take reasonable

care when dealing with a customer will by rejected.

"Tl-1e R;dmg incident is howew;r extremely complicated and the actions of HBoS went
considerably further that a normal "High Risk / Impaired Asset” relationship or a banker /
customer (debtor / creditor) relationship. In doing so HBoS failed to exercise the level of skill,
integrity, honesty and care that it was reasonable to expect of a competent and regulated banking

organisation

it should always be remembered that it has to be strongly contended that HBoS would act fairly as a
creditor and in good faith to the ultimate Reading Incident victims. HBoS clearly did not and further
exacerbated the loss and distress ultimately suffered by many of the direct and indirect victims.

Some comment needs to be made about David Mills and other QCS “consultants” and the capacity
under which they were acting. There are obvious issues relating to their conduct and duties as
directors to the Reading incident companies to which they were appointed. There are also “shadow
director” issues, where Mills and associates had executory powers or otherwise acted in a
managerial capacity in relation to the Reading Incident cases, but there were no formal directorship
appointments. Both of the foregoing should have been considered and adversely reported upon by
the Insolvency Practitioners, who were appointed to Reading Incident cases. The Bank's
involvernent in those appointments, the executory powers imposed and subsequent granting of
increased facilities exposes the Bank to significant risk. The relationship between QCS and HBoS is
one that requires specific legal opinion, which should encompass consideration of the duty of care,
fiduciary duties and other duties QCS owed to the victims of the Reading Incident, given the Bank
owed a duty of care to the victims when imposing the “services” of QCS and David Mills onto the

Reading Incident victims.
There is also the complication of “asset stripping”, excessive fees, leakage of significant additional
facilities post involvement of David Mills and QCS.

There are a number of other considerations:

¢ The criminal conduct of HBoS employees;

* The otherwise complicit invalvement of HBoS employees including those in an oversight

function;
s The complicity and misconduct of KPMG;
* The delinquency / misconduct of senior executives and the Board of H80S:;
* The actions of HBoS and the Insolvency Practitioners post formal “discovery” in January

2007
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and through to the ultimate demsse of HBoS It explains the motvation and importance at Board
level for keeping the Reading Incident concealed

In essence 1t can be summarised by the following

The Bank of Scotland culture became a necessity for HBoS:

“A primary focus on controlling absolute levels of loss.” i ..
Board Meeting . 7 Ma, “It could be disastrous if market sentiment moved
against HBOS.” et ko tober 2

The following synopsis provides a “cradle to grave” account:

The Fallacy

In 1999 “new Corporate” came into being in Bank of Scotland and marked a sea-change; positioning
itself towards highly leveraged, equity and structured deals. It was at this point in time that the die
was cast
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tland into HBOS The M
This section provides inside knowledge of the culture and dynamics of Bank ?f Sconance at Board
and through to the ultimate demise of HBoS. It explains the motivation and impo Undet
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neces
In essence it can be summarised by the following:
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The Bank of Scotland culture became a necessity for HBoS: depc
stros
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At a basic level, if the Reading Incident had been properly disclosed in the 2007 Annual Report and the
Accounts then it is unlikely that the Rights lssue would have been capable of proceeding and rel
irrespective of whether the Government stepped in or not at that time to prevent the collapse of I Ad
HBoS, it 15 unlikely that the acquisition by Lloyds TSB would have occurred ; ne
ale
- . - “ ¥7] Ki
The following synopsis provides a “cradle to grave” account:
1
The Fallacy
C
In 1999 “new c?rporate" came into being in Bank of Scotland and marked a sea-change; positioning
itself towards highly leveraged, equity and structured deals. It was at this point in time that the die i
was cast. :
In the 1990s large problem deals had been contained in-house avoiding insolvency and
crystallisation of loss through restructurings invalving equity partici

Pation, debt / equity swaps, debt |
B Was provided, or alternatively
rovided The deq| sizes were

rollovers and use of other vehicles through which increased fundin
increased facilities, which also lacked credit fundamentals, were p
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' NEST
A BRIEF SYNOPSIS OF THE HISTORY THAT GAVE RISE TO THE HORNETS
S
This section provides inside knowledge of the culture and dynamics of Bank of Scotland intt:3 :::j
and through to the ultimate demise of HBoS. It explains the motivation and importance at

level for keeping the Reading Incident concealed

In essence it can be summarised by the following:

The Bank of Scotland culture became a necessity for HBoS:

“A primary focus on controlling absolute levels of 10ss.” txecutve Committee 17 May
[005 Board Meeting 27 May 2007

“It could be disastrous if market sentiment moved
against HBoS.”

Execute Board October 2007

| At a basic level, if the Reading Incident had been properly disclosed in the 2007 Annual Report and
Accounts then it is unlikely that the Rights tssue would have been capable of proceeding and

irrespective of whether the Government stepped in ar not at that time to prevent the collapse of
HBoS, it is unlikely that the acquisition by Lloyds TSB would have occurred.

The following synopsis provides a “cradie to grave” account:

The Fallacy

In 1999 “new Corporate” came into being in Bank of Scotland and marked a sea

-change; positioning
itself towards highly leveraged, equity and structured deals. It was at this point in time that the die
was cast.

in the 1990s large problem deals had been contained in-house avoiding insolvency and
crystallisation of loss through restructurings involving equity participation, debt / equity swaps, debt
rollovers and use of other vehicles through which increased funding was provided, or alternatively
increased facilities, which also lacked credit fundamentals, were provided. The deal sizeg were




relatively small in today’s terms. The Bank of Scotland favoured a growing number of

“entrepreneurs” with alleged {unproven) turnaround success.

Bank of Scotland’s culture was resistant to recognition of distress and was strongly averse to
impairment and crystallisation of loss. The business was incentivised to restrict impairment.

The Merger

Under HBoS and the high risk business strategy that was pursued, which involved a significant and
increasing funding gap, the culture of non recognition of distress and impairment became a
necessity. It was an inherent part of the business model. The practice was formalised and known.

The HBoS merger strategy was predicated on market sentiment. The high risk strategy was known
to the market so HBoS had to deliver and outperform. To do otherwise would result in downgrades
of external ratings, impacting on the cost and availability of wholesale funding and possible loss of
deposits, and also impacting on regulatory capital. The strategy needed to create the illusion of a
strong capital base, minimal impairment and robust credit quality. The share price was additionally
artificially manipulated through the HBoS programme of returning capital to shareholders and

generous dividend policy.

At an early stage High Risk was concerned at the dependency on property values, the risk profile of
deals and the levei of entrepreneurial lending. Argument to dispel was always centred on the
substantial income that was being generated combined with, what was a weak contingency planin
the event of a market shift, being the Bank taking a holding position and not crystallising loss. The

relative size of the deals compared to the 1990s was dismissed.

Additionally any argument to demonstrate the sheer magnitude of income generation that was

necessary to balance against potential loss withIn the joint venture and integrated finance portfolios
alone {i.e. it takes a lot of fees to plug hole), was dismissed or simply ignored.

KPls were aggressively set to incentivise against distress and impairment.

The BoS culture had become a necessity in HBoS.

Crisis Time
Retail was struggling and known to be

By 2005 the group situation had become untenable.
file in Corporate placed reliance on Corporate

struggling. The Beard in full knowledge of the risk pro
to compensate and provide profit and capital through realisation of investments. The reliance

't hidden, it was overt and created elitism within Corporate. Credit risk and market risk were

wasn
given scant regard in larger deals

Credit was removed from front line competencies.



had been
Simply to stand stili required over £20bn of assets that had to be written each year. There

little progress in winning SME market share in England and Wales. Senior executives within ;
Corporate, the Executive Board and the Board were all fully aware of the risk profile of the portfolio
and its dynamics. Performance in Corporate had become predicated in particular on key contacts,
“the Group's extended family of entrepreneurs”, and the integrated approach. The Corporate .
model and portfolio was fragile having a dependency on carporate finance deals (which are typically
cash flow lends) and commercial property.

Within Risk and Credit there were serious concerns. It was considered unlikely that Comorate.w:lllld
be able ta trade out of a prolonged downturn in property markets without some significant “hits”.

2006 - The Beginning of the End

George Mitchell announced his successor in mid-2005, Peter Cummings. George Mitchell had been
strongly resistant to Basel Il intrusion and the project was significantly behind plan. Peter was
tasked with delivering the Advanced IRB approach waiver for Corporate. It was utter chaos.

The churn in Corporate was increasing, which put even rmore weight on entrepreneurial, joint
venture and leveraged deals. On entering 2006 a correction in the property market was expected
but within HBaS, Corporate was under pressure to deliver. Riskler deals were written, including
significant secondary retall property deals in Europe. Capital, liquidity and the funding gap had
always been a significant risk but the situation was hecoming critical. Impairment and distress were
tlamped down further to maximise Tier 1 capital. It was absolutely essential for HBoS to achieve
Advanced Status under Basel Il from 1 lanuary 2008 and thereby benefit from the significant

reduction in Retail’s risk weighted assets {c £50bn) and the effect that had on regulatory capital. No
secret was made of this,

In June 2006 everyone was clearly alert to major economic risks and the developing situation in the
USA.

Peter Cummings established the Causality Team in Spring 2006. Corporate High Value cases that
migrated into High Risk and Impaired Assets were investigated. They were largely severely
distressed on migration. Operational risk was prevalent {including marking of Limits an CBS) and
credit risk management and assessment were largely poor. KPMG did not make e

nquiries of the
Causality Team as part of their audit work.

Tom Angus (Head of Impaired Assets)

Evidence suggests that the Reading Incident was known ahout well before 2006
appear that Tom Angus on taking up a new role as Head of [High Risk and] Impai
discovered irregularities in August 2006, that later in January 2007 became kno
Incident. The timing of January 2007 is suspicious and may have been 1o avoid
Annual Report and Accounts 2006. The share price at that time was £10 £11,
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impacts of disclosure would have been substantial, HBoS might have survived the impacts at that

time (February 2007)

As explained above, the dynamics of the business were in crisis. The mortgage market had changed
dramatically since the merger The Corporate model and portfolio were of serious concern. The
only real light on the horizon was the significantly reduced regulatory capital requirement under
Basel Il Advanced Status and it was essential for survival for this to be attained. All, including KPMG,

were fully aware

In view of Tom's appointment and the data cleansing exercises, which were exposing Reading
Incident cases, there is evidence to suggest that Paul Burnett, Lynden Scourfield and others were
attempting to “hide" Reading Incident cases where there is significant suspicion of money

laundering

The models that were being introduced into Corporate for Basel I necessitated reconciliation of
data, which threw out exception reports resulting in 3 prolonged data cleansing exercise. Due to the
importance of Advanced Status, Peter Cummings had a hands-on oversight role in data cleansing,
which fed into all HoFs. The balance of evidence would suggest that Tom Angus strongly suspected
irregularities in Reading by June 2006, and that through data cleansing exception reports, Corporate
Jet Services Limited and other “hidden” Reading Incident cases had been identified. It would appear
that Peter Hickman may have disclosed to the Executive Committee on 31 October 2006 that

irregularities in Reading had been identified by Tom Angus.

Concealment

In June 2006 and subsequently, the Board would not want to recognise a £1bn impairment
Provision. Potential Reading issues were and had been prominent within Corporate Credit
Committee Reports. Sir Ron Garrick chaired the divisional Risk Committee, which attended CRC
meetings and otherwise received copies of reports and Minutes in relation to the CRC.

There is evidence to suggest that there was deliberate avoidance of review and audit of MV High
Risk connections by Group Credit Risk, GIA and KPMG, none of whom prior to 2007, and despite the
relative size of the Reading High Risk portfolio, had reviewed or audited Reading High Risk cases
{with the exception of 2 connections in early 2005). XPMG would be fully aware of the underlap
between their work and that of Group Credit Risk in relation to MV High Risk connections.

The Reading Incident was reported to the F5A in March 2007 as a control issue, after the 2006
Annual Results had been announced. On 26 March 2007, the Peer Review team who had been
brought in to Reading were provided with strong evidence of money laundering amounting to £11m,
involving a number of Reading High Risk cases and David Mills / Quayside. Criminality was not
reported through SARs and was not reported to the FSA . The Peer Team had previously becomi
aware of significant suspiCiGus transactions totaling over £20m on 22 January 2007



e time the Intenm Resultls were
ng a fundamental

A final report was subsequentily provided to the FSA around th
urfield, with no financial

: ident bet
dnnounced on 2 August 2007 and the party line of the Reading lncnd:en -
breakdown in contrals at Reading perpetrated by one individual, Lyn

crme implications, was upheld

. o that the report
KPMG and Group Credit Risk had undertaken significant mvestlsat'c_‘"- _'""fj kn::\cided with the
submitted to the FSA was incorrect and deliberately misleading This t'f"'"g ¢ It was the real
securitisation and syndication markets closing and wholesale markets tightening.

beginnings of the financial crisis in the UK

The End

d
In February 2008 the Annual Repon and Accounts for 2007 were announced. The Accounts :B cen
been prepared in contemplation of the Rights Issue, which had been strongly influenced by the

after they had approved Advanced Status under Basel It

On 29 April 2008, the Rights Issue was announced The Prospectus was published on 19 June 2008
and on 18 july 2008 the Rights Issue closed Interim Results for 2008 were announced on 31 July
2008. During this period the Corporate stressed portfolio had grown considerably but was not
disclosed to shareholders or the City. Meanwhile the FSA had grave and growing concerns regarding
HBoS, which appear to have startad in September 2007, when coincidentally they were first
furnished with third party evidence to suggest serious irregularities regarding the Reading Incident.

On 17 September 2008 the acquisition by Lloyds TSB was announced. Lioyds’ Circular was published
on 3 November 2008 and both Prospectuses were published on 19 November 2008 There had been
significant growth in Corporate’s stressed portfolio, which at that time was reported to the CRC
(and divisional Risk Committee) as being £40bn This was npt diecinzas |n itve Frospectuses or
subsequent Supplementary Prospectuses, which were published following the HBoS 12 December

2008 Trading Update

Ata basic level, if the Reading incident had been properly disclosed in the 2007 Annuat Repert and
Accounts then it is unlikely that the Rights Issue would have been tapable of proceeding angd
irrespective of whether the Government stepped in or not at that time 10 prevent the collapse gf
HBoSs, it is untikely that a solvent acquisition by Lioyds 758 would have occurred o



APPENDIX I

MISLEADING STATEMENTS IN ANNOUNCEMENTS, UPDATES, PROSPECTUSES
AND ACCOUNTS

1 August 2007 Interim Results Announcement

Note: HBoS’ share buyback programme and dividend policy were deliberately designed to inflate
the share price. The directors and KPMG knew that capitol was overstated through the non
recognition of distress. lrrespective of that, capital was scarce and was sacrificed to give o faise
impression to shareholders and investors.

o “Corporate credit quality remains robust.

o in particular, given the potential for reduced liquidity in the secondary markets, we continue
to underwrite and price our originating activity on the assumption that we would be
comfortable holding the business on our balance sheet if required to do so.

o Our view on the importance of capitat discipline and efficiency at HBOS is unchanged. We
will complete our £500m share buyback programme this year. In addition, today’s 23%
interim dividend increase demonstrates how our capital discipline and efficiency is
translated into a higher payout ratio for our shareholders. Above all, today's dividend
increase points to the confidence we have in our future.

T

Prospects

o Our strategy is one of measured growth, strong returns, and sound credit quality, with a
focus on increasing noninterest income in order to generate significant and sustainable
shareholder value.

o Revenues from our investment portfolio have been exceptionally strong in the first half of
2007, and may not be repeated in full in the second half. Nonetheless, we remain confident
that overall 2007 will see a substantial increase in the contribution from our investment
portfolio and that the portfolio is well positioned to sustain its contribution to earnings in
future years.”

13 December 2007 Pre-Close Trading Statement '!

Group Overview
o Robust credit trends; Group-wide credit trends remain robust.

Andy Hornby, Group Chief Executive, commented:
"Asset growth has been stronger in the second half than in the first half. Higher levels of lending
growth in Corporate {no where waos it explained why) and a lower share of mortgage principal




for the froup
_ . o6t growth
reépayments in Retail are set to lead to a stronger than furecast level of 2
for the full year strong performance of the T
Non-interest income has been maintained at a similar level to the stro ;

i . o LR,
half 1t is thus expected to make a healthy contribution to full year rev

Outlook

' ygnificantly changed
o “The Group expects to deliver a gond full year nutcome, in spite of the $Ig

. PO nitions
environment in the second half ansing from current market liguidity o

i , and we will remain
In the short term we expect the global market dislocation to continue an
prudent in our approach to lending. *

O

Annual Report and Accounts: 2007
{Preliminary announcement 27 February 2008)

{The Rights Issue, influenced by the FSA had aiready been decided. ]

“The Chairman’s Iot is 3 hap

Py one when, as last year, the Annual R
performance both against t

he FTSE 100 and the FTSE Banks

Market dislocation

O  If ever the boards of banks, regulators

Or rating agencies needed a reminder of the
importance of strong liquidity and strg

Ng capitat,

Chief Executiye’s Report

2 "Inour Corporate business we tontinue to

re we have rpy)
expertise and can Benerate superior returns.

We accept that capital is owned b
resource........capital strength is al
periodic feature of banking.

© During 2007, the FSA approved
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regime has redefined both the size and nature of the capital resources available to HBOS as
well as the level of risk weighted assets. It has not however changed our approach to capital
management.

However [in Corporate), we continued to approach the market selectively, and despite
slower secondary markets we continued to sell down to hold levels with which we are

[#]

comfortable
We are planning on the assumptions that market conditions will remain uncertain

throughout 2008. For our Treasury & Asset Management division, the key focus for our
Treasury team is the management of our funding and liquidity during the financial markets
dislocation. We entered this period confident in our funding profile and capital base. This
has served us well and we intend to maintain robust liquidity and capital positions going

forward.

Corporate Strategy
o The key aspects of our strategy to deliver our overall objective are: Selective asset growth,

whilst preserving strong margins and exercising vigilant credit risk management

2007 Performance [Corporate}
o Credit quality remained sound in 2007 although defaults were at 3 higher level than the

historically low figures seen in 2006. [The considerable impact of the Reading Incident is

not explained.}
Risks and Uncertainties [Corporate]
o To mitigate this, we back property entrepreneurs who have a track record of operating
through the econornic cycle.
Our commercial real estate exposures are not secured primarily on the value of the
collateral but on the strength of the underlying cash flows of the businesses we back.

Prospects [Corporate]
o The corporate sector in the UK remains relatively under geared and companies are generally

well placed to service increased debt costs.
o Our commercial property portfolio is expected to continue to perform relatively well,
partially reflecting our preference for incremental growth in Europe. {Secondary
commercial property was targeted. ]
In an environment where commercial property prices are expected to remain under
pressure our primary focus on cash flow based property transactions, with collateral
valuations as support, will continue to drive our risk based decisions.

o

Corporate Governance Comply or Explaln Statement
“The Company considers that it has complied throughout the year with all of the provisions within

section 1 of the Code, other than provision C.3.1 which recommends that the Audit Committee

[

should comprise solely independent Non-executive Directors.....

Going Concern Statement
“The Directors are satisfied that the Group has adequate resources to continue in business for the

foreseeable future and consequently the going concern basis continues to be appropriate in

preparing the accounts.”



Issue
29 April 2008 Trading Update and Announcement of Rights

"Background to and Reasons for the Rights Issue

. . : ent market
The Board of HBOS believes that a stronger capital base is appropriate in curr
conditions. The four key objectives of the capital raising are

* to rebase the Group to stronger capital ratios;
* to consolidate the Group's strengths in its core markets;

* to mitigate the increased sensitivity on our regulatory capital of
change arising from Basel I and

* to accommodate the impact of the Treasury portfolio fair value
adjustments.

The Board is optimistic about the fundamental prospects for the Group's core busines'ses. The
enhanced capital position will enable the Group to pursue its strategy of......... delivering
measured and selective high value Corporate growth.... ... *

Trading Update

“This trading update constitutes the HBOS Interim
31 December 2007 to 28 April 2008

Management Statement for the period from
This announcement covers the information to be

presented at the HBOS Annual General Meeting
in Glasgow and discussed in a presentation for an

alysts and investors at 9am today.

Group Trading Overview

than assets In the year.”

Qutlook

o "The capital raising announced today will provide us with financial resilience in
challenging economic circumstances.
©  We expect only a modest increase in im

pairments and will continue to drive costs out of
the business.

O  We are focused on achieving returns on e

quity in the mid teens, and are well placed to
deliver long term sustainable growth.”



'

19 June 2008 Trading Update
{as contained in the Rights Issue Prospectus}

{There are a great many misleading and untrue statements and inconsistencles.]

“This trading update covers the period from 1 January 2008 to 31 May 2008 and updates the Interim

Management Statement published on 29 April 2008."

GROUP TRADING OVERVIEW

o

o

a

Corporate

o

*Trading continues to be satisfactory.
While HBOS is not immune from the global dislocation in financial markets that is impacting

the wider economy and credit conditions, it is on track to demonstrate a resilient

performance in 2008.
In Corporate we are seeing improved pricing but adopting a cautious approach, and slowing

asset growth.
We expect to maintain strong capital raties and, after the rights issue, the Tier 1 ratio is

expected to be within the range of 8% to 9% and the Core Tier 1 ratio between 6% and 7%.
In a more difficult trading environment, HBOS expects a resilient performance in 2008,

which will provide a sound platform for the future.

In a slower growth envireonment we have also planned for lower returns from our Corporate

investment portfolio.
Lending secured on commercial property investment is based primarily on the quality and

diversity of tenant covenants and cashflows.

Lending and investment in the housebuilding sector at the end of May 2008 totalled £4.2bn
{Dec 2007 £4.0bn}, of which £3.5bn was provided in senior debt, £0.3bn in mezzanine,
£0.3bn in loan stock and £0.1bn in equity finance. The HBOS housebuilder exposure is
mainly to niche sections of the market (including retirement housing, the affluent, urban
regeneration and social housing) rather than volume led operators. At this point in the cycle,
whilst housebuilder earnings are projected to fall, thereby impacting interest cover, debt
safety is underpinned by coflateral vaiues including landbanks.”
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Rights Issue Prospectus 19 june 2008

[Contained 3 years’ gudited financial statements ended 31 December 2007 and disclosures 2007
with comparatives; 19 June Trading Update. ]

Background to and reasons for the Rights Issue

©  "On 29 April 2008, the Board of HBOS announced the Rights Issue and the Capitalisation
Issue. The Rights Issue is intended to raise £4.0 billion [net of expenses), to strengthen the
Group’s capital base

© Together with the establishment on 29 April 2008 of a new target Tier 1 ratio of between
8.0% and 9.0% and a new target core Tier 1 ratio of between 6.0% and 7.0%, these actions
will achieve a step change in the capital strength of the Group.

© The Board believes that a stronger capital base is appropriate in current market conditions
The four key objectives of the capital ralsing are:
{a) to rebase the Group to stronger capital ratios;
{b) to consalidate the Group’s strengths In its core markets;
{c) to mitigate the increased sensitivity on the Group’s regulatory capital of change arising
from Basel II; and

(d) to accommodate the impact of the Treasury portfolio fair value adjustments.

Current trading
o Trading continues to be satisfactory and remains in line with the Group’s expectations. “

"Dear Shareholder,
Proposed 2 for 5 Rights issue at 275 pence per Share
o The Corporate division’s strategy is asset class management, which is applied to establish
selective asset growth while preserving strong margins and exercising vigilant credit risk
management. To this end, the Corporate division continues to seek quality opportunities at
the right price and with the right partners, concentrating on returns rather than volumes. *

31 July 2008 Interim Resuilts.

“Lending growth however is being slowed.” [Capital constraints were such that it had to be. The
true position is grossly misrepresented.]

o “During the first half of 2008, we have set in train a strategy of slower and highly selective
growth, continuing to concentrate on markets where we have real expertise and can
generate superior returns. Assets continue to be originated on the basis that we are
comfortable to hold thern on the balance sheet in their entirety, although a proportion of
debt or equity positions may be sold down to other market participants i market conditions
are supportive
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Prospects

o Our plans anticipate a worsening in the economic environment, resulting in higher
impairment charges.
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Prospects
o Our plans anticipate a worsening in the economic environment, resulting in higher
impairment charges. "




APPENDIX Il

EVIDENCE IN BOARD AND EXECUTIVE COMMITTEE MINUTES

_ . ken of KPMG's role
In considering the following comments made in Minutes, cognisance should LI

g . - en considering
as Auditors and of the requirement for them to exercise professional sc_em'c‘sm v_:hﬁn ancial

the risk aspects of the comments in relation to misstatement and non dt.sclasurl; !t |

statements. [KPMG would review Board Minutes as a matter of course in an audit.

Group Management Board Meeting 20 January 2004

The Minutes demonstrate how focused the Management Board was on delivering results ahead of

market median consensus and of reporting impairment provisions that were better than market
expectations,

“to increase credibility and the market’s likely view of the deliverability of the 20% ROE target” it

was important that the first half results for 2004 were "increased by £50m to £80m, and to do this
discretional items would be deferred”.

Board Meeting 1 March 2005

It is evident from the Minutes that Retail division was under stress and w

as facing some major
challenges, including a 20% fall in the UK maortgage market.

George Mitchell also commented that Corporate’s growth target was challenging given the
increasing tevels of churn. He points out that performance was predicated in particular on key
contacts, "the Group's extended family of entrepreneurs”, and the integrated approach. He also

points out the dependency on corporate finance deals {which are typically cash flow lends) and
commercial property

These are strong warning signs to the Board and additionall

¥ not one of them could be in any doubt
regarding the risks attaching to the Corporate portfolio.

From a presentation to update the Board in relation to B
Advanced Status is quite clearly nothing to do with stren
potentional for future reductions in regulatory capital a
investor perceptions relative to competitors”.
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Executive Committee Meeting 17 May 2005

Basel Il implementation was discussed at the Executive Committee Meeting on 17 May 2005 In
february 2005 the programme had red flagged as a main consequence of Corporate division and
concerns regarding the rabustness of the internal credit risk models and their future deployment
into business as usual. In addition "It was becoming increasingly clear that data quality was a

potential stumbling block”

Those Minutes also confirmed the HBoS strategy to credit risk, which had been and was at that time,

an approach “focused on controlling absolute levels of loss”.

Executive Committee Away Days 5 and 6 June 2006

Andy Hornby summarised the Group's strategic weaknesses and the need for the Business Plan
2007 - 2011 to address the shortcomings, which included:

e Lack of sufficient credit risk capabilities;
e Over-reliance on wholesale funding;
e Lack of England and Wales SME share;

e Current Plan showing funding potentially becoming a constrain.

One of Andy Hornby's objectives of the planning process was to achieve double-digit growth in all

years. in response Peter Cummings highlighted that in Corporate:

ant further revenue growth would require a major shift in asset growth assumptions,

1. Signific
c.£24bn of assets to

2. The portfolio had a 30% churn rate so that simply to stand still required

be written each year;
As there was a very low share of the SME market then 3 step-change in performance

depended on being able to originate larger deals;

4. in seeking to lead larger [syndicated] deals would have a material capital undertaking risk,
unless or until the group’s capital market capabilities were further advanced,

5 Post merger push in trying to increase market share “had been focused excessively on quick

wins, and had largely become focused on commercial property”;

To achieve the rate of growth Hornby was locking for required additional people capabilities

in origination, where Corporate’s strengths did not lie, and more risk would need to be taken

in some asset-backed environments;

7. In particular, "Any increased growth was likely to increase the group's exposure to

commercial property.”;
8 A cyclical downturn in commercial property would necessitate a hold situation and work out

over time

peter Cummings recommends high single digit growth to lessen the risks and particularly those

relating to large scale lending against purely speculative property development deals. However a

A



struck was that
major assumption to that recommendation and the deals that had already been

there would be no material correction in the commercial property market.

ket share in Europe

: i - i i orate’s mar ;
With regard to International, a main target was increasing Corp he North Sea oil

; _ ; ins li t
Traditionally this had been through leveraging international relationships linked tc.) S og
r
industry, which had been strongly asset backed. To move away from that was hig

The Minutes additionally include comment on excess levels of personal indebtedness in Retail and
Corporate. Benny Higgins comments on Retail point to a floundering strategy and the "ee‘? fora
complete rethink. His initial address starts with a strong warning in relation to future im.palrmentf.
Benny Higgins’ summary of key Retail objectives, lacks any explanation as to how the objectiv:es will
be achieved, and is more a wish list that might deliver Andy Hornby’s growth aspirations e.lg SME
was a key cross Divisional imperative”, Of additional concern in Benny Higgins’ comments is the
linkage between unsecured personal loans and “looking hard at * PPl sales.

Executive Committee Away Days 31 October and 1 November 2006

Peter Hickman appears to alert the Executive Committee to potential irregularities in Reading and a
requirement for large provisioning.

Additionally in an indirect reference to the Reading incident, it is commented in relation to
Corporate “the importance of limit management”

towards a conclusion that the Group should hold more property assets.”

Board Meeting 22 May 2007

Significant sales issues in Retall were highlighted and in particular the ongoing shortfall in the
mortgage business.

The Reading Incident was formally minuted as being a control weakness within Corporate division,
which would lead to a significant provision during the year.

It was minuted that there were major challenges in relation to Corporate’s Advanced IRB approach
waiver application and in particular the General Corporate Models.

The Quarterly Key Credit Trends report showed that there were indications that the Corporate credit
cycle was turning. A market correction had been expected for some time, It was commented that
there it was difficult to track stress in the commercial property portfolio.

The minutes confirm that the strategy at that time was still to avoid distress and

impairment
(“primary focus on controliing absolute levels of loss”).

e il R el
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Executive Committee Meeting 18 September 2007

Peter Hickman confirmed that the FSA had approved the AIRB approach credit risk waiver
application However there were significant conditions attaching to the waiver

Executive Committee Away days 25 and 26 October 2007

In view of the continuing tightening of the money markets, the draft Funding Plan was discussed
Key assumptions were that securitisation markets would reapen in H1 2008 and that there would be
sizeable capital and funding issuance in every non-holiday month. Stress testing of the base case for
a re-run of similar conditions in September 2008, had shown “a very uncomfortable situation”,
which was survivable. However “HBoS specific issues might prove to be difficult to cope with”.

Board Meeting 1 April 2008

Mike Ellis confirmed that economic belief was that there was no prospect of any material
improvement in market conditions in the balance of the year.

Executive Committee Meeting 22 April 2008

This meeting was immediately prior to the AGM and the announcement of the Rights Issue on 29
April 2008.

The minutes inciude the following comment from Mike Eltis:

*The current forecast half year (2008) position with respect to Target Tier 1 Capital was
unacceptable”

That comment is contradictory to the interim Management Statement that was released on 29 April |
2008 and which announced the Rights Issue.

Board Meeting 28 May 2008

fFollowing Board approval of the FSA ARROW risk assessment and Risk Mitigation Plan, the outcome
of the review was summarised.

“Tha Group was regarded as presenting a high systemic risk, because of its reach and relative I
importance”. i)

Specific areas of concern included credit risk, capital, funding and liquidity.
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APPENDIX NI

ighlighted that there were
Peter Hickman presented the Quarterly Key Credit Trends report and highlight

was having a clear
signs of distress in the Retail and Corporate portfolios, and that the slowdown
impact on HBoS.

i ! results to 31 May
At this point, KPMG would have been involved in their review of the 5 months’ res

art of the Rights
2008, which comprised the Trading Update released on 19 june 2008, and formed p
Issue Prospectus.



APPENDIX IV

CAPITAL REQUIREMENTS EXPLAINED

Thes 15 2 very simple ane hgh leve walkthrough, but snould be sufficen: %or the leve of
snoerstandmg that s required for the purposes of this report ana petental ury evdence

introduction

Base' s an irternatonal standard for the amount of cap ta: that banks need to put aside to Jea’ with
currert and potential financal and operational risks, or «n ather words the amount of capital thas s
reguired 10 absc b a reasonable leve! of wsses before becoming msolvent Banks are required to se
asge more capital for higher nsk expasures

Applying minimum capital adequacy ratios serves to protect depositors and promote economic
stability

Risk basea caprtal or regulatory capital is differentiated into two categones / standards, Tier 1 capstal
and Tier 2 capital. and s used by regulators 1o measure a bank’s capita! adequacy

Tier 1 caprtal 1s the best form of capital and s capital w hich can absorb losses without 3 bank being
required 1o cease trading e.g orginary share capital Teer 2 capstal provides a lesser degree of
pratecton to depasitors and is capital whsch can absorb losses in the event of insakvency

Addressing the Criticisms

Basel | came into effect in 1988. A criticism of the regime was that it was too simple in apphcation
and that it was easy to achweve significant capital reduction with little or no nsk transfer i.e. Base! |
was, at a basic level, not sensitive to nsk.

It had another fault. A material element of regulatory capital is what is called Core Tier 1 capital {the
first cut of Tier 1 caprtal), which basically is a company’s profit and loss reserves. Under Basel I,
calculation of Core Tier 1 capital could be manipulated through restncting Specific Impairment
Provisions, thus maximising profit and loss reserves and maximising regulatory capitat.

Basel It was introduced 10 address the criticism refating to risk aspects The effective date in the UK
for implementation was 1 January 2008 and as previously explained in 2004 all major banks in the



UK ncluding HBoS {ommenced

r applications
preparatians for Basel Il and the submission of waiver app
tor Advanced approaches

; dto
This was intende
Basel It inks capital "équirements more tightly to the risks that banks incur
have two motvational effects

*  Better risk management: and

*  Safer lags risky credits {improved risk weightings)

It shouid be ponted out that uny Au
or ey

en commented upon What wa
was that it w

) orate
Bust 2008, the above benefits were not promoted in Corp

: 008
$ strongly promoted by Peter Cummings prior to August 2
95 a regulatory requirement, tha

Was going to be manipulated

More of the Theory

Reduce risk of failure by cushig

ning against lossas; L
*  Provide continuing access 1o financial markets to meey liquidity needs, l : f
*  Provide incentives for prudent risk management !
Basel Il treated banks differently depending on the sophistication” of their risk Managemeny
systems,

L

-



allowed banks to adopt different approaches / methodologies to determine their minimum
regulatory capital requirements to support their exposures to credit, market and operational risks.
There are three approaches, but for HBoS it was important to have approval for the adoption of the
Advanced IRB approach }

in theory under the Advanced IRB approach, Tier 1 capital could no longer be manipulated through
avoidance of Specific Impairment Provisions. The HBoS Corporate response was to manipulate
internal ratings / distress instead. RWA and Expected Loss calculations were thus understated
meaning that the capital adequacy ratios were overstated.

HBoS and Basei Il in more Detail

Wark first began on preparing for Basel li in 2004. In Corporate division this required significant
levels of investment in the development of credit risk rating tools, processes, governance and
operations to support the Basel |l Accord, and in particular the Advanced IRB approach. At no point
was it explained within the High Risk & impaired Assets arena as being from the point of view of
improving credit risk management. The concern and focus were entirely on the effect it would
have on capital adequacy. From a market reputation and perception perspective, it was not an
option not to have the AIRB approach for credit risk regulatory capital in Corporate.

The AIRB approach is the most sophisticated approach. |t allows banks to use their own internal
assessment of probability of loss and defauit and the quantum of loss, to determine RWA values. To
do this internal models are built to generate ratings (Probability of Default, Loss Given Default,
Exposure at Default and Expected Loss) for products within the asset classes (ioans). The Expected
Loss is a combination of PD, LGD and EAD. The risk weightings that are derived are applied to credit
risk exposures. The risk weighted asset itself reflects the Unexpected Loss in relation to the

exposure

Corporate division built an internal ratings model for credit risk called Nexus. Analysis of an obligor’s
financial statements together with qualitative assessment were then calibrated to the historic
statistical data of default to give a Probability of Default rating. Similarly Loss Given Default was
generated from historical statistical data of loss. The Expected Loss was thus heavily dependent on
historic trending and data. If that historic data had been manipulated to underestimate default and
contain loss, which HBoS had previously done, then Expected Loss will also be underestimated
Additionally for internal ratings to be reliable, they require “through the cycle” historic data, which
Corporate did not have  Anything they did have was distorted due to non recognition of distress

The AIRB approach for credit risk regulatory capital also changes the way in which the regulatory

capital is calculated. Whereas under Basel I, Tier 1 capital could be influenced by manipulating the
specific Impairment charge (with the general [collective} charge being part of Tier 2 capital), under
Basel Il, it is the Expected Loss, which is important. The excess of Expected Loss less the accounting

jmpairment Provision Is deducted 50:50 between Tier 1 capital and Tier 2 capital.

If the internal ratings improve, then RWA decrease and EL reduces, hence the capital adequacy

ratios improve



subjective data
In terms of Corporate division this meant in addition to flawed historic data and !

res
fput, there was another “simple fix" of reducing Past Due and High Risk exposu

; to discussions
This desire {“instruction”) wasn’t hidden from anyone Paul Burnett directly re.ferred o would
with Peter Cummings on the subject {at which it was probable that Hugh McMillan an

be present)

To illustrate the point of how internal models can be mampulated to reduce capital requirements, a
BIS study in 2013 required 15 banks to run their risk weighting models on an identical sample
portfolio The banks were spread and reported capnal requirements varying from €3 4m to €34.1m
for the same portfolio
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Subject: Re: Bringing You Up To Speed
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Many thanks

P yarm
Swe

From Mastevton, Q(Iy (Credit Inteligence)

To. Ahern, Rachard (Group Audi)

Cc' Harris, Sue {Group Audit Dwrector); PRan.ea stwood@freshfieids.com

<@lian eastwoodHreshfieids.com >; Martin, Gavin; Hurley Tim <Tim. Hurley@thamesvaliey.pnn.poiice uk > ;
Murphy Mick <Mick. Murphy@thamesvaliey pnn.police. k>

Sant. Tue 2 16 17:29:56 2013

Subject: RE: 8nnging You Up To Speed

H. Rcharg

Yes mgooo And you?

Tem Huney "asn as yet dedrelod Mk n retanon 1o my intsrveow / Discussions which | outlined n Dullat

pOUS 10 you i My Emaas las! weed  There ere however Cloar Hornet iisuss  Once Tim nas detriefed Mick
he will Iher 00000 whiether 8 luthe’ Sistement woyuld be &oflad Thete are some sevious Corporate

Gaverience Reporting Audt Dnciosure and Proect Wndso' 3sues that Tum needs 10 consider and wiweh
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