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RESTRICTZD STATEMENT: EALLY MASTERTON PROJECT LORD TURNBULL
NTERVIEW: 107/ 117 July 2013

NON DISCLOSURE OF THE READING INCIDENT

“Anything we can do to widen the gap will heip the Ai _,ommlttee not to

disclose, and that is something we seriously don’t wantto do e.s‘peaally at

this moment”, peter Hickman, HBoS Group Risk Directar; 11 February 2008

AND ITS IMPACT

At a basic Ievel, 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
Governfﬁ“am stepped in or not at that time to prevent the collapse of HBoS, it

Lis unlikely that a solvent acquisition by Lloyds TSB would have occurred.

—
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RESTRICTED "TATEN‘ENT SALLY MASTERTON PROZECT LORD TURNBULL
INVERVIEW: 10™ / 11%" July 2013

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) on 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 lrregulantnes involving the
former HBoS High Risk & Impaired Assets team, based in Reading. :

The extremely serious politically and commercially sensitive nature of the informativn 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 disaissions, including critical
information impacting on Lloyds TSB shareholders, Sue Harris, Group Audit Director, requested this
report. It contains highly confidential information, Wth. 'iwas not previously considered relevant to
the Reading Incident.

Thames Valley Police have an intere thé.repor't but have not been provided with a copy. The

report contains information, which is matenal ot.helr investigations.
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S ESTRICTED STATEMENT: SALLY MASTERTON PROIECT LORD TURNBULL

INTERVIEW: 107 7 117 July 2013

EXECUTIVE SUMMARY

v

Y

v

\4

Proper disclosure of the Reading Incident in July 2007 would have rewritten history for HBoS,
Lloyds TSB and the Government.

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

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

and very serious consequences, extending to the Lioyds TSB takeover.’ tBGis s
exposed.

uly 2007), the subscribers to
14bn) as a result of the
¢gre directly affected by

Substantial loss has been caused to HBoS ordinary shareholders (t
the HBoS 2008 Rights Issue (£332m) and to Lloyds TSB shareholders
actions of those involved. Compensation due to HBoS customers w
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 gf an artificial market, Basel |l and non disclosure of
the Reading incident are all inextricably finked.

They were inextricably linked before the startof the financial crisis.

Deliberate non-disclosure of the Reading Incident in 'che 2007 financial statements

crisis deepened
Thereis ewdence af uwfab' and non compliant treatment of customers.
The £SA was knowingly and recklessly misled.

Ho.wever the FSA influenced the Rights Issue without appropriate due diligence.

There’ 1as _a' ignificant deterioration in the Corporate Stressed Portfolio prior to the closing of
the Rightsissue in July 2008.

The Lloyds TSB Circular and Prospectus and the HBoS Prospectus in November 2008, and the
December 2008 Supplementary Prospectuses, do not disclose the known stressed cases in HBoS
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 PwC.

All those involved have condoned criminality and injustice.

Comragraally Sensitive Highly Confidential Page 8



SSTRICTED STATEMENT: SALLY MASTERTON FROECT LCRD TURNBLLL
h\h:z\'uv\, 10'“/ 11 July 2013

INTRODUCTION

in early July 2013, a puzzling series of spreadsheets reiating to the Reading Incident and
knowledge of documents which Project Windsor had previously Produced to TV?, linked into
knowledge and experiences from 1998 to 2010. What had happened internally in relation to the

| Reading Incident finally made sense. The timing of the Reading Incident meant that it was

[

intrinsically tied into far bigger irregularities.

David Mills and Quayside

in November 2008 David Mills of Quayside Corporate Services Limited, who was later charged with
money laundering and other offences, made the following comment tq;ﬁ:%"jﬁnrnalist in relation to the
losses incurred by HBoS as a result of the Reading Incident: %

“that was because of Base/ 1 coming in — that would penalise any bank with: 5¢ -qiaany customers in
high risk”

In one simple phrase, Mr Mills had got it right on a number f Iei?‘é_t_s_but for the wrong reasons.

" nest” of whlch the Reading Incident was a

pivotal part.

Background

From the time of the wider uncovenng 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 Insolvency Practutloners hava all portrayed the Reading Incident as having been

breakdown in internal contmi '. Those charged with governance, oversight and control, went
without suspicion on the basis u_f no prior knowledge.

Money Laundefmg :

Suspicions of money laundering arose in early 2007 on the commencement of the first deep-dive
internal inquiry. Despite regulatory and statutory reporting obligations, professional standards and
ethics, and other duties, suspicions of money laundering were not reported then or at any point
prior to Deloitte’s s166 investigation. Even then Deloitte appear only to have reported suspicions in
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 to identify potential criminality and there has
been no inquiry to identify further cases.

Commerciaily Sensitive Highly Confidentisi Pags %
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VETERVIEW: 207 / 11" July 2013

Business relations continued with those who were potentially culpable of money laundering
offences; in some instances further funds were advanced, significant fees were paid and in other
instances, Insolvency Practitioners sold businesses and assets to those suspected of money

laundering.

Non Disclosure

Of fundamental concern is that the Reading Incident, the extent of the losses / provisions, the
potential criminality and how the Reading Incident was allowed to happen, were not disclosed to

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 serious breaches offences and miseonduct that

have not been duly reported.

Additionally, Lloyds TSB had evidence of suspected serious financial irrééularitfes relating to the
Reading Incident in October 2008. However Lloyds TSB were already nmpheated by way of a
relationship with David Mills, and highly suspicious transactions involving fiBoS High Risk customers.

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

Despite the findings of the Deloitte rep';:‘rt, th’ £SA’s congerns stem from potential evidence
uutcome of which was Operation Hornet, a Serious

provided by victims of the Reading Incide i
and Organised Crime Unit mvestlgatton into potenﬁal money laundering offences.

Non disclosure of the Readlng }nadent 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 otheiﬁf_éﬂqys 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

e Criminal

s Civil

s -Regulatory

e Reputational
® Professional
e Ethical

Commercially Sensitive Highly Confidential Page 10



RESTRICTED SYATEMENT: SALLY MASTERTON PRCJECT LURD TURNEULL
INTERVIEW: 107 / 12™ July 2013

CULPABILITY FOR NON DISCLOSURE

Non disclosure of the Reading Incident was a paramount consideration pivotal to the Rights Issue.
Irrespective of the Rights Issue, disclosure of the Reading Incident in the 2007 Annual Report would
have 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 not halted progress in attaining Advanced Status uiri_d:éi;_the Basel I
framework. This would in turn have had significant ramifications in terms of regulatory capital
requirements and solvency. The reduction in risk weighted assets under.the Advanced IRB approach
) H for Retail was a key priority and had been since 2005 when the post mé'[gef'bx%s:_iness 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 cuipable include:

e Andy Hornby (CEO)

e Sir Dennis Stevenson (Chairman)

e James Crosby (Former CEO)

» Peter Cummings (Corporate CEO)

* Sir Ron Garrick, Chairman of divisional Corporate Risk and Control Committee
i FD)

#° Hugh McMillan (MD Risk, Corporate)

«. Stewirt Livingston (Chief Risk Officer)
B ia,n Goéiﬂchild (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
include:

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

- e PwC
\ 4
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INTERY !E\M 10" £ 23 july 2033

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 additional risk of disclosure relating to the knowledge of Lioyds TSB, the impact of, and fall-

out from which could be very substantial

The Operation Hornet case will not be a conclusion in ltseif The Readmg Incndent is large and
complicated. A number of significant individual cases are outwith th parameters of Operation
Hornet. However in investigating the Hornet case, Thames Valley Polic considerable evidence
relating to potential criminality in the other cases, which will be referred to the Serious Fraud Office
together with untried Hornet cases. It is highly probabfe zhat a new inquiry will be opened and all
LBG related evidence will pass across.

The documents previously produced byPFoyact Windsor specifically reveal that the Reading Incident
was deliberately concealed when it shaufd have been disclosed in the 2007 Annual Report and
Accounts, the June 2008 Prospectus relating to tHe,-Rights Issue and the November 2008 Circular and
Prospectuses relating to the Scheme of Arrah‘fgement, 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. Certam ofithe 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

accountancy firms.

Substantial loss has been caused to HBoS ordinary shareholders (to July 2007), the subscribers to
the HBoS 2008 Rights Issue (£332m) and to Lloyds TSB shareholders (£14bn). Compensation due
to HBoS customers who were directly affected by the Reading Incident may be significant.

The HBoS share price was c.£10 in August 2006, £10-£11 in February and March 2007, 940p on 2 August 2007 and 634p on
28 February 2008.

Commercially Sensitive Highiv Configential Page 12
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LBG Related issues W ,W

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 is 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.

Lloyds TSB (former Large Corporate, Bristol} are a party to significant suspicious transactions relating
to potential money laundering offences. The former Head of Large Corporate basad in Bristol and
the Relationship 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. :

Lloyds TSB’s due diligence would include review of Corporate CFEditE'R‘ISk C@nmittee Reports. The
November 2008 CRC Report reports the stressed portfolio as being £40br..

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

Matters relating to the Reading Incident were handled poorfy.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 ?ﬁr{her not warranted when those involved knew
of potential money laundering in March 2807 and dia'ar;_ot report it, and knew of the validity of the
customers’ claims against Quayside and-?l;yndég'_i;scourﬁeiﬁ. The customer has become gravely ill.

The FSA commenced their in-dépth inguiries into tﬁe Reading Incident in June 2009.

The true nature of the Readmg Incndent was concealed from the FSA by LBG, albeit perhaps
unwittingly.

The shortcommgs in 'Be,!o_lttes s166 report is concernlng and suggests either considerable evidence

Practrt!on&r gertain Reading Incident cases, was severely confhcted

A number of former senior executives and directors of HBaoS are involved. The involvement of two
senior directors both of whom remain in the Bank, including the former Head of Group Risk-Credit, is
evidenced in the documents Project Windsor Produced to Thames Valley Police. The involvement of
Stewart Livingston, the former Chief Risk Officer, Corporate is also evidenced but he has recently left
LBG. The former Chief Operating Officer of HBoS Corporate Division, Philip Grant remains within
LBG at a senior level, he had a pivotal role in events in 2009.

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

Coramercially Sensitive Highly Confidential Page 12
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DOCUMENTATION PRODUCED BY PROJECT WINDSOR TO TVP

2 p s
Peter Hickman {Group Risk Director) was aware that impairment in relation to the Reading |
incident was an Exceptional Item and material in relation to the financial statements for year
snded 31 December 2007,

There were similar considerations regarding the Reading incident in relation to the Corporate
Governance Statement and the “comply or explain” requirement in relation to the fundamental
breakdown in Corporate’s internal controls, the full background to the breakdown and the actual

Background

pifing a schediile for inclusion

Tom Angus (Head of Impaired Assets) was ultimately tasked with

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 Corpoi??t Governance Statement.
Peter Hickman wanted to wrongfully argue a case for non dis¢tosure basgd on audit materiality and

isolation.

Peter Hickman acted as liaison between the-mz’i&udit Committee and Executive Committee, lan
Goodchild (Head of Group Credit Risk), Steven Clark fHead of Group Credit Risk; Corporate), Stewart
Livingston (Corporate Chief Risk Officer} and Tom Angus:

Concealment

The project was initially presented to Tom Angus by Peter Hickman via lan Goodchild and Stewart
Livingston as being par-j_:fi‘gf an exercise to épnvey the higher level lessons [earned from the Reading
Incident. Tom was instructed to compile a schedule showing the Reading Incident Impairment

Provisions for 2007.

The documéntary evidence shows that the schedule Tom ultimately submitted in February 2008 had
been contriv d to.show a total Provision figure that was below an arbitrary measure of materiality of
5% of net inco : frc;ﬁii:‘Group continuing operations. As explained within the detail of this report,
the premise for théféarbitrary measure was in any event inappropriate to the circumstances.

Tom Angus confirmed that the schedules were compiled in contemplation of the Rights Issue and
were compiled within certain artificial “criteria”, which markedly reduced the total exceptional
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 Portfolio after Lynden Scourfield had come
under scrutiny in January 2007.

Commercially Sensitive Highly Confidential Page 14



RESTRICTED STATEMENT: SALLY MASTSRTON PROIECT LORD TURNBULL
INTERVIEW: 10/ 11" july 2013

Emails

The 5% arbitrary absolute based on £5,708m was £285m. (Underlying Profit before Tax for
Corporate was considerably less at £2,320m.) There are various drafts of the schedule, which were
shared with Stewart Livingston, Steven Clark, ian Goodchild and Peter Hickman. In one exchange of
Emails Peter Hickman makes the comment to Stewart Livingston: “We are getting uncomfortably
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 seriously don’t want to do especially at this
moment”. In another exchange, Peter Hickman raises with lan Goodchild the issue of reporting the
fraud. :

The actual Impairment Loss incurred with respect to what has been identified to date as Reading
Incident cases is in excess of £1bn. An Email from a manager working with Tom in wmpmng the
schedule, queries the accuracy and legitimacy of the schedule, on’t héhasns that it significantly
misstated the total Reading Incident Provisions raised to that dat : 31 December 2007) which the
manager says are ¢.£800m. ' | :

The schedule Tom Angus was compiling was significantly and knowingly "’eir(_gg‘_\@eous.

On 11 February 2008 Steven Clark sent an Email to lan Goodchild attaching ancther draft of Tom’s
schedule. That schedule totalled £266m and commem i$‘tnade that £22m of 2008 Provisions, which
had been raised post year end, had been removed: from the 266m It is patently evident from the
schedule that even in relation to the cennectrons on the sx:hedule significant further Provisions
le is wrong and in what seems to be an attempt to

would be required. Steven knows the. sche'
force proper disclosure makes reference toith urnbull Guidance.

lan Goodchild then sent an.

Credit Risk) and Stuart Dickson. 1an points out about the additional but excluded £22m. He further
asks Stuart to provide an estimate of the amount of loss that would have been incurred in any event,
if the “fraud” had: not been committed. He does not point out about the £500m+ that had been

excluded!

The schedule submittedibn 14:';:ebruary 2008 totals £262.4m. The schedule is very clearly incorrect.

t to the Audit Committee: February 2008

lmpalrment Provnsuon Charge for 27 of the Reading Incident cases as being £266k. The report does
however point out that Provisions amounting to £78m had been excluded. The basis of the £78m is
unknown and there are clearly significant additional Provisions over and above this that were not
included. Nevertheless at £344m, this was above Peter Hickman’s initial arbitrary materiality

threshold for disclosure.

The report summarises the findings and lessons learned from the July 2007 Group Credit report (Risk
Review of the Credit Limit Control Environment) and provides an update on the various initiatives
that came out of the review.
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SECTION ONE: REPORT FINDINGS
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INTERVIEW: 10 / 11% July 2013 SECTION GiNE

SECTION ONE: REPORT FINDINGS

REPORT FINDINGS

i
|
|

L

1

At 2 basic level, if the Reading Incident had been properly disclosed in the 2007 Annual Report and l
Accounts then it is untikely 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 coilapse of |

HBoS, it is uniikely that a solvent acquisition by Lloyds TSB would.have occurred. '

LBG has some extremely sensitive and impactful issues ta #ddress.

Distress and impairment in Corporate division were deliberately concealéd from the outset of the

merger, with culpability vesting in the Board. The talpractice was intenti

Overstate profits;

Overstate regulatory:
Overstate credit quali
Artificially inflate the sh
Mislead shareholders;
Mislead the FSA;
Mislead external credit rating
Obtain Approved Status under Bas
islead Lloyds TSB. -

V VY VVVVY

HBoS became aware ofb Iy 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.

Commercially Sensitive Highly Confidential Page 17



RISTRICTED STATEMENT: SALLY MASTERTON PROJECT LORD TURNBULL

,':

BSITERVIEW: 10 " ;/ ‘\:.”. iy 2013 SECTION ONE

Many innocent people, shareholders and Reading Incident customers and associates, are victims,
and have lost significant amounts of money. In this regard the directors, senior executives, KPMG

and others are accountable.

The criminal actions of those who are the subject of this report added another layer of criminality to
their misfeasance, being the deliberate harbouring of those known or suspected to have committed

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 avoidabie.
At the intervention of the FSA, action to evict the customer from fieir house has been stayed for the
i to losing their house, the

time being pending the outcome of Operation Hornet. In adi
customer thinks that the Bank is still looking to pursue p¢ A
Evidence on file gives a dim view of LBG. The customar is now gravety iil | with a stress related illness.

otherwise
ospectus and AGM

There is evidence that Lloyds TSB were aware of the Readmg Incident, an
implicated, prior to the publishing of the November 2008 Circular, subseque
to approve the takeover.

;_ Irrespective of a different strategy t0 redress the Readmg incident, it remains that the roles of
KPMG, PwC, former HB poctors and senior executwes, and others in the HBoS 2008 Rights
Issue and the subsequ wt acqulst of HBoS by Lioyds TSB, are very serious matters that need to

| be addressed. :

Coemmercially Sensitive Highly Confidential Page 18
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SECTION TWO:

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

Commercially Sensitive Highlv Confidential Page 19



RESTRICTED 3TATE !‘/;-.NT SALLY MIASTERTON PROJECT LORD TURNBULL
INTERVIEW: 107 /7 127" July 2013 SECTION TWO

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 Scotland 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 fo

“A primary focus on controlling absolute levels of loss.” ve Committee: 17 May
2005; Board Meeting: 27 May 2007 “It could be disastrous if market se ent moved

‘ against HB0S.” Executive Board : Ot

| | At a basic ievel, if the Reatng Incident had h n pro isclosed i the 2007 Annual Report and
Accounts then it is uniikely that the Rights 155 : : en capable of proceeding and
frrespective of whether the Government steppégiinor not at that time to prevent the collapse of

’ HBOS, it is unlikely that a sofvent acguisition by Lloyds TSB would have occurred.

0 grave” summary, which in its entirety has been
efinal parts of the Synopsis are copied below.

The Synopsis, is ’
moved to Appendix‘:

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 more weight on entrepreneurial, joint
venture and leveraged deals. On entering 2006 a correction in the property market was expected

Commercially Censitive Highly Confidential Page 20
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INTERVIEW: 107 / 13" Juily 2013 SECTICN TWG

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 Il 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: borate High Value cases that

migrated into High Risk and Impaired Assets were investigats
distressed on migration. Operational risk was prevalent ¢

they were largely severely
fuding marking of Limits on CBS) and
credit risk management and assessment were largel- r. 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 lnﬁident was know well before 2006. However it would

appear that Tom Angus on taking up a new role as Head of IHigh Risk and] Impaired Assets
discovered irregularities in August 2006, that later in January 2887 became known as the Reading
incident. The timing of January 2007 is suspicious and'may have beento avoid disclosure in the
The shareprice at that time was Eif) - £11, and although the
substahtial-,f HBoS might have survived the impacts at that

Annual Report and Acce
impacts of disclosure
time (February 2007).

were: in crisis. The mortgage market had changed
dramatitally since the merger. ydiel. and portfolio were of serious concern. The
only reé!'ii’ght on the horizenwas th nificantly reduced regulatory capital requirement under
Basel Il Advaniced Status and it was essenti _,_,_for survival for this to be attained. All, including KPMG,

were fully aware.

As explained above, the dyna

In view of Tom’s appeintment 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. A

The models 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 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.
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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). KPMG would be fully aware of the underlap
between their work and that of Group Credit Risk in relation to:M¥ High Risk connections.

The Reading Incident was reported to the FSA in March 2007 as a:co_ntrol issue, after the 2006
Annual Results had been announced. On 26 March the Peer Review team who had been
brought in to Reading were provided with strong esddence of money laundering amounting to £11m,
involving a number of Reading High Risk cases angDavid Mills / Quayside. Criminality was not
reported through SARs and was not reported to g ESA . The r Team hat previously become
aware of significant suspicious transactions totaliing av n 22 January 2607.

time the Interim Results were
cident being a fundamental

A final report was subsequently providéﬁft@th_e FSA aroun
announced on 2 August 2007, and the party line ofthe Readin
breakdown in controls at Rea ing perpetrated by oneindividual, Ly};»den Scourfield, with no financial

crime implications, was:y

B B
It was a “whitewash”

’ misted.

submitted to the FSA was incarrect anddeliberately'misleading. This timing coincided with the
securitisation and syndication. markets clgsing and wholesale markets tightening. It was the real
beginnings of the-financial crisis inthe 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 1.

| Disclosure of the Reading Incident at that point in time would in all ikelihood have precipitated
i the collapse of HBoS.

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
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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 announced. Lloyds’ 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 o the CRC
{and divisicnal Risk Committee) as being £40bn. The extent of Corporate’s stressed and distressed
portfolios were also not disclosed in the 17 December 2008 Supplementary Prospectuses, which
were published following HBoS’ Trading Update on 12 December 2008,

. At a basic level, if the Reading Incident had been properly discloged in the 2007 Annual Report and

1
|

Accounts then it is unlikely that the Rights Issue weould have
irrespective of whether the Government steppedinorn
HBOS, it is uniikely that a solvent acquisition by Lioyds TH8:

i tapable of proceeding and
3t time to prevent the collapse of
oultéhiave occurred.

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

It is helpful to represent the events surrounding the Reading Incident, including the complexities and
interactions that culminated in the acquisition of HBoS by Lioyds TSB, in a comprehensive Timeline.

The Timeline references facts and refers to evidence, some of which is not contained within the
body of the report.

It is recommended that the following Timeline pages are either bookmarked or removed for easy

reference.

significant and sustained monetary easing. US interest
Greenspan was pivotal in engirieying the financial crisis. He
- as appropriate vehicles for banks to take risk under the

ry support for the development of the OTC
was dirminishing. This was a complete

In wake of 9-11 and the dot.com crisis, Alan Greenspa
rates are cut from 6.5% to 1.75% and then to 1%in Jun
was further a strong advocate of derivatives and securitis
guise of improved risk management, and was pivotal in giving &
derivatives market in part because other séusces of profitability

ated on commercial property

2001 - The strategy of HBoS C ision post melgeris one of dcl)ale-dly! growth gt
Ih ntrepreneurial relationship lending.

2005 lending, structured apg : ace, joint ventizéas and equt'tv participation, an
BoS' track record apiwith The Mourafand St Andrew Square is unproven, yet even still High Value Corporate carries
significant distresse e either unreported or have undergone solvent debt rollover into Good Book

workout vehicles.

Board declsions predicated on market sentiment due to the substantial

Despite the high risk glth
isincentised through KPis.

funding gap; impatrment and crys

SME market share won In England is] wetondon & South High Risk & Impaired Asset portfolio and

team grow organically.

2004 Business banking and Corporate remerge.
Work begins on preparing for Basel fi, IAS Provisioning and IFRS 39.

Mar 04 Evidence fs provided te suggest finansial irregularities Invoiving a substantial Reading High Risk connection. Evidence also
suggests that K(PMG imay have been made aware,

Mar 05 HBoS Board acknowledge that the shape of the business delivered under the Merger business strategy is untenable and that
a crisis has been reached.

June Evidence suggests Hugh McMillan sanctioned a credit application for Seoul Nassau increasing facilities by £1.&m to
0s £20.9m. DACSIs £16.6m.

27 Oct KPMG Corporate lead partner Andrew Higgins, Group senior manager Catherine Burnet and Corporate senior manager
05 Lisa Kjorstad are provided with September 2005 Corporate Portfolio Risk Report and October 2005 Corporate Credit Risk
Committee Report from which to select year end audit sample.

KPMG's audit in relation to impairments and distress takes cognisance oi the review werk of Grous Credit Risk, In respect
of which KPMG are copied in all reports and plan their audit work with Group Credit Risk. There is a fundarnenta
underlap in respect of Mid Value High Risk cases, which is patently obvious.
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3 Nov
(o1-3

23 Dec
05

1Jan

26 Jan
06

1 Mar
06

Apr
2008

18 May
06

June
2006

1 Nov
06

4 Dec
06

KPMG’s 2005 year end sample of MV High Risk cases comprises only 1 case, which is a case run out of Edinburgh by Head
of impalred Assets, Paul Burnett, It does notcontain 2 Reading cases that had been reviewed jointly with Group Credit
Risk in March 2005, cnhe of which is known to contain significant irregularities.

KPMG’s draft Management Letter raises inconsistencies in High Value 1AS models re provision calculations. The Internal
Control weakness is refuted and the issue is dropped.

Peter Cummings becomes Chief Executive of Corporate Division and implements a fundamental reorganisation of Corporate
division, which becomes asset class led. The role of Head of Impaired Assets is split, with Tom Angus becoming Head of
Impaired Assets, Trading.

KPMG 2005 Audit Close Out Meeting, which primarily concentrates on year end provisioning. Specific cases are discussed,
as well as the collective provision and the general results of KPMG’s and of Group Credit Risk’s reviews of the area. Tom
Angus is in attendance.

Basel Il is on KPMG’s agenda.

2005 Preliminary Results are announced.

Torn Angus discovers significant under-provision in Righ Value Fmpalred Assets, L Mi:n {review exercise of bast case
outcomes leads te additional provision need In excess of bbsn: ‘case scenarios).

The issue is reported to Hugh McMilian, Head of Risk, Curporate The increased HV speci ision is accommodated

via a release from the general provision.

The identifred weakness doas not lead to a pan-wide review '&I‘-'},ﬁsprw d
Value & Impalred Assets.

There is evidence o suggest that UKiemmercial property market has started to decline.

Tom Angus idenﬁﬁesv i iak gularities in Mid Value London & South High Risk & Impalred portfolio {Lynden

Scourfield’s team).

Around 18 Ociober, Tom Ahgus requests Lynden for the |ast credit applications for 8 connections, including Seoul Nassau,
Smoliensky’s, Clode and Bradman-lake.

Peter Hickman appears o rafer te the Reading incldent in an Executive Committee meeting In October 2006.
Peter Cummings agrees to “lift and drop” Nexus ratings for High Risk and Impaired cases

Lynden Scourfield submits credit applications as previously requested by Tom Angus.

November 2006 Days Past Due cleansed data is submitted to Lead Directors for analysis,
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5 Jan
07

7 Jan
a7

10lan
a7

12Jan
07

15lJan
07

16 Jan

07

18 Jan

22 ian
o7

26 Jan
07

2 Feb
a7

Feb 07

13 Feb
07

27 Feb
07

28 Feb
Q7

5 Mar
a7

6 Mar
a7

9 Mar
o7

UBS Analysts are the first to raise scepticism on the HBoS business model and inherent risks.

Date of Tom Angus’ spreadsheet showing list of Reading connections reported ob Crib Sheets with Limits, Expiry and
DACS information from July 2006 to November 2006. Tom highlights where credit applicatlons should have been
submitted to Tom.

Given the festive season, the spreadsheet appears to have been created beafore the year enc.

Reporting Team circulate list of connections showing large Drawn and/or large DACS movements. Appears to be a normal
monthly routine. Lynden Scourfield's connections are Bradman-lake and Clode.

Tom Angus sends Email to Lynden Scourfleld and attaches the 7 January spreadsheet. Tom wants explanations te be
provided by Lynden st 3 meeting scheduled for 15 January 2007.

In his Emall, Tom Angus draws attention to Lynden’s, Mark Dobson’s and Julia Hayrison’s limits having been extendsd en-
bloc. [Evidence suggests that this coincides with the month immediately befere KPMG’s audit sampling and there is a

history of such in this regard.]

Tom aso refers to Theros having a substantiat impaired position. -

Tom Angus meeting with Lynden Scourfield.

David Hurst is forwarded Tom’s Emall by Lynden, and’ Id appear that David Hurst Is very aware of matters.

Strong Email from lan Robertson and Hugh McMiltan to Corpurm RMs rcqm:' g data cleansing and timits resolution for
Days Past Due reporting by 31 March 2007

Tom Angus memo to Lynden Scourfield ad ew is to Include “identification of any latent

impairment”.

Internal investigation into the Reading Incident commences. By February 200¥Bere is still considerable uncertainty as to
the extent of potential | itis strongly suspected that the likely magnitudaimill be significant, noting at that time
the unauthorised excasd

lmpaired Assets team faftéd the Janudi )7 DPD data cleanse. Team are requested to rectify within deadiine already

setof31 March 2007 for FSA purposes.
Internal escslation of Reading Ingdent resultingihy full GIA/GCM investigation.

Email chain between Scourfield and. Hurst suggests that Hurst has updated Scourfield’s Impairment models, which
Scourfield will dl'scu;x ata meeﬁngi[ﬁt’h Tom?].

HBoS 2006 Annual Report: MABWum: Is signed by the Board. The Accounts are unqualified and the audit opinion is
otherwise clean, :

The 2006 Pre-lims are announced. Lloyds TSB share price Is 622p.

HSBC'’s shock announcement regarding US sub prime losses.

Reading Incident s reported to the FSA as an internal credit control weakness, in which” 3 member of staff extended
unauthorised credit to impaived ciients within commercial [mid vaiue corporate] lending”. Mo potential money
lsundering offences and/or fraud is reported. [Share price is c.£10-£11.]

Pressure on Days Past Due data quality intensifies. In terms of trending, there are deteriorating numbers. Corporate have
assured the FSA that the Corporate portfolio will have been fully cleansed by 31 March 2007.

Lynden Scourfield goes on sick leave and is suspended from duty on 22 March 2007.
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12Mar  February 2007 Days Past Due High Risk listing is circulated, Teams are requested to identify connections likely to require
07 impairment provisions in 2007.

Mar 07  Quayside fees are settled by HBoS at ¢.£250k. Full payment Is made of all outstanding fees, with the exception of minor
fees outstanding on 1 case, which had gone into Administration.

25 Mar A Clode director zlerts the Peer Review Team of potential money laundering and provides evidence totaling £11m. It
07 involyes a number of Reading High Risk cases and also David Mills. The Team is told that Mills and Scourfielc are

culpable.
Mar 07  PwC are instructed to carry out an |BR of Corporate Jet Services Ltd.

2 Apr New Century (largest US subprime lender) files for Chapter 11.
2007

25 Apr Lynden Scourfield resigns.
07
HBoS AGM Trading Statement.

14 May  HBoS Reading Incident becomes public knowledge following extensive. media coverage.
07

oup Risk Special Proiectﬁ team commence full review

May 07  David Miller issues first report into the Reading Inciden
w appears to include intensive¢ase reviews.

exercise into the credit limlt control environment, the:

HBoS share price begins its decline from 1153p.

12Jun  KPMG commence a credit review auditof Reading connections.
07 e,
Pre-close Trading Statement.

22Jun  Collapse of Bear Stearns’ hedge fund.

07
ons”.
26 Jun er aypllcatiorid‘&;ﬁ Tsues regardiﬁg(fbrporm. Letter from Lord Stevenson to
a7 and how thﬂ_.‘il‘_npids on funding.
Jul 07
11 Jul
07
26 Jul Group Risk Spex rojects team nm:sentatlon of their Credit Limit Control Environment Report (In-depth review ivo the
07 Reading Incident i
The report incorrectly tustion regarding the marking of limits across Corporate. it incorrectly represents
the Reading Incident. Its at there was no evidence of financizl crime but does not explain that the review carried
out by Corporate Financial Cfine Prevention was only into Lynden Scourfield personally and additionally included KYC
checks.
The reportis subsequently provided to the FSA. |t is misleading.
1 Aug Announcement of Half Year Results. Share price is £9.40.
o7

w/e6 Scores of Quant hedge funds spark each other in unwinding positions creating substantial losses.
Aug

9 Aug BNP announces withdrawal of support on 3 money market funds. Global credit markets seize. ECB injects €95bn overnight
o7 to bail out troubled hedge funds.
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12 Aug
o7

13 Aug
07

17 Aug
07

Aug 07

10 Sep
07

14 Sep
a7
17 Sep

07

Oct 07

4 0ct
o7

Nov 07

10 Dec
Qa7

12 Dec
o7

13 Dec
07

1Jan
08

22 Jan

24 Jan

17 Feb

08

27 Feb

28 Feb
08

HBoS Reading Incident is raised again in the media.
Goldman Sachs and clients inject $3bn into globa! GEO hedge fund.
The FED approves measures to assist liquidity.

UK housing market downturn becomes evident; Lehman, Accredited & HSBC shut offices,
Evidence relating to the Reading Incident is provided to the Beard.

Victoria Mortgage Funding is first UK mortgage company to fail.

B of E announces emergency funding for Northern Rock.

Evidence relating to the Reading Incigent is provided to the Bank of En r

FSA evaluation of progress against ARROW assessment

Further evidence of Reading Incident is provided to Lord Stevenssn.

Pressures on financial markets intensify, r ished liquidity and interbank funding.
HBoS pay out Lloyds / Sandstone ioan guaran
Evidence of Reading tncident s provided to the P arious MPs-and the FSA.

Further writedowns at UBS and capital.concerns,

Market implosion is stai

Treasury Committee inquiry féport “The Run on the Rock” is published,
Northern Rock rescue by UK Government.

Announcement of HBoS 2007 results. Profits in the retail division are hit by the credit erisis. Despite the back drop of the
global credit crunch and fimited growth strategy, Treasury fair value adjustments are just £227m and the Board point to an
alleged strong core Tier 1 capital ratio.

Lloyds TSB share price was 457p

HBoS 2007 results are poorly recelved by the City. As the UK's [argest mortgage and savings provider HBoS was particularly
exposed to the global credit crunch. Share price falls to 634p.
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Mar 08

3 Ma:

11 Mar

11 Mar
o8

12 Mar
08

16 Mar
08

17 Mar
08

18 Mar

1S Mar
08

28 Mar
08

1 Aps
08
2 Apr
08

8 Apr
08

21 Apr
08

Apr 08

22 Apr

28 Apr
08

FSA submit draft ARROW Risk Assessment letter.

HSBC announce $17bn credit crisis losses.

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

Global markets continue to implode culminating in the collapse of Bear Stearns. UK house prices fall at the fastest rate since
the recession of the 1990s,

Corporate RMs are instructed by sepior executives not to write new deals.
HBoS raises £750m of new capital albeit at 9.5% (3.5% higher than the rates chafged to mortgage lenders) as a result of
lower revenues from its investment portfolic and higher Libor funding costs.

FED launches Primary Dealer Credit Facility.

Sir Callum McCarthy {FSA) phones Lord Stevenson.

by Lord S about false rumours in:the market creating hit and
ap mortgage-backed securities.

Lord Stevenson’s strange letter to Sir Callum. A hint is’
runs on institutions. Stevenson also lobbies for the B of ks

HBoS short-selling triggered by rumours of an approach by H if England for emerx"aﬁy’;fundlng to enable

£128bn of non-customer liabilities to be’ mﬂud in the following q q
Shares are suspended.
B of E and the FSA give unprecedented denials / mtemen& :

lames Paice MP write:

concern in refation to the kvels of ba eﬁpual
Writegowns at UBS and Deutc

om the UK market in the previous 7 days.

Moneyfacts report that 20% of mortgaga products withds)

IMF warns that potential losses from the fin &h;risis could reach $1trillon or more, and that effects are now spreading to
other sectors including commercial property andigorporate.

B of £ launches Special Liquidity Scheme.

Meltdown continues (Chtigroup, Merrill Lynch, UBS, Deutche Bank).

RBS announces £12bn Right lssue and fair value writedowns of £5.9bn, Capital call is a result of credit market positions and
to shore up reserves / capital ratios following acquisition of ABN Amro.

FSA final ARROW letter and RMP are received. They contain a number of areas of concern.

HBoS AGM and interim Trading Statement. £2.84bn of writedowns on its portfolic of complex debt securities. Heavily
discounted £4bn Rights Issue {fully under-written by Morgan Stanley and Dresdner Klemwort) announced to strengthen
capital ratios plus £600m from paying the first haif dividend in shares. This was the 3" largest Rights Issuein UK corporate
history 2nd was portrayed as strengthening an already strong capital base in the wake of the deepening credit crisis.

HBOS Rights Issue announcement is badly received by the City. HBoS’ capital base position is seen to be a massive u-turn
from that presented in February 2008. There were concerns of further deterioration in the UK domestic property and
mortgage markets, of the illiquid state of the capital markets and of further writedowns from deteriorating values of
toxic assets including below prime Alt-A martgages.
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May 08 HBoS Reading Incident speculation is relgnited in the media and is linked to the collapse of EuroManx.

James Paice MP writes to Hugh MicMillan expressing severe concerns regarding the Reading Incident end being & matter
for the regulator and police.

14May  Announcement of Bradford & Bingley Rights Issue. B&B subsequently collapses.
08

23 May Substantive evidence of finandial irregularities regarding the Reading Incident is provided to Peter Cummings, the Prime
08 Minister and Chancellor.

9 jun Lehman confirms loss of £3bn in Q2
08

4 lun Posting of HBoS Rights Issue Circular to Shareholders.

12 Jun HBoS share price falls below the Rights Issue price of 275p.
08

18 jun Q2 losses at Morgan Stanley include losses from mortgag
08

19 jun HBoS Prospectus published including S month Trading
0g

26 lun HB0S General Meeting to approve Rights kssue,

11 Jut Closure of mortgage lender IndyMac.

US Treasury announces sescue-plan for Fannie Mag and Freddie Mac.

18 Jul Rights Issue closes,: 7«7~

21 jul HBoS Announcement of result (only 8% take up leavimf?,&tin of “stick”).
08

However Aorgan Staniey hagd subsequa’n'ly placed a significant amount of the overhang and had also shorted the stock
'#ue certain kmw)eﬂge of the i issusa price. I'hey are cleared by the FSA in this resper.t Hedge funds had

24 Jul

25 Jui
08

28 Jul Merrill announces further ns of $6bn.

08

31 Jul Announcement of HBoS first half results.
08

1 Aug FSA abandons investigation into March 2008 trash and cash incident due to lack of evidence.
2008 :

Aug08  Group Credit Risk are permitted access to lolnt Ventures to review specific connections. Serious irregularities are
discovered and disciplinary action recommended. This is turned aside by Mike Wooderson prior to the completion of the

takeover.
b Announcement cf recommended acquisltion of HBoS by Liayds TSB.
Sept
ag
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8 Oct Gordon Brown PM is sent comprehensive information and substantive evidence relating to the Reading Incident.

13 0ct Lloyds TSB recelves from one of its customers substantive evidence of financial irregularities regarding the Reading
08 incident, sufficient to give cause for concern.

3 Nov HBaoS Interim Management Statement (9 months to 30 September 2008).
2008
Uoyds TSB Gircular is published.

14 Nov  HBoS Scheme Document and Circular are published.
08

18 Nov  HBoS and Uoyds TSB Open Offer & Placing Prospectuses are published.
08

19 Nov  Lloyds TSB AGM and approval of acquisition.

12 Dec HBoS Trading Update. HBoS AGM giving approval of Scheme and Capital Raising. *
08 Y

17Dec  HBoS and tloyds TSB Supplementary Prospectuses are published following the HBoS Tradk bpdate. The extent of stress

08 ant distress in the HBoS Corporate portiolio is not disciosasl. The Lioyds YSB Prospectus con “The KBOS Trading
Update is broadly consistent with the impairment analysis conducted by Llexyds TSB as part of its] W process in
October 2008.

3 lan Closing of Open Offers.

16Jan  Acquisition of HBoS completes,
09
Oct 09 The FSA instruct Deloitte to carry out a S166 (Skilled Pgrson n into the Reading Incident.

Jun 10 Operation Hornet Is launched.
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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:

e The Board set KPIs to restrict impairment and dlstress ang fmprove perceived credit quality;
e Regulatory capital was thus manipulated;
* To change the status quo risked a run on:

credit ratings, increased funding costs andg:

sits, a fall in share price, reduced external
creased regulatory capitai requirement;

¢ There were sufficient warhing signs, whic FSA ackr’v’é’ii;ﬁiedged but actioned too late;
e Reading and levels of distress were concegled from the market, shareholders and the FSA,

most critically in and from February 2008,

Backgroﬁ‘:rt’&;h

The recession of:1990 — 1993 is .iﬁ:.lféresting as it was during this period within Bank of Scotland that
: rate impairment and crystallise loss was cultured, originally
ther working with the customer, or in respect of property deals,
bringing in-house as equ i5to hold pending the up-cycle. Within the Mound (Head Office)
however that through the cycle support had manifested itself into another beast all together.

the refusal to recég
based on the honest irt

Coming out of the recession, that culture within The Mound and St Andrew Square (Large Corporate)
escalated, resulting in more complex deal structures and more risk taking. Gavin Masterton
(Governor and Treasurer) and lan Robertson (MD Corporate Banking) “perfected” loss avoidance
through rolling debt into new vehicles owned by “entrepreneurs”, with the Bank often taking a cut

of any upsides by way of profit share.

Pre-merger and following the departure of senior Corporate credit risk executives Jim Purves and
Colin Leslie, Corporate under the influences of George Mitchell (Chief Executive of Corporate
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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. It 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 construed 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 madified.

By 2003 it had been apparent that the Business Banking str . SME penetration into England and

Wales) had largely failed and it was therefore left to Cor
growth target that had been pitched at the merger. Deals.:became mo
stakes were taken, and entrepreneurial lending apimliéd. All assisted
which delivered substantial fee income and prof?ts.irom the sale of invest
centre was a known core of entrepreneurial lending, which was growing exponemialiy Part of that
inancing of “distressed” connections. Irfespective of
Rad ound credit fundamentals. The magnitude of the
allovers of the 1990s in the event of a sustained
divisional Risk Committee, Board and Audit
aard on amonthly basis.

aliver and exceed the aggressive

everaged, more equity
rising property market,
its. However at the

growth was from the restructuring a
those deals, a large proportion of dea
deals made it impossibie to replicate t ¥
downturn. With oversight otherwise being by way 6
Committee. Additionally, largerdeals were rigported

ess to Joint Ventures and Equities. It was only in
iermitted access to undertake a review of Joint
erational risk and distress. The conduct of
fiately before the Lloyds TSB takeover

No oversight function was permitted meaningfu
the second half of 2008 that Group Credit Risk wa
Ventures, apdftnd.serious dysfunctwnalbehavuou'
siued by Mrke Wooderscn imm

Corporate Division) created the Causality function in Spring
rate had snowballed. The extent of potential loss and distress
tentially substantial. Significant new deals were written almost in
desperation when there shotild have been no justifiable commercial and credit reasons for doing so.
The reliance on Corporate was extreme. Credit assessment in the larger deals was iacking.
Sanctioning of these deals was out of control and most worryingly those deals were being “rubber

that was being concealed

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 reperting was an important process, providing essential information in relation to internal
control failure, operational 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

:that was containedin information that was
in APPENDIX II.

Extracts of the conflicting and misleading infor
released to the market and shareholders is cont: ;

h during 2008 are cohsidered
regard to Corporate division, and in

In the following, HBoS announcements and published ir
against what was known within the High Risk environmen
particular Management Information by way of the‘monthly Cradit.Risk Committee reports. CRC
reports were also provided to the divisional:Risk Committee, and diifing 2008 almost on a monthly
basis to KPMG. o ' iR

There were setious fHoing Con
of the Reading Incident,

B

capital via a Rights Issue. That decision wasikeckless. The 2007 Annual Report and Accounts were
prepared and signed off with the objective of the Rights Issue in mind:

» 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);

s 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 material risk
of overstatement of regulatory capital. In actual fact, and as KPMG and the Board would
know, regulatory capital was materially overstated;

e 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;

e Treasury’s Liquidity Portfolio could not be realised to generate capital and liquidity;
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» 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;

» 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;

¢ Inthe absence of realisation of Corporate investments and Treasury securitisations, funding
of Retail was precarious;

* Evenin a status quo of conditions at that time, with the mafun‘ty of wholesale funds, the
changing maturity profile and the funding requirement, meant that a capital crisis was
inevitable and in all likelihood within 12 months. This was not made clear to shareholders
and investors;

* In February 2008 the economiggutlook was extremely poor, including the expectation of a
significant fall in the UK resid roperty markét}.which had been in decline since August
2007.

March 2008 formally entered High Risk and Impaired Assets
Almost immediately afterwards McCarthy & Stone and a
‘became distressed. During April 2008 referrals from joint

number of other significa
ventures, equities, Ieveragé {:and entrepreneurs picked up pace. The exposures were very

substantial.

; Objective assessment suggests that the FSA should have reasonably known in February 2008, £4bn ]
| was never going to be sufficient to provide an adequate capital buffer.

Prior to the Rights Issue Praspectus 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
Lconcem.
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31JULY 2008: HALF YEAR RESULTS JUNE 2008

The Interim Results were announced on 31 July 2008, ten days after the Rights Issue had closed. The
30 June 2008 Interims were contained in Lloyd TSB’s Circular (3 November 2008) and the HBoS and
Lloyds TSB’s Prospectuses (19 November 2008).

The 30 June 2008 interims are deliberately misleading and do not present the true exient of
distress in the Corporate portfolio. Knowledge of that distress was essential to a proper
‘ understanding of the Interim Accounts.

In the Distressed Portfolio as at 30 June 2008 balances with High Risk status amounted to £2.3bn
{DACS £814m) and there were cases totalling drawn £3.5bn, Bad been referred as Stressed
and were waiting categorisation. The drawn value of cases lose Monitoring is unknown.

d from£4,7bn to £9.8bn. The Interims
1 July 2007). The
ember 2007 and by

In total in the first half the Distressed Portfolio had incre
report a total figure of £4bn at 30 June 2008 (an jn,qreaée of £1.5bn
Distressed Portfolio actually increased by £0.5bniiri the 5 months ended 3
£5.6bn /133% in the period 1 July 2007 to 30 June 2008.

Migrations included significant single:;

Sir Ron Garrick was Chairman of the divi k. Committee and attended Corporate Credit Risk

Committees, which Peter Cummings chai

irments as part of the scope of th ‘

;iaprenetkri_al, equity and leveraged deals that were struck in the first

' e directors would be aware of these deals via the monthly
why at the very least in January 2008 the directors did not

formally clamp down higrd on credit appetite. The directors knew that they were not taking “a

cautious approach” and erwise is grossly misleading.

In relation to Leveraged loans the FSA risk review specialists had a remit to complete a review of the
Leveraged portfolio by 15 May 2008. The findings should have been such to give severe cause for
concern. Additionally a “Credit Risk” visit was undertaken in June 2008.
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Going Concern Considerations at 1 August 2008

The view has been taken by analysts that losses of £7bn would have required HBoS to be

recapitalised.

The IFRS requirement for directors to make an assessment of the entity’s ability to continue as a
going concern also applies to interim financial statements. Going Concern and principal

risks and uncertainties change over time as a business develops and as the business environment
changes. Thus these disclosures need to be revisited when preparing each set of annual or interim

report and accounts.

Before the Rights Issue closed and on 1 August 2008 there w_éré-ﬁindamental Going Concern
considerations. Leaving aside the position with regard to the tigsure of the Rights Issug, if the
assessment of fundamentat uncertainty is corract as at 1:August 2008, then the directors should
have disclosed that there was fundamental uncert#inty in the Interint Accounts, and made clear
disciosure of the nature and implications of the timeertainty. The interim Accounts would
otherwise be seriously misleading. With a Distress ortfolio of ¢c.£9.8m and growing, with no sign

of abatement in the economic crisis, then it is hard

The interim Management Statsinent (YMS}J‘S? deliberately misleading and does not provide
essential information relating to distress within the Corporate portfolio. The IMS was contained
within the Circular issued by Lloyds TSB on the same date,

The IMS contains Management Information for the 9 months ended 30 September 2008. The IMS
discloses the Corporate impairment charge for the year to date of £1.7bn. At 30 September 2008
the Distressed Portfolio contained High Risk cases totalling drawn £3.5bn carrying a DACS of £1.9bn,
and there were a further £2bn of cases pending classification. This is not disclosed, nor is the sharply
increasing trend to Impairment which had been experienced since April 2008. The contagion had
spread to HBoS exposures in Leisure related businesses and the Retail sector. The Pubs sector was a
real cause for concern. Within High Risk, there had been a total of £4.4bn of new cases in the period
and migrations to Impaired of £1.9bn. From April 2008 a significant amount of cases had been

migrating from Good Book straight to Impaired.

At 31 December 2007 the Corporate Distressed Portfolio had totalled drawn £4.7bn. At 30
September 2008 it totalled Drawn £11.7bn. The drawn of cases in Close Monitoring is rot known.
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The Executive Summary of the CRC report comments that provision levels, trends and concerns had
been discussed with KPMG, and that there had been a real pace in the deterioration of the economic
environment over recent weeks. “The extent of such trends and potential volatility arising cannot be
underestimated.”

In the Summer of 2008 Group Credit Risk were permitted access to Joint Ventures to undertake a
portfolio review of certain connections. This was the first time they had been permitted to
undertake deep-dive investigation. Significant irregularities were discovered. Those culpable were
ultimately absolved by Mike Wooderson, immediately before the Lloyds TSB acquisition concluded.
This was a form of judicial review process as a result of strong representation for disciplinary action
by Group Credit Risk and push back by Peter Cummings. Causalitysimilarly later found significant
irregularities including breach of Joint Venture rules whereby@aps and facilities were provided via
fr counterparties. These breaches
snces Schedules, divisional

the Entrepreneurs team to fund equity stakes, loans and ¢
of obligations are serious, and extend to the main Board wiathe A
Corporate Risk Committee and the Audit Committ_e i

On 1 August 2008 the FSA met with Peter Cummings to discuss their inves

and the serious concerns these raised. On 17 October 2008 the FSA wrote f
Cummings, enclosing an updated R his letter gave nse’m the referrai to Enﬂm:ement.

jon findings to date

On 13 October 2008, Lloyds TSB were
which should have given rise to considera

Uoyd T58"s Circular to shareholifers was issui
Interim Management Statement, and contain

CORPORATE CREDIT RISK COMN ITTEE REPORT 30 NOVEMBER 2008

Significant impé(ﬁgﬁnt charges were booked in October 2008.

g rose from £1.7bn at the end of September to £3.3bn. The

The year to date imp’ﬁi’t“ 1ent char:
charge was £602m for thi: ded 31 December 2007 and £469m in the 6 months ended 30 June

2008.

The total Distressed Portfolio had risen from £4.78n at December 2007 to ¢ £15gn as at 30

Portfr)ho was ¢.£40bn,

Total adjusted capital resources under Basel i (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 CRC report was provided to KPMG, The first draft of the repert had been completed on 17
wecember 2008 and was presented prior to the Christmas hreak.

On 12 December 2008 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 Lioyds T$B.

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

NEITHER THE TRADING UPDATE NOR SUPPLEMENTARY PR USES DISCLOSE THE EXTENT OF

STRESS AND DISTRESS IN THE CORPORATE PORTFOLIO,

LLOYDS TSB CONCLUDED "THE HBOS TRADING UPDATE IS BROADLY CONSISTENT WITH THE
IMPAIRMENTY ANALYSIS CONDUCTED BY LLOYDSTS8 AS PART OF TS REVIEW PROCESS IN
OCTOBER 2008. “.....THE ADDITIONAL IMPAIRMENT LOSSES BEING INCURRED BY HBOS ARE NOT
CURRENTLY EXPECTED TO HAVE A SIGNIFICANT IMPACT UPON THE SIZE OF THE NEGATIVE CAPITAL

ADJUSTMENTS THE GROUP IS LIKELY.TRMAKE UPON ACQUISITION.”

llowing the final Court approvai.

and non disclosure in finangfalstatements. [KPMG would review Board Minutes as a matter of

course in an audit. ]
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CORE BANKING SYSTEM (“CBS”)

Crucial to an understanding of the Reading Incident and the fundamental internal control failure in
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 platforms to CBS. A
fundamental weakness in the system was immediately highlighted by High Risk & Impaired Assets,
Risk, Portfolio Management and Credit Sanction. Limits couid be marked or instructed by frontline
relationship managers giving rise to unauthorised excess positions, ithich were concealed via the
marking of the Limit.

emporary and occasional “excesses” to cover
<sed withgut the account being in Limit. The

: g, and despite theissue continually
ntually by way of Operational Risk

The intention had been to allow flexibility to pe¥
BACS payments (e.g. wages), which could not be pre
abuse of CBS was prevalent across Cor;iorate and Busit ,
being raised and reported by Assurance; Risk and Causality;
Event Reports, the abuse was permitted to continue.

led markingpf Limits was a signi risk for the business and
‘I failing Ett”jntemﬂtohtmt -1t had been identified scon after

.| The unauthorised and ur)
- was prevaient. It wasg
! CBS became live,

prll Master List and Event History reports from CBS for their
ht function, and particularly when carrying out
portfolia reviews. It was extremelydifficult to monitor where complex facilities were in place,
including foreign currency acceunts ot“ageounts which sat outside of amalgamated group positions.
However for the majority of connections, itii;g:routi ne was an extremely powerful too! to identify
dysfunctional betraviour. '

Certain Good Baok line managers e
Relationship Managers, periodically

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.
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26 July 2007 HBoS 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
the true extent of, criminality in, and governance issues surrounding the Reading Incident. It
identified “the access controls” weakness in CBS but did not explain that the abuse was prevalent
across Corporate. In fact it comments:

“Our testing indicates there is not an endemic limit abuse issue.....within the wider CB [Corporate]
environment.”

That statement is untrue and as Head of Credit Sanction, David Mlller was aware of the untruth.
Causality had reported it to him many times and he was also aw
of the number of excess homologation submissions that we
should have recognised that credit control across Corpo
probably did as they had scheduled to review credit centrol in Q4 Zéﬁz,bhowever the pressing

from his own sanctioning teams
reived. Nevertheless, the FSA
seeyverely compromised. infact they

requirement of the Advanced IRB approach waiver took precedence. Itifsinot clear whether or not
the Reading Incident

they had considered the role of KPMG as a potential contributory factor i

The report avoids any reference to the Management Information provided to, le of, the Credit
Risk Committee and Risk Committee,: in particular the detaifed High Risk information provided
by way of the CRC report. J :
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“Reporting” of the Reading Incident
The “whitewash” or deliberate misleading of the FSA comprised:

* Limitation to one “rogue” employes;

* lLaxrisk management controls within the High Risk environment;

» Confession to CBS access controls but concealment of the prevalence of abuse across
Corporate;

¢ Confession to inadequate sampling by Group Credit Risk; and finally and the least
improbable of alf;

= Avoidance of culpability by senior executives.

In relation to the latter the existence of, and |level of detail céntathed within Corporate Credit Risk
Committee monthly reports is not divulged in the report:: KPR
on the report was David Miller, Head of Corporate Credit Sanction. T

complicit. The executive lead
eport distribution list

comprised: i

Peter Cummings, Chief Executive, CB

Hugh McMillan. Managing Director, CB
Stewart Livingston, Managing:fl
David Fryatt, Head of GIA d
Philip Grant, Managing Directo 1

Dan Watkins, Group Risk Director
Andrew Higgins, KPMG
FSA

The FSA had been first advised of “control isstes” at ing in March 2007. The FSA had also been
advised that Group and Carporate 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

Despite there being evidence to reasonably raise suspicions by the Peer Review team of money
laundering in January 2007 and their having been formally alerted on 26 March 2007 to strongly
suspicious transactions totalling £11m with a subsequent stream of large and suspicious transactions
thereafter, the scope of the review undertaken by Group and Corporate Financial Crime Prevention
was extremely limited, and was contained to Lynden Scourfield personally and to KYC checks relating
to David Mills. The Financial Crime Prevention investigation was closed on 13 August 2007.

Notwithstanding the fact that the investigation itself was unacceptable and totally remiss, GCFCP'
report commented:

“some of the money trails are difficuft to follow s funds were remitted offshore” “suspicions
regarding a [bank] exit fee which he [an insolvency Proctitioner who hod raised suspicions} was
fnstructed to send to o business account... estafifished that funds were moved between Mills
aecounts to an offshore account with another b ond wos not sufﬁciefité@yidence te confirm
criminaf activity” ; B

Of additional concern is that Lynden Scourﬁeld’s-labbqp had nothgen secured when he
surrendered it to the Bap suspended from dutyen 22 Marék%gm?. Policy was not followed
i at to be reconditioned with the resuit that the hard drive was

it has to'beconsiderad that Group
Person’s Report (investigation) by the FSi

it's report in July 2007 should have prompted a 5166 Skilled
£ that time.

The timing of the report coincided with the tightening of the credit markets. There was no particular
up-tick in the volume of referrals into High Risk to December 2007 so it must be concluded that
there was no corrective re'fliawfoi‘”'distress in the Good Book by Group Risk or KPMG.
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BASEL I

A simple and high level walkthrough of Capital Requirements, sufficient for the level of
understanding required for potential jury evidence is attached as APPENDIX IV.

BASEL Il AND THE READING INCIDENT

Introduction

Basel It was laudable in theory being the improved engag enior management in credit risk

high level of moral hazard”, orin other wor

FSA was ironically live,

Status.

The Importance of Approved

The reduction in regulatory c:apital 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 |l 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 unsustainabie in 2005

with no fall-back strategy, given the inherent magnitude of capital that was required.
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HBoS was “cornered”. The ability to give a false perception to the market was faltering.
Management considered ways to force their business model to give the appearance of working. This

involved ever riskier Corporate lending and increased the attractiveness of reduced regulatory
capital under Basel Il Advanced Status.

Advanced IRB approach for Corporate was essential reputationally but fundamentally because of
Retail {one waiver was approved on a group basis).

High Risk and impaired Assets

In 2004, preparations for Basel 11, Pillar 3, IAS Provisioning and R539 began in Corporate. High Risk

and Impaired Assets were heavily involved at all stages.

Data from the High Risk & Impaired Assets portfolio was.an essential part of the Basel Il
preparations. Paul Burnett, a number of the Repotting Team members ani
intrinsically involved in 2 number of modelling ancfiifnplementation projet;ts..
including those relating to Loss Given Default, the Collective Provision, Nexus riternal ratings), data
cleansing, Days Past Due Reporting andthe Bad & Doubtful Debts Return. i

Corporate division

Whereas under Basel 1 the clear object nced by Ki”iis, was to minimise the Specific
Impalrment Provision, in preparing for Bas:

that there were serious ¢

financial statements together with qu#fitative assessment was then calibrated to the historic
statistical data-of default to give a Probability. of Default rating. Similarly Loss Given Default was
generated fronmihistorical statistic@l.data of loss. The Expected Loss was thus heavily dependent on
historic trending ahd;da_ta. if thathistoric 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 require “through
the cycle” historic data, which Corporate did not have. Anything they did have was distorted due to

non recognition of distress.

1r To illustrate the point of how internal models can be manipulated to reduce capital requirements,
j a BIS study in 2013 required 15 banks to run their risk weighting models on an identical sampte

!

f portfelio. The banks were spread and reported capitai requirements varying from €3.4m 1o J

{ £34.1m for the same gortfolic.

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

journalist in November 2008.
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The comments are perhaps indicative of Mills’ potential defence, which will probably be that he was
assisting HBoS in avoiding the crystallisation of loss and was acting under the authority of Paul
Burnett, whose perceived authority he had no reason to query. The potential defence is borne out
by evidence from Summer 2006, that appears to show that for Reading Incident cases, where the
most substantial money laundering offences are suspected, Paul By rnett, Lynden Scourfield and Julia
Harrison were actively trying to restructure those cases and return them to the Good Book, thus
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 Incident
in 2004. In Spring 2005 Group Finance and Risk, and KPMG (in theirrole as Auditors) had carried out
a review exercise into the Robustness of Provisioning Policy.jn Cotporate. That review included a

review of Mezzanine plc.]

The Reading Incident Impact

ced approachesifor measurement

Advanced Status comprised approval from the FSA to i o
ch) and operational risk (Advanced

of both credit risk (the Advanced Internial R
measurement approach) under Pillar 1.

governance issues arid fraud and mgney laundering, would have had a pivotal bearing on the FSA.
The issues extended to KPMG, grou
balance it has to be concludeds i
incident guering 2007 then it is Bhightly uniikefy it the FSA would have approved either of the
Basel I} ﬁédv;nced approathas for a

It should also’be borne in mindthe crisis HB®S was already in by Summer 2007. Itis hard to
conceive at that tirre 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 hopelessly insolvent in Summer
2007. :
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SECTION FIVE: THE FSA

THE FINANCIAL SERVICES AGENCY

“The potential impact of o serfous failure in the caiculation of Regulatory Capital is severe.” £sa gra
ARROW letter; March 2008

Background

Emanating from the deregulation of the market ("bjg bang”) in the 19805, the FSA was set up to

assume responsibility as the UK’s single regulator,

ulation was
nin its day to

Although the FSA was incorporated as a private lirﬁ'rte'd company; implying that:
endogenous i.e. rooted within the markets and detached fromgovernment intervesi
day activities, in reality the FSA was a putblic: body exercising: pubhc functions, and accountab‘e to
Parliament and the judiciary, with Treasury retam_gzg overall regponsibility.

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

K Listing Authority and as prudential regulator;
er large Accountancy firms;
irms subject to regulation through fines, levies and fees.

* Conflict betwek
e Conflict with “BigiFpur” and
* Funding entirely depes

ncial stability. Financial stability can only be
ntral bank other safety net players (lenders of last
FSA and financial stability was therefore designed to
on the efficient running of the economy or capital

One of the FSA’s four statutory obii
ensured through cooperation betwe i
resort) and regulators. The link between']
minimise the adverse impact of & bank failu

markets.
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o

THE INFLUENCE BEHIND THE RIGHTS ISSUE

Those charged with governance and KPMG chose not to report truthfully to the FSA in accordance
| with their obligations 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 planin a downside and in a disaster scenario.
Stress Testing was carried out. However based on flawed inf_qﬁ'ﬁaéﬁ‘on, Stress Testing of itself could
only be flawed. The FSA via their knowledge of Corporat?’s_cfédit ratings models ought reasonably
to have known that Stress Testing was flawed. " a

neial ¢ isis and their assessment of the

s

v 1 capital ratio to 7% {i.e. by £4bn)

In February 2008 the FSA, in view of the deepening
economic gutiook, heavily influenced HBoS to raise t
through a Rights Issue.

| Effectively “the cost” of risk associated with approving the Advanced IRB Approach waiver was
Ltransferred onto subscri e Rights issue. i

The FSA must be constrdé ein
of care to shareholders and 75,.2s well as those who ultimately subscribed.

: “the possibility of a Rights Issue explored, the

¢t.intensified during 2008 through to the publishing of the
Prospectus in June 2008 as thé'ﬁ_ﬂancia! crisis:deepened. As prudential regulator, the FSA were
concerned in relation to capital aéequacy. Inits role as the UK listing authority it was concerned to
protect shareholdersand investors..

When

“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 luly 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 inquiries into the Reading Incident. Appropriate
inquiry would have highlighted suspicious activity and suspected money laundering. Appropriate

Commiercially Sensitive Highly Confidential Page 51



RESTRICTED STATEMENT: SALLY MASTERTOMN PROJECT LORD TIURNBULL
INTERVIEW: 2C™ / 11" July 2012 SECTION Five

inquiry should have cast significant doubt into the conduct of the directors, senior executives and
KPMG. [Deloitte’s 2009 s166 Skilled Person’s Report, did not raise concerns in this regard, which
were clearly apparent. However they may verbally have voiced concerns, which don’t appear to

have precipitated appropriate action.]

In influencing the decision to raise capital via a Rights Issue, the FSA relied on Group Audit, Group
Credit Risk and KPMG, none of which were independent. That reliance was ill-placed and the FSA
ought reasonably to have been aware that the functions were not independent.

The FSA placed reliance on Basel Il internal ratings when assessing credit risk and the health of the
Corporate portfolio yet knew those rati ngs were unreliable. The Carporate models were flawed in
many ways including the very cbvious failings of being highly subijet e, based on out of date
financial information and out of date valuations (with ma s completed at or near the peak of
the market), and artificial credit cycle histories. It is diffi hend how the FSA could rely
on the Basel Il information for Corporate, when they:thénigelves ona i rely objective basis would
not have approved Corporate’s Advanced IRB apgydgc‘h waiver. They b wied to pressure from Lord
Stevenson and James Crosbie when they clearly‘kfﬁéw that the Corporate madels were not it for
purpose. They knew that:

“The potentiol impact of a serious fi

k Weighted:Assets and Expected Loss were
pital pesition and capital ratios as at 1 January 2008

significantly understated. Consequently th
were significantly overstated: |t also has to b born
Retail (£50bn) that had been achieved from thé iig
waiver (note: the waiver is on a bank basis and
Rights Issue effectively bore that cost.

s avallable to the FSA an which an informed assessment could be made
announcement of the Rights Issue in April 2008 and prior to the

In February 2008 t

housebuilders, prope
Nicholson became distressed 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.

f 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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Prior to the Rights Issue Prospectus being published on 19 June 2008, it was svident that the
amount of capital that was required was very substantial and in ali likelihood HBoS was a gone
| concern.

THE ALTERNATIVES

In the circumstances outlined above, it might have been consigs 3d by the FSA, if they were
consulted, that withholding a Going Concern ”qualificatio % ruary 2008 was in the interests of
the shareholders. If the FSA deemed otherwise then th 3 fian Armageddon would have
happened in early 2008.

ut the necessity for a
ility of customer
. All of which

However the irrefutable evidence of Reading
Going Concern “qualification” given, the materiali
compensation, reputational risk and the fundamental

internal co

required disclosure.
in summary:

Suspicious Acti

s M should have been disc s an ExcepEiiinal item in the 2007 Annual Report and
Agtounts; ; “

s The Corporate Governance State 1t shoutld have had disclosure;

- Contmgent Llabalmj dlsclosures might have been necessary to cover potential litigation and
fines;
THUS :

s  KPMG would have o alternative but to give a Going Concern emphasis of matter
statement or qualification in the 2007 Annuai Report and Accounts.
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2007/8 ARROW Risk Assessment

The FSA issued their ARROW Letter on 22 April 2008 (Draft in March 2008). The on-site work had
been conducted in November and December 2007.

Despite approving the Advanced IRB approach waiver the FSA were clearly concerned about the
risks the Corporate models presented. “The potential impact of a serious failure in the calculotion
of Regulatory Copital is severe.”

Whilst appreciating the normal scope of an ARROW assessment, it is difficult to understand that in
carrying out a full ARROW assessment during November and December 2007, when the syndication
ad tightened, the financial crisis was

and securitisation markets were closed, the wholesale markets
deepening and given the FSA’s concerns in relation to the high j( nature of Corporate‘s portfolio

Provisions had been raised, and subjéctte audit by K is regard it must be conciuded that

| Group Risk and KPMG deliberately misfed the FSA.

hat in relatton to: syndlcated and leveraged loans, the FSA would
impact ofi we capital posmon Either that review had not
FSA did net _gct on the findings prior to the publishing of the

been undertaken by 19 Jut
Rights Issue Prospectus on

The ARROW letter also comments i be heavily monitoring credit risk and
posure to the risks of a UK downturn. Again it has to be
#:prior to the Rights Issue Prospectus being published.

provisioning in view of HBoS’ substantf
questioned what monitoring was undertake

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 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
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 raport truthfully to the FSA and have condonead ]
suspected money laundering associated with the Reading Incident.

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

Companies in the financial services sector must notify the FSA i
events arises and it is significant:

mediately if one of the following

-~ 1} It becomes aware that an employee may have tommitt ud against one of its

customers;
2) Itidentifies irregularities in accounting orbther records;

3] itsuspects one of its emplo
regulated or ancillary activi

ay be guilty of serigus misconduct conngeted with its
BoS reported item 3 in relation to Lynden Scourfield.}

Whether or not a matter is significant is dep 18:size of any monetary loss, the risk of
reputational loss to the firm and whether the i

controls.

flects waiaknesses in the firm's internal

remained employed by H retained their Reading and London portfolios and they remained
' in key roles in the managemeit 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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MONEY LAUNDERING SUSPICIONS

Strong evidence of money laundering became apparent in early 2007 yet no Suspicious Activity
Reports have ever been raised, suspicions have not been reported to the Serious Organised Crime
Agency and have not been reported to the FSA, 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 misled.

Preventing financial sector firms being used fo :pose connected with financial crime is one of
the FSA’s four statutory objectives. The FSA ta objective extremely seriausly. They consider
detection and prevention of financial crime as being.ahoard levélissue. Financial crime, including
money laundering has been identified as one of the majar:threats to confidence in UK markets,

Maintaining confidence in the financiaiiisystem is also one’af the FSA’s statutory objectives.

If suspicions of money laundering and the true extert of the Reading Incident had been properly
reported to the FSA in 2007 then it is unlikely that the FSA would Havégpproved the Basel 1|
Advanced IRB Approach risk capital. ’ =

CCURATE, FALSE OR MISLEADING INFORMATION TO THE FSA

> Sentor executives and directors of HBoS and KPMG have committed serious criminal
offences under the Financial Servigms and Markets Act 2000.

¥ Itisa crinﬁnal offence taknowingly provide information to the FSA, which is false or
misleading in respect of anissue that is not immaterial. Concealing or failing to disclose
important inforniéﬁaog‘;,i_ls deemed to be misleading,

» HBaS continued to deliberately misiead the £SA 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 disclosure of other
essential information, affecting the Rights Issue and the acquisition by Lloyds TSB.

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
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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.

k If a firm becomes aware of, or receives information to the effect that it has or may have provided
! the FSA with false, misieading, incomplete or inaccurate information, it must notify the FSA
i 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 orrecidessly provide the FSA with
information which was false or misteading in a material particﬂié_'rf in purported compliance with the
FSA's rules or any other requirement imposed by or under the Act.

Failure to Notify

ount to a regulatory breach and as
ntify not only constitutes a breach of

Failure to notify altogether or even a-déljav,in notificatior ;
such disciplinary action could be taken by the FSA. Failure to
one or more rules in Chapter 15, but also invites investigation asg whether or not a firm is
conducting itself using madaqgate arrangements, systems and contegls. In addition, the FSA will be
interested in the appo ¥ oversight of the contmlled function for which notification to

the FSA is responsiblé;

AUDITORS“RIGHT AND DUTIES TO REPORT DIRECT TO THE FSA

KPMG aligned themsetves 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 to the FSA in relation to the company being audited.
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In assessing materiality, a matter is of material significance to a regulator’s functions, when due to
either its nature or potential financial impact, it is likely of itself to require investigation by the
regulator.

Where an Auditor concludes that a matter does give rise to a statutory duty to make a report then it
must be done as soon as practicable in a form and manner which will facilitate appropriate action by
the regulator.

Where the matter is one that casts doubt on the integrity of those being charged with governance
or their competence to conduct the business of the regulated ‘the Auditor must report
without informing those in governance in advance. :

The precise nature of matters that give rise to a'st
such a duty arises when the Auditor becomes awar

» The regulated entity is in serigus breach of: e
o Reguirements to malitaliiadequate finangial resources; or

£ ]

 the regulator by othei:;pa rties including the company or those charged
ance, and regér—é!{ﬁ;s of any duty owed to other parties, including the shareholders.

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.
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Affect on Financial Statements

The circumstances that give rise to a right or duty to report may involve an uncertainty on matters
which require disclosure in the financial statements. Accordingly the Auditor must consider whether
in the light of a right or duty to report, the disclosures in the financial statements are adequate for

the purposes of giving a true and fair view.

There is also 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

elating to the Failure of HBoS was based on
ration of banking standards and culture, to form
the seriousness of the issues raised and to
ism by the Treasury Select
parately on the failure of HBoS. The
cted the overall remit of the

The recent Parliamentary Commission’s Fourth
work conducted as part of the Commission’s co
part of the Commission’s Final Report. Howeveré /
shape the agenda for the FSA’s forthcoming report fo
Committee of the FSA report on RBS, ity 5.
terms of reference for the Panel’s revnew‘therefore directly re
Parliamentary Commission on Banking Standards

o reported on the. fallure of HBo QUired the FSA to carry out a
on themas identified by the Commission’s work. Specific

i included in:_t:he scope of the FSA’s review were conveyed to
’s Report. These mainly relate to the FSA’s conduct.

The Treasury Commissi@
comprehensive assesﬁﬁéﬁt to ex
requirements relating :
the FSA, and are set out in t#

The FSA’s Summary Board Minutegnf 5 Sepfem 12, discuss the approval of a paper proposing
the scope of the FSA’s review of H was agre d that to the extent the review took account of
factual input from auditors (KPMG) ther:fhe role of the auditors would be considered in that context
but the review would not assess;;khe work ofithe auditors nor seek to opine on the relevant
accounting standards and their ap;’illcation (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 misleading, and there
were deficiencies in the audit. Surprisingly until the PRA’s report is made available, the FRC have
stood by the statement made to the 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 Auditors was out of scope of the FSA/PRA’s
inquiry. This is quite right given in this respect the FRC are the correct regulating autharity. 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.
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SECTION SIX: DIRECTORS’DUTIES AND
OBLIGATIONS
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SECTION SIX: DIRECTORS’ DUTIES AND OBLIGATIONS

This 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.

Detailed evidence relating to actual or potential breaches and violations is provided elsewhere,
where it is most appropriate to report.

OBLIGATIONS TO SHAREHOLDERS

ain business and financial
ation should “present a

Under statue and regulation, listed companies arerequired to disclose ¢&
information to shareholders and the market at regular intervals. This info

Under the Combined Code on Corporate G
governance arrangements, which incdude a des

e used by a reasonable investor as part of the basis of their
s likely to have a significant effect on the price of the company’s
This could include significant and/or material frauds. The FSA
il provide counsel on the balance that may need to be struck

under its statutory oblig :
between ensuring shareholders'receive accurate financial information about the company and the
risk of reporting a corporate fraud too soon, before the circumstances of the fraud have been fully
investigated.

Companies “must communicate information to holders and potential holders of its listed equiﬂ
securities in such a way as to avoid the creation or continuation of a false market in such listed
equity securities.” Accordingly, publication of misleading, false or deceptive information is (

| prohibited and a company must take all reasonable care te ensure that any notifications made to a

| RIS are accurate and complete.
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1
i

The FSA’s PRINCIPLES OF BUSINESS AND PRINCIPLES FOR APPROVED
PERSONS

,’ HBoS and its directors materially and fundamentally breached the majority of all Principles with ]

| regard to the Reading Incident and events subseguent to July 2007. )

The Financiai Services and Markets Act 2000 (FSMA) gave the FSA four statutory objectives:

1. Market confidence: maintaining confidence in the financial system;

2. Public awareness: promoting public understanding of the financial system;

3. Consumer protection: securing the appropriate degree of protection for consumers; and

4. The reduction of financial crime: reducing the extent to which it is possible for a business to
be used for a purpose connected with financial crime.

These objectives are supported by a set of principles of good regulétion, which the FSA was
compelled to have regard to when discharging their functions.

The FSMA empowered the FSA with sufficient authority for it to regulate the financial services

industry.

PRINCIPLES FOR BUSINESS -

SA’s four statutory objectives. There are 11
of the main'regulatory obligations that apply to each
mple terms the high level standards that all firms must

The Principles for Business are ¢
Principles, which are general stateme;
authorised firm. The Principles set out
meet.

Contravention of one er more Principles of Business results in Enforcement Action.
Eleven Principles of Business

Integrity - A firm must conduct its business with integrity.

I

2. Skill, care and diligence - A firm must conduct its business with due skill, care and diligence.

Management and control - A firm must take reasonable care to organise and control its affairs responsibly
and effectively, with adequate risk management systems.

w

4.  Financial prudence - A firm must maintain adequate financial resources.

Market conduct - A firm must observe proper standards of market conduct.

v
v

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

BTAN

7. Communications with clients - A firm must pay due regard to the information needs of its clients and
communicate information to them in a way which is clear, fair and not misleading.

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

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

10. Clients’ assets - A firm must arrange adequate protection for clients’ assets when it is responsible for them.

1L Relations with regulators - A firm must deal with its regulators in an open and co-operative way and must
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 aiso relevant to

the FSA’s powers of investigation and intervention. e: 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 dqal wmuts regulatoPgiinan open and co-operative way,
and must disclose to the FSA appropriately anything refating to thifirm of which the FSA would
reasonably expect notica” . f 2

[The notification requirements of the: FSA are sefsgﬂt in Chapter 15 of the Supervision Manual of the
FSA Handbook. ] ;

The timescale for notice un gt 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.
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Matters having a serious regulatory impact

Rule 15.3.1 states that a firm must notify the FSA immediately if it becomes aware, or has
information which reasonably suggests, that any of four situations has occurred, may have occurred
or may occur in the foreseeable future. These inciude:

* Any matter which could have a significant adverse impact on the firm's reputation;
* Any matter in respect of the firm which could result in serious financial consequences to the

financial system or to other firms.

@rvisory contact at the FSA by

w immediate notification means that a firm should notify its usu

telephone or by other prompt means of communication, b bmitting a written notification.

Fraud, errors and other irregularities Rule 15.3.1‘7 :

This rule states that a firm must notify the FSA :mmediately if one of the followipg events arises

and the event is significant:

{1) it becomes aware that an empf“ ¥ have committed a fraud against one of its
Customers; or 3
{Z) it becomes aware thata person, w ; ployed by it, may have committed a

fraud against It; or : :
{3) 1t considers thatany person, whether o employed by it, is acting with intent to

commit 3 fraud agairm it; ox

-, =1

t:is significant is dependant upon the size of any monetary loss, the risk of
hether the incident reflects weaknesses in the firm's internal

Whether or not ama
reputational loss to the fit
controls.

Commeicially Sensitive Highly Confidential Page 64



RESTRICTED STATEMENT: SALLY MASTERTON "ROJECT LORD TURNBULL
INTERVIEW: 10" / 11" luty 2013 SECTION SiX

T

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.

If a firm becomes aware of, or receives information to the effect that it has or may have provided
the FSA with false, 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 correctinformation. If it is not possible to
submit the correct information at that time, it must be submziﬁed_as soon afterwards as possible. It
is worth noting that section 398 FSMA makes it an off n_céfor afirm ta knowingly or recklessly

provide the FSA with information which was false sleading in a material particular in purported

compliance with the FSA's rules or any other re ent imposed by or under the Act.

Failure to Notify A
Failure to notify altogether or even a delay in noﬂﬁnatlon w:ll ameunt to a regulatory breach and as
such disciplinary action could be taken by the FSA. Failure to notlfy net only constitutes a breach of

one or more rules in Ch t also mvntes mvestngatnon as to whether or not a firm is

ng ts subsequent 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 condutt'that was expacted, requived and obligated under the Principles for Business;
there has been materiat and fundamental non compliance by HB0S.
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APPROVED PERSONS

All members of HBoS’ Executive Board and Main Board (the directors) and certain other senior
executives were approved persons.

An approved person is an individual who has been approved by the FSA to perform one or more
‘controlled functions' on behalf of an authorised firm. The purpose of FSA approval of individuals
who perform controlled functions is to ensure that the individuals concerned are it and proper’.

When considering a candidate’s fitness and propriety, the FSA considers: (i) honesty, integrity and
reputation; (ii} competence and capability; and (iii) financial soundness. The approval of individuals
complements FSA regulation of the authorised firm for whichithe approved person performs the

function.

th it a number of important responsi bilities,
A regulatory requireméﬁf:s-and expectations.

Specifically, approved persons must comply with thig Statements.of Principle and the Code of

- Pipc ribe the conduct that the FSA

ents of Principle apply to all

vificant influence function. The

3. An approved person- gbsérve proper standards of market conduct in carrying out his/her controlled

function.

4. An approved persan must deal with the FSA and with other regulators In an open and co-operative way
and must disclose appropriately any information of which the FSA would reasonably expect notice.

5. An approved person performing a significant influence function must take reasonable steps to ensure that
the regulated business of the firm for which he/she Is responsible in his/her controlled function is organised
so that it can be controlled effectively.

& An approved person performing a significant influence function must exercise due skill, care and diligence
In managing the business of that firm for which he/she is responsible in his/her controlled function.
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7. An approved 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 cantrolled function complies with the
regulatory requirements Imposed on that business.

In considering the Reading Incident and events subsequent to July 2007 in relation to the non
disclosure of, and provision of misieading information to shareholders and the market, the
standard of conduct that was expected, required and obligated by the approved persons, there
has been material breaches of the applicabie Principles.
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DIRECTORS’ LIABILITY FOR FINANCIAL STATEMENTS
Directors' Statutory Duties

The Companies Act 2006 introduced a statutory statement of directors' duties that replaced many
existing common law and equitable rules. The general duty was replaced by a duty to act in the way
that the director considers, in good faith, would be most likely to promote 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 (beth civit and criminal liability);

e Thegeneral law - misrepresentation, deceit.g dnegligent misstatement (civil liabilities to

third parties, plus possible criminal liab

¢ Directors' duties owed to the com pany utiter the common law.

Liability of directors to persons other thian the compan xfestricted by the Capfo decision in

the same manner as it is for Auditors.
ime and introduced a statutory regii r directors' liability for

ons made in the Directors' Report, inclading the business review,

The 2006 Act changed the
inaccurate statements

Directors’' Remuneratit

in the reports if the director:

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

Issuer Liability

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

e Suffered loss as a result of either:
O any untrue or misleading statement in the listing particulars or prospectus; or

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

misleading” is a question of fact, which will be judged
the point explicitly, the time at which the truth or
stectippears to be the time when the listing particulars

Whether a statement is “untrue” ¢
objectively. Although FSMA does n
accuracy of the relevant statement is to
or Prospectus is published.

Section 90 does not cover misstatements or on¥sgipns in an issuer’s periodic financial disclosures
rounts), or in information published to the
‘these are both subject to the compensation

e, information contained in the Prospectus is in accordance with
likely toaffect its import.

Prospectus Rules, and in’ n relation to section 90.

Section 397 FSMA additionally makes it a2 criminal offence for any person who knowingly or

recklessly makes a false or misieading statement, promise or forecast, or dishonestly conceals any
material fact for the purpose of inducing another person to enter an investment transaction or

refrain from doing so.
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information requirements

\' Under FSMA Prospectuses must contain ail information that investors and their advisers
reasonably require, and would reasonably expect, for the purposes of making an informed
assessment of: the assets and liabilities, financial position, profits and losses, and prospects of the
issuer of the securities; and the rights attaching to those securities. This is in addition to any other
specific information required by the relevant Listing Rules or the FSA.

FSMA further provides that an issuer must publish supplementary listing particulars or a
significant change affecting any

1’”

supplementary Prospectus in circumstances where there is a

Lmatter“ contained in the listing particulars or Praspectus or wheieia™significant new matter arises”.

.ﬂ

Persons responsible may include:

* Theissuer of the securities i.e. the comggay;
e Each director at the time that the Prospe&iis-was published;
\ * Any person who accepts, and.is stated in the f[iﬁ.ngﬁ‘g_é'rﬁculars or Pro

responsibility for the contents A

e Any person not falling within ar
Professional advisers, such as in d accmmtancy firms, may fall within thls
iatter category, but will not be “res ie.|isting ‘particulars or Prospectus if they

have simply given advice as'to its conter

Potential

who has acqu :e?lstror contracted to acqun‘e securities need only demonstrate that he has
1 ,|sstatement or omission. He does not need to show that he relied
articulars or Prospectus in making the acquisition; it is sufficient
and led to the claimant suffering a loss.

[ A clai

on the misstate
that the market piice was affect

ent in the listin

This is functionally equf\)ﬁiﬁﬂt%{i he “fraud on the market” doctrine in US securities law. The fraud
suiries that where securities are traded in an efficient market, all 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).
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Measure of Compensation

Section 90 provides that a defendant is liable to compensate the claimant for loss 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 Liability Rules

ry 2007, cargies a fraud test but it imposes

Section 90A of FSMA, which came into force on 20J
j e), except for tiability to the issuer.

liability on the issuer and not the directors (or an

Under section 90A of FSMA, an issuer is liable to com pshareholder who has acquired
securities and suffered loss as a result pf.an untrue or ing statement in a report reguired
by the DTR 4 or an omission from such a report {or prelimingiy statement to the extent it

contains the same information). Howéﬁér,, theﬁis’uer_ is only ligkte if a director:

kless asip whether it was ungrue or misleading;
lishonest ¢o ment of a material fact.

~N

The exemption from liability dces not e d to civil penalties or criminal offences.
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The UK Listing Rules and Principles, and the Disclosure and Transparency
Rules

The Disclosure and Transparency Rules contain provisions relating to the obligations to make
announcements to the Stock Exchange. In this regard an issuer [company] must notify a Regulatory
Information Service [Stock Exchange] as soon as possible of any inside information, which directly
concerns the issuer.

In this regard the test is:

o Whether the information is likely to be used by a reasonatile investor as part of the basis of

his investment decisions; and

o Would therefore be likely to have a significant eff : 2 price of the company’s shares.

In assessing materiality, FSA /UKLA guidance is that i;'is:hb 'possi tekpeduce “the significant
effect” requirement to a fixed percentage (i.e. no 18% or 5% rule), an
price change will vary from issuer to issuer. This inturn will depend on th

issuer, the circumstances and the sector of the issuer.,

significance of any likely

Shares of financial services companies
WMarch 2008, HBoS shares were shorted.
also experienced “trash and cash”™ events.

re that listed comﬁéﬁjxies paydiue regard to the fundamental role they play
nce and ensuring fair and orderly markets. The Listing Principles assist
ir obligations and responsibilities under the Listing Rules.

need for adequate procedures, systems and contrals in relation
of information to the Stock market. Timely and accurate
ket is a key obligation of listed companies.

to the timely and aeg
disclosure of informatit

Listing Principle 3 provides

A listed company must act with integrity towards holders and potentiol holders of its listed equity
securities.

And Listing Principle 4 provides:

A listed company must communicate information to holders and potential holders of its listed
equity securities [shares] in such @ way us te gvoid the creation or continuation of a false market in
such listed equity securities.
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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 info ion to the market, that may be
imposed by the FSA are public censure or fines imposed on#

concerned in the breach.

ector who was knowingly

size of the identifiagkimpairment, the
ity, reputaticnai risk

The Reading Incident was significant in terms of thy :
weaknesses in the firm's internal controls, senier responsibility and culpa
and the risks of litigation and sanction,

~3
(&Y
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The Combined Code on Corporate Governance (2006)

The Combined Code sets out standards of good practice in relation to various aspects of Corporate

Governance.

More specifically the Combined Code as a governance framework contains broad principles and
more detailed provisions that companies may apply to help them discharge their duties and
responsibilities in the best interests of their shareholders. The Code is principles-based and not a

rigid set of rules.

Disclosure is a key part of a principles-based governance fmk_

The Listing Rules require listed companies to make a di_sd’déure statement in two parts in relation to
the Combined Code. In the first part of the statem : :company has to report on how it applies
the principles in the combined Code. In the secofithpart of the statement acompany has either to
confirm that it complies with the Combined Codat visions or where it dogsinot, to provide an

corporate governance since the Cadbury Report was issued in was designed to give

shareholders a clear and comprehensive picture of acempany’s prate governance arrangements

in relation to the Code. :

ot comply with any of the rovisions of the Combined Code it
nce, the period of non compliance and the steps it is taking

In practical terms, if élg;pémpany do
must state the reasons fowﬁl?;_on-com
or has taken to ensure full compliak

CombinedCoade’s provisions, the Listing Rules require effective
rs such that the disclosures around non compliance with

25 surprise.

Where there are departures from
engagement with shareholders and inu
specific Code provisions should pot com

Schedule C of the Combined Code includes specific requirements for disclosure within the Annual
Report, including a repeort that the Board has conducted a review of the effectiveness of the group’s

system of internal controls (C.2.1).
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Main Principle C.1 - FINANCIAL REPORTING

The directors have not complied with the Principles and Provisions of the Combined Code in '
reiation to their responsibilities for financial reporting. The non-compliance is of a serious nature. \f

SR |

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

Supporting Principle
The board’s responsibility to present a balanced and understandafile assessment extends to interim
and other price-sensitive public reports and reports to regulato well as to information required

to be presented by statutory requirements.

Code Provisions
s The directors should explain in the annu;ﬂ:ﬁéport their responsi

accounts and there should be a statementsby the auditors about thelr reporting

responsibilities. ‘ i

The directors should report

for preparing the

business is a golfigconcern, with supperting

blic reports and reports to
-statutory obligations.

All directors are culpable irkrelation to both 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 to shareholders that they had done so ”) that they have
conducted a review of the effectiveness of the system of internal controls. The review should cover
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all material controls, including financial, operational and compliance controls and risk management

systems.

Main Principle C.3 — AUDIT COMMITTEE and AUDITORS

The Audit Cemmittee has not complied with the Principie and Provisions of the Code in relation to
KPMG as external auditor and the integrity of the financial statements and Interim Results,
i annguncements made 1o the stock exchange and the 2008 Prosp»ef;tuses The non-comypliance is of
i @ serious nature.

-~

The Board should establish formal and transparent arran ents for considering how they

ernal financial controls and, unless the duty of
itself, to review the company’s internal

The responsubllrty to review the compa
a separate Board Risk Committee, or the B
controf and risk management systems,

» The responsibility to review and monitor the external Auditor’s independence and
ﬂ objectivity and the-effectivenass 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 refevant ethical guidance.

Provision C.3.7 provides the requirement for the annual report to explain to shareholders 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.)
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Internal Control: Guidance for Directors on the Combined Code (The Turnbuli
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 principlesina
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 o) ftprnal control issue should be transparently
described and dealt with as part of a transpareidtommunication process.

[ The Turnbuli Guidance (2005) states thet “the annua

@ accounts should incfude such
essary to assist shareholders’
ment processes and system of

meaningfui, high-level information as the Board conside
understanding of the main features of the company’s risk mang

| internal contral, and shouid not give a miskeading lmpression”.

ng The Tumbull Guidance was the Internal Control

iing and Financial Review, provides an opportunity for the
d cottrol issues facing the company, and to
nternal controls to address these issues and

ess of that framework”.

how the Board has reviewed the effe

Pivotal to The Turnbull Guidancéwas the rine that a sound system of internal control

contributes to safeguarding the shareholders’ investment and the company assets.

The Guidance further prO\zfded‘;thét reports from management should identify any significant control
failings or weaknesses and shoald 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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The Turnbull Guidance specifically provides in relation to the internal Control Statement:

“It [the Board] should also DISCLOSE the process it has applied to deal with material internal
centraf aspects of any significant problems DISCLOSED in the annual report and accounts.”

The Auditor’s responsibility with regard to the Statement of Internal Controls is to ensure that
reporting is transparent and where there has been material non-compliance then disclosure is full
and frank.
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SECTION SEVEN: AUDIT AND AUDITORS

Commercially Sensitive Highly Confidential Page 79



-~

RESTRICTED STATEMENT: SALLY MASTERTCM FROJECT LORD TURNBULL

R AW

HNTERVIEW: 10™ / 12" July 2013 SECTION SEVEN

SECTION SEVEN: AUDIT AND AUDITORS

Note: KPMG and its material failings and misconduct are considered in more detail in Sections
Eight and Nine.

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 serious breach of material
regulatory and statutory matters, and with persistent and deliberate disregard of professional
standards. '

ounts and disclosures in
nable assurance that the

An audit involves obtaining evidence a
the financial statements sufficient to give rg
financial statements are free from material misstatement whether caused
by fraud or error. N

|

o p ovide an opinion to shareholders on the
pany’s' tectors in its financial statements.

1

information provided by a
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| ¥

' 1
! To form an opinion on the financial statements the Auditor has to first conclude on a number of |
matters including:

o Whether the financial statements, including the related notes, give a true and fair
view,

To do this the audit involves evaluating various issues, including:

o  Whether the financial statements provide adequate disclosures to enable the
intended users to understand the effect of material trafsactions 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

disclosure.

THE FRAMEWORK

licated and require specialised knowledge and a high degree of
quired’of FSMA, The Listing Rules, The Disclosure and Transparency

have detailed knowledge of the FSA’s Handbook in particular,
er’s role must be sufficient in the context of that role to enable

may give reasonable cause to believe that a matter of which they
ed to the FSA.

them to identify situatiofy
become aware should be repor

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 responsible for the information they presentin 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,
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summary information taken from the financial statements and the Directors’ Remuneration Report
that is described as having been audited.

In relation to other information in the Directors’ Report, Auditors are required to review it and check
it is consistent with the financial statements.

THE CORPORATE GOVERNANCE STATEMENT

porate Governance Statement
¢ provisions of the 2006

Auditors are also required under the Listing Rules to rewigm
and consider whether it reflects the company’s comp!u nce with the
t_fombmed Code, and to report if does not.

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 Reportis
published:

» The directors’ statement in relation to Going Concern;
* The parts of the statement by the directors that relate to the following provisions of the
Combined Code:

o CL.1: The directors should expléin their responsibility for preparing the financial
statements and there should be a statement about their reporting responsibilities;
o C2.1: The Board should conduct a review of the effectiveness of the group’s system

of internal controls; and
o C3.11to C3.7: 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 compliance with the nine provisions of the Combined Code the Auditor reports that
under the heading “Other matter” in his audit report.

However, the Auditor is not required to consider whether the directars’ statements on internal

control cover all risks and controls, or form an opinion on the effectiveness of the group’s corporate

governance procedures or its risk and control procedures.
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AUDITING STANDARDS

Auditing Standards address basic principles, core aspects, essential procedures and requirements
relating to the audit of financial statements and the Auditor. Certain Auditing Standards establish
requirements in relation to specific areas of an Auditor’s work, where it is particularly important that
the views of Auditors and users of financial statements are aligned. The relevant Standard in
relation to audit scope, identifies three areas as examples.

—-

All three are pertinent to the Reading Incident:

* Going concern;
» The Auditor’s responsibility to consider frai
»  Consideration of laws and regulation audit of financial statements.

in an audit of financial statements: and

THE AUDIT OF BAN

Auditors of banks are'r ware of the specific regulatory requirements, including capital

adequacy requirements, H#iat. anks.

ote 19relating to The Audit of Banks in the UK. It
A. Practice Notes are issued to assist auditors

was pre »;_re'd with assistance and adiice from t
in applymééud'rting standaf&é.q_f gen application to particular circumstances and industries.
Practice Notes are persuasive ra§her thanitescriptive but they are indicative of good practice and as
such it would be&shighly unusual, particularhf'for the more technical subjects, for an Auditor to depart
from the guidance. in 2004 the APB: updated its PNs to reflect International Standards of Auditing
and in 2006 PN19 was ¥ i rst released as a consultation draft in May 2006. It is good

ng the guidance contained in PNs when consultation drafts are issued.

practice to commence ob
PN19 was finalised in January 2007.

Itis impossible to audit every transaction and balance that compile the financial statements.
Additionally certain items are based on subjective judgement. In planning an audit, Auditors
therefore take a risk based approach, identifying areas of greatest audit risk and applying audit tests
and techniques that provide material coverage, or evidence, of the validity of the financial
statements. Numbers generated in financial statements will rely on a company’s systems, including
their systems of internal control and corporate governance, and will be subject to audit compliance
testing to ensure they are operating as documented and intended, and therefore may be relied

upon.
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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:

e Credit quality

® |mpairment

¢ Going concern

e Basellandll

e Fraud

® Regulation and Supervision

* Internal control and corporate governance

ﬂ There were a number of pivotal developments in Corpor# rom 2006 relative to the above:

* |leveraged Finance
* Joint Ventures
e Other growth

® New internal risk ratings system

e Basel Il Advanced Status
e “Discovery” of Reading Inciden

* Financial crisis

required not to be affect : to be affected by conflicts of interest.

Obijectivity excludes compromise and gives fair and impartial consideration to all matters that are
relevant. The auditor’s judgement must not be affected by conflicts of interest.

Independence is freedom from situations and relationships, which make it probable that a
reasonable and informed party would conclude that objectivity either is impaired or could be

impaired.

Independence underpins the auditor’s objectivity and is fundamental to the users of financial
statements.
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KPMG have over a sustained period not acted with integrity, objectivity and independence. KPMGj
have adopted a position intrinsically aligned to that of the directors in serious breach of material |
regulatory and statutory matters, and with persistent and deliberate disregard of professicnal I
standards. ‘

APB’s Ethical Standard S sets out standards relating to the provision of non-audit services to audit
clients. In 2009, KPMG was appointed Project Manager of the data room for Deloitte’s s166
investigation of the Reading Incident. KPMG had a material interest in the scope, direction and
outcome of Deloitte’s investigations. KPMG was severely conflictétd, KPMG may have frustrated
culpability and misconduct.
Deloitte and subsequently

those inquiries and in particular in relation to their own knowl;

KPMG had a material interest in concealing certain informat
Thames Valley Police.

i1 to the FSA that}
Project Manager or

MG had a material
Jecame Project

1t is surprising that Deloitte did not report any
conflict in refation to their role as the investigat}
Windsor.
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DISCLOSURE WITHIN FINANCIAL STATEMENTS

EXCEPTIONAL ITEMS

Materiality is a fundamental concept of auditing. In the context of financiai statements and
particulars, information is material if its misstatement (which, inciudes omission}, could influence
the economic [investment] decisions of users taken on the basis of the financial information.

Under International Financial Reporting Standards, items that are matenal either because of their
size or their nature, which are derived from the ordinary activities: of the business are considered as
Exceptional Items and their nature and amount must be dis¢losed in financial statements.

The separate reporting of Exceptional Items helps pravide a better picture of a company’s underlying

performance and the factors that have affected pe

The Specific impairment Provision relating to t
ltem as regards the financial statements, however thi
investor would be extremely low g:veﬂ the s:gmhcant
consequences for the larger Corporate busmess and corpo
taundering aspects.

eficiencies behmd -the Incident, the
s governance, and the money

Tolerances

financia! statements, as was the case jn relation tothe Reading Incident, and as hinted by Peter
Hickman.

Materiality is a matter of judgement. When applying a guantitative measure, one of the practised
methods is to use a-percentage enchmark. 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 sharsholders and investors would be very low, if not zero, in relation to the
Reading Incident.
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1 ignoring the serious qualitative issues that would give rise t0 zero tolerance, Peter Hickman's

incorrect arbitrary 5% is illustrated in the table below. The table aisc demonstrates the material

@gact the Reading incident cases had on Corporate (and Group) Impaired Lending.

Note: In February 2008 the total Impairment Provision relating to the Reading Incident was estimated to be
¢.£800m (current estimate based on known cases: ¢c.£1bn).

[The calculation of the P&L Impairment Charge is a net movement.]

impairment Charge (P&1}
Group

Corporate & international

Group Underlying Profit before Tax
Corporate Underlying Profit before Tax

Arbitrary 5%
Group

Corporate

Group impaired Gross Lending
Increase in Group Impaired Lenading

Corporate Impaired Gross Lending

8,758

557

Corporate With No Loss

1,163
1,552 779
3 to 6 months 2,993 2,425
& months to 1 yea 2,150 1,957
Greater than 1 year 1,613 1,410
Recoveries 1,840 1,814
' Possession 399 374
10.547 8,759

Analysis of Corporale Impaired Lending
Up to 3 months 1,033 227
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. £ibn

Note: The above Ageing Analysis shows an increase in under 6 months’ Group Impaired Lending of £1.3bn and in Corparate

of £1.2bn.
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CONTINGENT LIABILITIES

The external Auditor’s duties in relation to litigation and claims extends to the identification and
disclosure of litigation and claims involving the entity, which may give rise to a risk of material
misstatement. Those that are identified, which may have a material effect of the financial
statements are required to be disclosed or accounted for in the financial statements. In this regard
there is no difference between actual or potential litigation and claims, what is important is the
probability of the liability and its materiality.

There is no requirement to disclose contingent liabilities (pending litigation), which are remote.
However contingent liabilities which are either probable or possible must be described (disclosed) in
the notes to the financial statements, including an estimate of the potential financial impact.

Reading Incident on the financial statements
,and whether there should be disclosure and /
i ent impairments.should have
ded an evaluation of:

KPMG should also have assessed the impact df
in refation to any petential financial consequences
or provision in that regard, given it was known that
been disclosed as an Exceptional Itemn. This should ha

«  Potential fines, penalties, censure, dafﬁa":ges‘gnd litigath

+ Breaches of iaw egulations; -

®

aiso significant and adeguate disclosure should have haen
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MATERIAL UNCERTAINTY AND GOING CONCERN CONSIDERATIONS

Emphasis of matter paragraphs are contained in the Audit Opinion when there is or are matters,
which the Auditor wishes to draw attention to. They are not audit qualifications. They highlight
matters affecting the financial statements. Emphasis of Matter paragraphs are required when there
is a significant uncertainty the resolution of which is dependent upon future events and which may
affect the financial statements. However the Auditor is required to add an emphasis of mattar
paragraph to highlight a material uncertainty relating to an event or condition that may cast
significant doubt on the entity’s ability to continue as a going concern.

As commented, technically this is a “modification” rather than a “qualification” but users of financial
statements view Emphasis of Matter in relation to going concern issues, as being a qualification and
refer to it as such.

run on a bank or can have other consequences.
he Auditor, requires to make a qualification or
3 h the Regulator so that the impact

Anything but a clean audit opinion can precipitd
It is therefore vital where there are issues on w
modification to the audit opinion, then there is earl

of the situation may be managed.

Going Copeern concept it is assumed that a company will
#he,intention nor the need either to liquidate it or to

) apany will continue operations for the
foreseeable future, and in baéﬁgylar wiikfie able to fund its operations for at least 12 months from
the date the financial statements are sign

The Auditor is required to make its:fown assessment of the directors’ conclusion on Going Concern.
If the Auditor concludes that a material uncertainty exists related to events or conditions that,
individually or collectively, may cast significant doubt on the entity’s ability to continue as a Going
Concern, he is required to modify the Auditor’s report. Even if the material uncertainty is explained
fully by the directors in the financial statements the Auditor is required to include an Emphasis of

Matter paragraph in his report.

Directors are required to consider the applicability of the Going Concern concept when preparing
annual and half-yearly financial statements, but are not required to consider the concept (but are ill-
advised not to) in the preparation of communications, which do not comprise financial statements

such as interim management statements.
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Given the potential adverse impact of capital adequacy concerns on the confidence in a bank, this
will have a consequence on the bank operating as a going concern, and the Auditor will therefore

need to consider the robustness of a bank’s systems and controls for managing capital, liquidity and
market risk, and assess the chalienges of raising capital.

If any of these are flawed, capital adequacy will be affected.
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SECTION EIGHT: KPMG
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SECTION EIGHT: KPMG

| Such has been KPMG’s conduct that there is evidence to support confiict of interest, compromise
and a lack of audit impartiality.

KPMG have not just been negligent but their direct involvement in a number of material
malpractices and violations regarding HBoS is fundamental and exposes them to claims in relation
to misconduct, serious dereliction of duty and breach of regulatory and statutory duties.

By February 2008, KPMG:

» Knew that the Reading Incident should
Knew that disclosure of the Reading In¢
Knew that irrespective of Readmg, there
HBoS; :

vV VvV

Knew that Corporate risk ratmg models were flawe
Knew that Stress Testing was flawed;

YV VVV V¥

\4

» Hadno bas»s on,whlch 2fve a clean Audit Opinion.

! On 18 June 2008 {the date the Rights issue was published), KPMG ought to have known or knew
that there had been a material deterigration in impairment and stress, £4bn would be insufficient,
and HBoS was a Gone Concern.

And in December 2008, KPMG knew that Corporate’s stressed porifolic was at feast £40bn.

|

i

=
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AUDITOR LIABILITY TO THIRD PARTIES

KPMG not only failed to exercise the degree of professional care and skill that was appropriate,
but were complicit in the deliberate non disclosure of the Reading Incident, deliberate non
recognition 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 t rehclders coltectively for the

purposes of voting at the AGM.

intend to rely on the relevant audited financiai:sﬁf;tements and that the
financial loss as a result of the Auditor’s negligence,

‘ plation of the Rights issue and
_ The 2007 Accounts and 30 June 2008 Interim

were a material part of tha Rights Issue Prospect
Results were also contained iri the November 2008 ;
TS8's Cir e i

en Offer and Placing Prospectuses and Lloyds

in the Update Announcements to shareholders on 19 June 2008
and 3 November“2i ontained in Prospectuses in which KPMG were the Reporting

Accountants.

KPMG will additionally ha ; h involved in the 12 December 2008 Trading Update and 17
December 2008 Supplementary Prospectus. These were materially misleading. The November
CRC report was availabie by 17 December 2008.

Of further concern is how Lloyds 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 Lioyds TSB as part of its review process in Gctober 2008.”

|
|
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CRIMINAL LIABILITY FOR AUDIT REPORT

Under Section 307 of the Companies Act 2006, Auditors are criminally liable if they knowingly or
reckiessly cause an audit report to inciude any matter that is materiaily misieading, faise or

deceptive.

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 Reportand Accounts contained the latest
financial statements, which formed part of the Prospectus. KRMGwere the Reporting Accountants.

The Rights Issue Prospectus also formed a material part ofﬂvﬁ Uayds TSB Circufar and the HBoS and
Lloyds TSB Prospectuses relating to the acquisition of:#B0S, and again the latest audited information
that was available were the 2007 financial statem@tits: KPMG acted as Réporting Accauntants in
relation to HBoS' Open Offer and Placing Prosp: n connection with thegequisition by Loyds
TSB. R

the FSA wotld not have approved the waiver as Corporate did
‘ordata. KPMG would be fully aware of the situation.

and knowiggige of the Reading incident.

X
(would attech to Corporate Governai

KPMG were aware of the Rights Issue priorto: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 Loyds TSB.

rr he Lioyds TSB shareholders would have attached great import to Knowledge relating to the
| Corporate stressed portfolio, which was ¢.£40bn as at 30 November 2008. Additionally full
! disciosure of the Reading Incident would have been a critical factor when voting and / or

| investing.
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Impairment and Distress

KPMG had a duty te ensure that impairment and distress were not misstated or could etherwise

I

|
cause misstatement in the financial statements. KPMG failed in that duty and impairment and I
regulatory capital were significantly and increasingly misstated in the financial statements from
the outset.

The audit risks relating to HBoS’ strategy and Corporate’s portfolio were obvious. There was a
significant risk of misstatement of disiress and impairment, and KPMG were required to obtain
sufficient audit comfort to mitigate that risk and ensure that the financial statements were true and

fair.

ate approa’cﬁ to distress and impairment

KPMG would be aware that under Basel 1 HBoS’ deli
substantially affected retained earnings (profit), Ti
ratios. This sent distorted signals to sharehold
substance of corporate activity and the financial

apital adequacyratios and credit quality
the market by hiding the true economic
{tion and value of the company.

to use of Expected Loss, HBoS
tings via an internal credit risk

Under Basel Il and the change under the Advanced IRB
gamed the system through the calculation of their own risk W
rating models that were materially flawed and openito abuse. KP#G had to have known this.

KPMG reviewed Group Credit Risk’s reports and relied ot their work in felation 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.yalug” connections gxerjefallv, and in pér.ticular in relation to London & South and

number of other significant:gfaits 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.
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The Reading Incident

There is evidence to suggest that KPMG was aware of potential irreguiarities regarding Reading in
2004 and 2005.

In 2007 following the formal discovery of the Reading Incident, KPMG extensively audited Reading
Incident cases. They would be aware that significant disclosures were required in the 2007 Annual
Report and Accounts. KPMG will also have reviewed Peter Hickman’s February 2008 report to the
Audit Committee regarding the Reading Incident.

uld have on HEoS.

KPMG wouid know the effect disclosure of the Reading incident

Annual Report & Accounts: 2006

There is evidence to suggest that KPMG was awaréof financial irregut
Reading Incident before the 2006 Annual Reportand Accounts were annoU
2007,

d on 28 February

If the directors and the FSA still want e filing, then at that time it would have

y to have a material effect on the financial
statements but the effect would not be capghle of b quantified. A view would have had to be
taken and appropriate cqunse’l;sought with reg i

i 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 Results should have made appropriate disciosure of the Reading Incident,
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THE PROSPECTUS

The directors were knowingly concerned in material contraventions of the Listing Rules,
Prospectus Rules, Disclosure Rules, Transparency Rules and Corporate Governance Rules,

KPMG were knowingly complicit and were obligated to report appropriately to the FSA.

The joint sponsors were not diligent and failed to comply with the duties imposed on them by tha
Listing and Prospectus Rules.

INFORMATION REQUIREMENTS

“purposes of making an informed
fits and losses, and prospects of the

matter” contained in the lis Prospéctus or where a “significant new matter arises”.

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 acquisition by Lloyds TSB. (PwC acted as Reporting
Accountants for Lloyds TSB.)

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

Prospectuses.

Sponsors are responsible for giving assurance to the FSA that the issuer has met all its relevant
regulatory and other obligations.
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A Prospectus must contain a statement from each of the persons responsible for it to the effect that,
having taken all reasonable care to ensure that such is the case, the information contained in the
Prospectus is, to the best of their knowledge, in accordance with the facts and contains no
omission likely to affect its import at the date the Prospectus is published.

Persons responsible for the Prospectus risk both civil and criminal liability if the contents of the
Prospectus are in any way inaccurate or misleading. For this reason, it is crucial that the company
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 portfol_,io:as at3@.November 2008 was £40bn.

There is a fundamental, general duty of disclosureiin relation to Prospectu§e§:~

This obligation forms the basis for the intensivé
by the Reporting AccoU‘ntan:t. The due diligence

Working 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). Itis 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.
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in relation to what is expected of the Sponsor under the Listing Rules:

‘It is important to note that the Sponsor’s role is in addition to the part played directly by the
directors of the issuer or by a Reporting Accountant appointed by the issuer in the warking 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 on the balance of evidence, how KPMG couliif provide comfort on sufficiency of
working capitai on 19 June 2008.

Significant Change Comfort Letter

spectus that there has been no sngmﬁcant change in
¥he Iast publlshed financial statements (audited) and
spectus, based on the most recent

A statement by the issuer is required |
respect of the financial or trading positi i
the date of the financial information contai;': din

. of stress and distress in the HBoS Corporate portfolio,

Section 90 of the Financia rvices 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
e Suffered loss as a result of either:

© any untrue or misleading statement in the listing particulars or prospectus; or
o the omission from the listing particulars or Prospectus of any matters required to be
included by FSMA.
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Under s.397 FSMA 2000 it is a criminal offence for a person to make a statement, promise or
forecast which they know is materially false, misleading or deceptive; dishonestly conceal material
facts; or recklessly make a statement, promise or forecast which is materially misleading, false or
deceptive in order to induce another person to enter into, or offer to enter into, or refrain from
entering or offering to enter into a refevant agreement.

The Fraud Act 2006 became effective on 15 January 2007. It created a new general statutory
criminal offence of fraud that can be committed by false representation, by failure to disclose
information, or by any abuse of position.

Auditing Capital Adequacy

On the face of it there was no requirement for K@, o audit risk weighted assets or credit risk

ratings.

KPMG pmvided evidence in relatix
were:

e Credit quality

e Impairmient

s Going concern

® Basellandll

e Fraud

* Regulation and Supervision
® Internal controf and corporate governance
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