UK Financial Investments Ltd

UK FINANCIAL INVESTMENTS LIMITED (UKEFI)
UKFI STRATEGY: MARKET INVESTMENTS AND
ANNUAL REPORT AND ACCOUNTS 2008/09




UKFI manages the Government'’s investments in the Royal Bank of Scotland and Lloyds Banking Group.

The Government currently holds 39,645 million ordinary shares in the Royal Bank of Scotland, equivalent to
70 percent of voting share capital. The value of this investment on 30 June was £15.3 billion. In connection
with the Asset Protection Scheme, the Government shareholding is due to increase by up to an additional
51,000 million non-voting B shares.

The Government currently holds 11,799 million ordinary shares in the Lloyds Banking Group, equivalent to
43 percent of voting share capital. The value of this investment on 30 June was £8.3 billion. In connection
with the Asset Protection Scheme, the Government shareholding is due to increase by an additional

37,143 million non-voting B shares.
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204 Feb 2009: Estimated unrealised loss on RBS and Lloyds ordinary shareholdings. HM Treasury impairment on financial investments
published in Spring Supplementary Estimates 2008-09.

730 June 2009: UK Financial Investments Strategy for Market Investments and Annual Report and Accounts 2008-09.
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Forward-Looking Statements

This document, including information included in this document, contains “forward-looking statements” concerning UK Financial Investments
Limited, Her Majesty’s Government, Her Majesty’s Treasury, the Bank of England, the Financial Services Authority as well as Lloyds Banking
Group plc, The Royal Bank of Scotland Group plc, Northern Rock plc and Bradford & Bingley plc, that are subject to risks and uncertainties.
Generally, the words “will”, “may”, “should”, “continue”, "believes”, “expects”, “intends”, “plans”, “anticipates” or similar expressions identify
forward-looking statements. These forward-looking statements all include matters that are not historical facts and, by their nature, involve
risks and uncertainties that could cause actual results to differ materially from those expressed in the forward-looking statements. Many of
these risks and uncertainties relate to factors that are beyond UK Financial Investments Limited's ability to control or estimate precisely, such
as changes in economic or market conditions, changes in regulatory environment and the outcome of litigation and UK Financial Investments
Limited cannot give any assurance that such forward-looking statements will prove to have been correct. Nothing contained herein shall

be deemed to be a guarantee, forecast, projection or estimate of future financial performance. The reader is cautioned not to place undue
reliance on these forward-looking statements, which speak only as of the date of this document. UK Financial Investments Limited undertakes
no obligation to update or revise publicly any of the forward-looking statements set out herein, whether as a result of new information, future
events or otherwise, except to the extent legally required.
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Acting Chairman’s Foreword

The United Kingdom's decisive response to the financial crisis in the autumn of 2008 laid the framework
for stabilising the British banking system. The recapitalisation programme and subsequent Asset Protection
Scheme provided critical support for our troubled banks at a time of widespread disruption in the global
financial system.

These programmes were designed to restore our banks to financial health and effective functioning in
the UK economy, and fully to return the banks to private sector ownership. UK Financial Investments was
created to help achieve these goals.

In our first few months of operation, much of UKFI's activity was devoted to assisting in stabilising the
financial system.

As that situation has improved, we have turned our attention to our long-term goal of recovering the
taxpayer’s investments in our banks.

This Annual Report and Market Investments Strategy aims to provide Parliament, the public and other
stakeholders with a clear view of how UKFl is approaching its task. It sets out why we believe our mission is
achievable, and how we intend to deliver.

Our fundamental approach is to operate as an engaged institutional shareholder, operating on an
arm’s-length commercial basis. VWe believe that value will be re-established in the banks themselves, under
the leadership of their own management and boards. Our role as shareholder is nevertheless to ensure that
the banks have sound long-term strategies, and that they are effectively managed and properly governed.

Their task will not be easy. Our investee banks face significant legacy losses and the inevitable effects of the
recession. Nevertheless, we believe they now have the capital resources to weather these difficulties and to
emerge from the current environment with their strong franchises and profitability intact.

Our own task of returning these investments to the private sector is challenging. The amounts involved are
very large, and a successful disposal of our holdings will require professionalism and patience.

We all have a stake in UKFI's success. Skilled disposal of these investments will recoup tens of billions of
pounds for the taxpayer. At UKFI, we understand the importance of this challenge, and we are completely
focused on achieving the objectives outlined in this report.

Moo ——

Glen Moreno
Acting Chairman
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Creation and remit of UK Financial Investments

UK Financial Investments (UKFI) was created by the Government, as part of its response to the financial
crisis, to manage the investments it has taken in UK financial institutions in the interests of maintaining
financial stability.

At present, UKFl is responsible for Government investments in the Royal Bank of Scotland Group plc (RBS)
and Lloyds Banking Group plc (Lloyds) —the company created by the Lloyds TSB Group plc acquisition

of HBOS plc. These investments are managed by UKFI's Market Investments Team, and this document
discusses the approach to ownership and our strategy for managing these investments. This year UKFI

will also take responsibility for management of the Government's investment in Northern Rock plc, and
Bradford & Bingley plc — together; the Wholly Owned Investments.

In discharging these responsibilities, UKFI's remit is to:
* manage these shareholdings commercially to create and protect value for the taxpayer as shareholder,
with due regard to financial stability and competition;

and

* devise and execute a strategy for disposing of the Government’s investments in an orderly and active way
over time.

These two roles are inextricably linked. Investors’ willingness to buy shares in the banks will depend on their
confidence that the banks are being managed to create value for shareholders. A commercial approach

to the management of the Government's stakes in the banks will thus facilitate a return to full private
ownership, and protect the taxpayer's position as investor. As set out in our Framework Document, the
ultimate decision to proceed with any disposal transaction will rest with HM Treasury.

More detail on our remit can be found in our Framework Document with HM Treasury, in Annex | of the
Annual Report.

UKFI's ownership approach

UKFI's role is to manage the Government'’s investments, not to manage the banks.

Our investee banks are run by their boards and management teams. As an engaged shareholder, UKFl is
taking a close interest in the calibre and performance of the banks' boards and management teams — as well
as in their financial incentives, which need to be fully aligned with the taxpayers' interests as shareholders.

UKFl is also working closely with the banks, again as an engaged shareholder, to assure ourselves of their
approach to strategy and to hold them rigorously to account for performance. We are also taking a close
interest in their approach to managing risk.

Within this overarching shareholder framework, operational management decisions are for the banks
themselves, to be managed commercially without interference from shareholders including UKFI.
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UKFI's ownership approach reflects the Statement of Principles of the Institutional Shareholders’
Committee, which we aim to follow in full, including:

* monitoring performance: UKFI maintains an active and regular dialogue with investee companies’ boards
and senior management. We seek to satisfy ourselves that the boards are operating effectively, and that
the companies’ strategies protect and enhance shareholder value;

* intervening where necessary: should we have concerns, for instance about strategy, operational
performance, acquisitions or disposals, we intervene with the board objectively and in an informed way;

+ voting: we vote all Government's shares wherever practicable to do so, informing the company in
advance of our intentions and rationale, and always disclosing how we have voted; and

* evaluating and reporting: we provide regular updates to HM Treasury on the performance of our
investments and the effectiveness of our engagement with investee companies.

UKFI will not:

* intervene in day-to-day operational management decisions of our investee banks. This is explicitly
prohibited by our Framework Agreement with HM Treasury. The banks retain their own independent
boards, which manage the banks and determine their strategy and have clear legal obligations to all
shareholders, not just UKFI;

* beyond the banks’ binding legal obligations to HM Treasury on UK lending, which they must meet, seek
to impose any geographic bias in the banks' activities;

* encourage the banks to make disposal on terms that represent poor value; or discourage them from
operating efficiently;

+ dictate the scope of our investee banks; UKFI believes the tests that any investment banking activities
need to meet are whether they can generate sustainable returns through the economic cycle, and
whether risks can genuinely be properly managed having regard to the lessons learned from the
industry's experience in recent years; or

+ generally be insiders in market investments, or directly represented on the banks’ boards (see box I.1)

BOX |.1 DIRECTOR APPOINTMENTS

UKFI has specific rights to work with the banks' boards on the appointment of new independent
non-executive directors —two in the case of Lloyds, and three in the case of RBS.

Two Lloyds directors, Tony Watson and Tim Ryan, have so far been appointed under these rights.
One, Sir Sandy Crombie, has so far been appointed at RBS.

Under UK company law, directors cannot represent individual shareholders' interests. Accordingly,
whilst these directors are appointed with the agreement of UKFI, they are not and cannot be UKFI's
representatives and will not report directly to us.

Back to Contents >>



UKEFI Strategy: Market Investments — UK Financial Investments' Role

UKFI is monitoring certain conditions attached to the Government's bank Recapitalisation Scheme such

as remuneration and corporate governance conditions (which include no bonus payments for directors

for 2008, compliance with ABI best practice on remuneration, and reward to incentivise long-term value
creation and not encourage excessive risk taking, with no rewards for failure). However, the new lending
conditions for RBS and Lloyds as part of participation in the Asset Protection Scheme are being monitored
by HM Treasury, not UKFI. HM Treasury will provide an assessment of lending by the banks in due course.

Managing investments in RBS and Lloyds at arm’s-length and commercially, rather than nationalising them,
was a deliberate decision of Government to facilitate their return to private ownership. The Government
has made it clear that it is not a permanent investor in UK banks, and that its intention, over time, is to
dispose of all the investments it is making in an orderly way.

However, within this commercial relationship, an important part of UKFI's role will be to ensure that our
investee banks are returned to the private sector as stronger, more resilient organisations. In particular, we
expect our investee banks to have:

 stronger and more robust strategies;

* more effective boards;

* more disciplined approaches to risk;

* sustainable balance sheet and funding structures; and

* better remuneration structures that align reward with long-term value creation, adjusted for risk.

UKFI’s resourcing

UKFI has deliberately decided to resource itself in a way that is consistent with the approach described

above: as a small expert body. UKFI's size, currently |1 full-time employees, reflects this.

All UKFI's major strategic decisions are taken by our Board, which comprises our Chairman, Glen Moreno,
our Chief Executive, John Kingman, and five other Non-Executive Directors. The UKFI Board operates to
the highest standards of corporate governance, and its members have in total over 100 years of banking
experience across a wide range of areas in the sector. UKFI's directors are drawn from senior positions in
financial services and related industries with track records of board-level leadership in fund management,
retail banking and other corporate or financial disciplines. More detail on the members of the UKFI Board
can be found on page 4I.

UKFI's executive team is currently made up of the Chief Executive, a Market Investments Team which
manages investments in RBS and Lloyds and is working to devise an exit strategy, and a Policy and
Operations Team. We will shortly be expanding to around |5 full-time staff, with the addition of a
Wholly-Owned Investments Team to manage Government investments in Northern Rock and Bradford &
Bingley. UKFI will then be fully staffed to discharge its existing remit.

John Kingman, Chief Executive, joined UKFI from HM Treasury, where he was Second Permanent Secretary,
responsible for oversight and control of some £600 billion of public spending annually. John has previously
worked on the Lex column of the Financial Times and in the Group Chief Executive’s office at BP.

Sam Woods, Chief Operating Officer, joined UKFI in November 2008, having previously held a number of
roles in HM Treasury and in the New Zealand Treasury. Before joining HM Treasury, Sam worked at Diageo
and McKinsey & Company.
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UKFI's Market Investments Team, and soon to be formed Wholly-Owned Investments Team, are staffed
with employees with directly relevant experience from the private sector:

* John Crompton, Head of Market investments, has 22 years of banking experience: 20 with Morgan
Stanley, and two with Merrill Lynch, and has been responsible for equity new issue business in Europe,
the US and Asia.

* Keith Morgan, Head of Wholly-Owned Investments, will shortly join UKFI from Santander, bringing
strong retail and commercial banking experience. He is currently a board director of Sovereign Bancorp
in the U.S. focusing on the integration of Sovereign into Santander.

» Tim Sykes, Senior Banks Analyst, has spent |9 years working in the banking sector, including as Managing
Director and Head of UK and Irish Banks equity research at UBS, and various management positions at
Standard Chartered Bank.

More information on our Executive Team can be found on page 45.

When UKFI comes to make major transactions, we expect to make use of professional advisors to ensure
that we maximise value for the taxpayer.

Assessing UKFI’s performance

UKFI began operations against the backdrop of radical Government interventions to prevent systemic
collapse in world financial markets. Following these interventions, the Government has made clear that it
does not wish to be a permanent investor in UK financial institutions. Ultimately, our performance as an
organisation in delivering our objective of protecting and creating value for the taxpayer will therefore be
judged on the success of our investment and exit strategy, and the return we can secure for the taxpayer.

In meeting this objective, we are committed to being transparent to Parliament, the public, and other
investors. The Chief Executive, Chairman and members of the senior management team have attended
meetings of a number of relevant Parliamentary committees. These have included the Treasury Select
Committee’s hearings on the banking crisis, and the Lords Economic Affairs Committee’s inquiry into
banking supervision and regulation.

UKFI expects to be held to account for the performance of our activities and against our objectives on a
day-to-day and month-to-month basis, including through quarterly meetings with HM Treasury.

The share price performance of our investee banks will clearly be closely watched. The Public Accounts
Committee has carefully considered the use of share price targets and concluded that they are not, on their
own, an adequate test of the Government's effectiveness in managing investments.' Share prices alone,
whilst an important factor for us to monitor; are therefore not an ideal yardstick for measuring UKFI's overall
performance, given the extent to which they are influenced by many factors outside UKFI's control.

We therefore intend to formulate, with HM Treasury and other interested parties, a broad and robust
approach to measuring our performance, covering the conditions that need to be met to fulfil our objective
of creating and protecting value for the taxpayer, paying due regard to the maintenance of financial stability
and to acting in a way that promotes competition. Some of these conditions are largely exogenous to

UKEFI, for example improvements in the global economy and favourable developments in the wider banking
sector. Some are indirectly affected by UKFI, for example the overall performance of our investee banks as
organisations and the re-emergence of investor confidence. And some are directly influenced by UKFI, for
example the board appointments we approve and the successful design and execution of an exit strategy.
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We plan to measure our performance against a full range of indicators and benchmarks which can be
used to measure progress on these conditions. We are still considering what would be the most robust
qualitative and quantitative indicators to use, and will need to discuss these with a range of stakeholders
before committing to them. However, the type of indicators we are considering include:
* in relation to the banks’ financial performance:
— share price;
— profitability; and
— capital adequacy ratios;
* in relation to strategy in our investee banks:
— credible evidence of reform in their approach to managing risk;
— meaningful reform in their approach to remuneration, allowing them to attract the best talent
available but linking incentives to long-term sustainable value creation;
— world-class board appointments, and highly effective boards; and
— a strong track record for UKFI on engaging with our investee banks, including through exercise of
our voting rights;

* in relation to investor perceptions, both of UKFI's effectiveness and of the attractiveness of our investee

companies as investments, we intend to explore the scope for systematically assessing the market
perceptions of:

— UKFI's effectiveness as an active, engaged, commercial shareholder, operating at arm’s-length
from Government;

—the quality of UKFI's engagement with other investors; and
— our impact on the investee companies as investments.

We would welcome any views on this approach, which should be addressed to ukfienquiries@ukfi.gsi.gov.uk

'The Shareholder Executive and Public Sector Businesses, House of Commons Committee of Public Accounts, Forty-second Report of Session
2006-07, 20 September 2007.
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Disposal — at the heart of the Market Investments mission

UKFI's Market Investments remit is to dispose of the Government's shareholdings in RBS and Lloyds in an

orderly and active way, with due regard to financial stability and the promotion of competition. While there
are many possible approaches open to us, including strategic sales, our central assumption in thinking about
our disposal programme is that we are likely to be selling shares to investors in the public equity markets.

This in turn means that we will need to do everything that we can to maximise the value of the two
banks as publicly-traded entities, and to design and implement our exit strategy in the context of broader
developments in the economy, financial sector and equity markets.

We see ourselves as having five principal tasks:

* understanding how the problems in the sector came about, learning the lessons and identifying the
specific issues that our investee banks face;

* working with the boards and management at each bank to develop and implement an agenda to
maximise value for shareholders;

* engaging with other investors and market participants to understand their views, and to seek to build
confidence in our approach;

* developing and implementing a disposal strategy for the investments; and

* supporting Government (primarily HM Treasury) on their response to the crisis, from a shareholder
perspective.

The purpose of this chapter is to describe how we are approaching these tasks and to set out our strategy
for the future, dealing with each topic in turn.

Problems in the banking sector and implications for our investee banks

RBS and Lloyds have different business profiles and strategies, yet each has been profoundly affected by the
financial crisis. In this section, we discuss the origins and development of the crisis, identify the key issues that
banks, policy-makers and investors have had to address, and then examine the implications for each bank.

The pull-out exhibit identifies five key phases in the financial crisis as we see them, beginning in early 2007
with the first signs of concern about conditions in the US sub-prime sector; and highlights some of the main
events while plotting the share prices of RBS, HBOS and Lloyds Banking Group, as the successor to Lloyds
TSB and HBOS.

13
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PLEASE FOLD OUT OPPOSITE PAGE AND REFER TO PHASES BELOW

Phases in the financial crisis

PHASE |: STRUCTURED CREDIT BECOMES A GLOBAL ISSUE.

Beginning in spring 2007, concerns about the credit quality of securitised US “sub-prime’ mortgage assets

resulted in a sharp contraction of investor appetite for all “‘structured credit” securities, or for commercial paper
issued by special purpose vehicles (SPVs) organised to invest in these assets. As a result, banks were forced

to bring assets held in SPVs onto their balance sheets, and were unable to find buyers for securitisations of
newly-originated assets. The problems spread to other types of asset including leveraged loans. Balance sheets
expanded, demands on bank liquidity increased and capital was eroded as asset values fell.

PHASE 2: NEW CAPITAL, AND NEW CAPITAL TARGETS.

In response to the losses incurred in structured credit and the risks that these highlighted, regulators and many
banks concluded that new capital was required to replenish structured credit losses, to establish new, more
conservative benchmarks in the face of an impending recession, and to rebuild confidence in the sector. Between
2007 and 2009, over £129 billion in new bank equity was raised in Europe. Both RBS and HBOS had substantial
structured credit exposure and undertook very large rights issues (£12 billion for RBS and £4 billion for HBOS),
and these, together with other capital-raising exercises on both sides of the Atlantic, appeared for some months
to have stabilised the sector.

PHASE 3: COUNTERPARTY CRISIS.

In early September 2008, market participants became increasingly concerned about their counterparties’ ability
to meet their day-to-day obligations. Conventional measures of capitalisation and liquidity ceased to provide
reassurance and pressures grew on affected institutions to find solutions. In the US, Bank of America acquired
Merrill Lynch while Lehman Brothers went into bankruptcy on |5 September, and the following day the US
government agreed to provide extensive financial support to AIG, and shortly afterwards announced several
initiatives to support banks through the Troubled Asset Relief Program (TARP). In the UK, speculation centred
on HBOS, which was heavily dependent on wholesale financing; on |8 September, after extreme volatility in its

share price, HBOS agreed to be acquired by Lloyds TSB (see box 2.1).

PHASE 4: COLLAPSE OF CONFIDENCE LEADS TO GOVERNMENT INTERVENTION.
Investor confidence continued to decline and liquidity remained in short supply. In October, the UK government
was the first to respond with a comprehensive set of measures addressing both capital and liquidity, and

other European governments followed suit (see box 2.2). By early 2009, however, evidence was emerging of a
slowdown in economic activity, raising further concerns about the viability of financial institutions and about the
economic consequences of further financial sector bankruptcies. RBS issued a profit warning in January 2009,
and the newly established Lloyds Banking Group followed suit in mid-February, reflecting deteriorating HBOS
performance.

PHASE 5: BEGINNINGS OF EMERGING RECOVERY IN CONFIDENCE.

On 26 February 2009, HM Treasury announced its agreement with RBS on an Asset Protection Scheme
providing insurance on £325 billion of assets; on 7 March a similar plan was announced for Lloyds Banking Group
for £260 billion of assets (see box 2.3). This is expected to provide protection against credit risk associated with
the assets protected by the scheme, complementing earlier support for capital and liquidity; it also indicated a
strong commitment to avoid full nationalisation. Other broader policy initiatives — including Quantitative Easing
undertaken by the Bank of England and the Federal Reserve — provided stimulus to credit markets and to the
banking system. Indicators of economic activity and investor risk-aversion — for example, commodity prices,
volatility measures and credit spreads — appear to suggest that fears of a deflationary recession have been
abating, offering some relief to bank equities.
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Milestones for UKFI’s Investments

BOX 2.1 LLOYDS TSB ACQUISITION OF HBOS

Lloyds announced the acquisition of HBOS on |8 September 2008, creating the largest retail financial services

provider in the UK with a consolidated balance sheet of £1.1 trillion and serving over 30 million customers.

Initial terms were that HBOS shareholders would receive 0.83 Lloyds TSB shares for each HBOS share.
Following the deterioration in market conditions, Lloyds announced revised terms on |3 October alongside
participation in the Bank Recapitalisation Scheme. HBOS shareholders received 0.605 Lloyds TSB shares for
each HBOS share. The acquisition closed on 16 January 2009.

BOX 2.2 OCTOBER RECAPITALISATION

On [3th October 2008, the Government announced the implementation of the Bank Recapitalisation Scheme.
The Scheme aimed to provide temporary capital support to UK banks and building societies, enabling them to
strengthen their capital positions and continue to lend to the real economy through the economic downturn.

As part of the Recapitalisation Scheme, the Government invested £37 billion in total in RBS, Lloyds TSB and
HBOS. This was composed of:

» £20 billion in RBS, comprising £15 billion in ordinary shares and £5 billion in preference shares;

» £5.5 billion in Lloyds TSB, comprising £4.5 billion in ordinary shares and £1 billion in preference shares; and

» £I11.5 billion in HBOS, comprising £8.5 billion in ordinary shares and £3 billion in preference shares.

In consultation with UKFI, the Government agreed in early 2009 to restructure the recapitalisation investment
through redemption of the RBS and Lloyds preference shares financed by issues of ordinary shares, improving
the banks' Core Tier | ratio which investors and regulators increasingly regard as genuine loss absorbing capital.

BOX 2.3 ASSET PROTECTION SCHEME
The Asset Protection Scheme (APS) is designed to provide protection against future credit losses on
certain assets.

On 26 February 2009, RBS announced its intention to participate in the APS. RBS intends to protect

£325 billion of assets. Key elements of the announcement include:

* RBS will pay a fee of £6.5 billion which may be funded by the issue of B shares (non-voting ordinary shares,
which constitute Core Tier | capital) to HM Treasury. They have also agreed for a number of years not to
claim certain UK tax losses and allowances.

* RBS will bear a first loss amount. Thereafter losses will be borne 90 percent by the Treasury and 10 percent
by RBS.

* Inaddition, and conditional on RBS's participation in the Scheme, the Government has agreed to inject up
to £19 billion more capital in the form of B shares — £13 billion on accession and up to £6 billion at RBS's

option after the first anniversary of accession.

On 7 March 2009, Lloyds announced its intention to participate in the APS. Lloyds intends to protect

£260 billion of assets. Key elements of the announcement include:

* Lloyds will pay a fee of £15.6 billion for participation in the Scheme. The fee may be funded by the issue
of B shares (non-voting ordinary shares, which constitute Core Tier | capital) to HM Treasury.

* Lloyds will bear a first loss amount. Thereafter losses will be borne 90 percent by the Treasury
and 10 percent by Lloyds.

UKFI will manage the B share investments in RBS and Lloyds on a commercial basis consistent with the
approach and objectives set out in the UKFI Framework Agreement with the Treasury.

15
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The following charts illustrate how the share prices of the two banks have moved since the October
recapitalisation issue terms were set, and compare them with the issue prices of the three tranches.

Figure 4. RBS share price performance
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Figure 5. Lloyds share price performance
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and Lloyds Banking Group (E1=7) (o2

Notes
" Excludes B shares, which UKFI will manage on completion of APS. See Box 2.5 for further details on the B shares.

204 Feb 2009: Estimated unrealised loss on RBS and Lloyds ordinary shareholdings. HM Treasury impairment on
financial investments published in Spring Supplementary Estimates 2008-09.

3 30 June 2009: UK Financial Investments Strategy for Market Investments and Annual Report and Accounts 2008-09. 27
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UKEFI support to the Government response to the financial crisis

All public policy issues related to financial stability are matters for HM Treasury, which has defined our role
as being an engaged, value-oriented shareholder, operating at arm’s-length from Government. However,
during the early months of UKFI's existence, financial stability and the need to maintain credit availability to
the UK economy have remained important public policy issues, and have been the subjects of extensive
engagement between Government and those banks which do business in the UK, including RBS and Lloyds.
UKFI has not been a principal in these discussions, but HM Treasury has sought our advice from

a shareholder standpoint on several areas, set out below.

* Monitoring lending commitments entered into under the October Recapitalisation arrangements.
Orriginally, UKFI was charged with monitoring the banks' compliance with lending commitments made to
HM Treasury. Following the Asset Protection Scheme, responsibility or monitoring the lending conditions
has been consolidated into HM Treasury, to avoid duplication of effort and potential confusion, given that
conditions would be attached to other possible Government schemes with which UKFI would not have
direct involvement.

» Redemption of preference shares held by HM Treasury (and managed by UKFI) in RBS funded through
a further issue of ordinary shares, in response to worsening business conditions for RBS which became
evident in mid-January.

* Structuring of Asset Protection Scheme arrangements, including:

— design of “B shares”, the securities which are to be issued in consideration for asset insurance.
UKFI has focused on ensuring that from a shareholder’s perspective these are seen as equivalent
to ordinary share capital (important for avoiding concerns about future dilution and to establish
an appropriate basis for valuation of the banks), and on ensuring that there will be reasonable
arrangements for the taxpayer to exit from these holdings in the future (for example, the
mechanisms by which these are convertible into ordinary shares if share price levels are
exceeded); and

— working with the banks to identify measures by which the banks can readily strengthen the
key Core Tier | capital ratio and create shareholder value by improving Tangible Book Value
per share. Examples include the liability management exercises through which RBS and Lloyds
have repurchased or exchanged Tier | and Upper Tier 2 securities at a discount to book value,
creating combined Core Tier | capital in excess of £5 billion.

* Redemption of preference shares issued by Lloyds Banking Group to HM Treasury, including terms of
HM Treasury participation in the ordinary share offer to fund the redemption and acceleration of the
offer to precede the closing of the Asset Protection Scheme.

— Under this offer; Lloyds has raised an additional £4 billion of Core Tier | capital, of which
56.6 percent has been subscribed for by private sector shareholders (see box 2.6)

— The taxpayer has received approximately £2.5 billion in cash for the redemption of preference
shares and associated payments — the first repayment of capital provided by any government in
the recent interventions.

As the financial system stabilises, we would expect that the need for new initiatives in the areas of financial

stability or credit availability should diminish, but we will continue to offer shareholder input to HM Treasury

as requested.
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BOX 2.6 LLOYDS OPEN OFFER

In May 2009, Lloyds Banking Group (Lloyds) launched a placing and open offer, the proceeds of which
were used to redeem the £4 billion preference shares held by HM Treasury.

Existing Lloyds shareholders were entitled to subscribe for 0.6213 new ordinary shares for every
ordinary share through the Placing and Open Offer at an offer price of 38.43 pence per new ordinary
share. On 8th June 2009, Lloyds announced that 9,043 million Open Offer Shares had been taken up,
representing approximately 87 percent of the total number of Open Offer Shares.

HM Treasury subscribed for 4,521 million shares, maintaining the Government's ownership of Lloyds

at 43 percent.

The remaining 1,365 million shares not taken up by existing shareholders were placed successfully in
the market by the bookrunners at the conclusion of the open offer process in a “Rump Placing” at
a price of 60 pence per share. The net proceeds raised in the Rump Placing in excess of the 38.43
pence open offer price (plus expenses) were distributed on a pro rata basis to those shareholders

who did not participate in the Placing and Open Offer.

Lloyds used the proceeds of the open offer and rump placing, together with existing cash resources,
to redeem the £4 billion preference shares held by HM Treasury at 101 percent of their issue price

together with accrued dividends.
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UKFI manages the Government'’s investments in the Lloyds Banking Group (Lloyds). This chapter provides
an overview of the Government'’s shareholdings in Lloyds and an overview of the Lloyds Banking Group.
It draws directly on the 2008 Lloyds Annual Report and Accounts.'®

Government shareholding

The Government currently holds 11,799 million ordinary shares in Lloyds, equivalent to 43 percent of voting

share capital. There are three stages to the Government investment in Lloyds:

* October recapitalisation: as part of the financial support for the banking industry announced in October
2008, the Government made capital investments in Lloyds TSB and HBOS totalling £17 billion, £13 billion
in the form of 7,100 million ordinary shares and £4 billion in preference shares."

» Conversion of preference shares: in March 2009, the Government, in consultation with UKFI, agreed
to the redemption of its preference share investment, financed by a further offer of ordinary shares.
The Government subscribed for its pro rata share (4,521 million) of the ordinary shares on offer and
maintained its holding of 43 percent of voting share capital.

* Asset Protection Scheme: in connection with the Asset Protection Scheme, the Government expects
to receive a fee of £15.6 billion in the form of 37,143 million B shares. In total, this would bring the
Government's shareholding up to 62 percent of total share capital. The B shares are non-voting and the
Government's voting shareholding would remain at 43 percent.

Company overview

Lloyds Banking Group (Lloyds) is a leading UK based financial services group providing a wide range of

banking and financial services, primarily in the UK, to personal and corporate customers.

Lloyds was formed in January 2009 following the acquisition of HBOS. The main business activities are retail,
commercial and corporate banking, general insurance, and life, pensions and investment provision. The new
Group also operates an international banking business with a global footprint in 40 countries.

The Group is the largest UK retail bank and has a large and diversified customer base. Services are offered
through a number of well recognised brands including Lloyds TSB, Halifax, Bank of Scotland, Scottish
Widows, Clerical Medical and Cheltenham & Gloucester, and via a unique distribution capability comprising
the largest branch network in the UK and intermediary channels.

'9The full Lloyds Annual Report can be found on the Lloyds Group website: www.lloydsbankinggroup.com
""On || May, Lloyds Banking Group | for 40 capitalisation issue increased the Government's ordinary shareholding to 7,277 million shares.
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Financial performance in 2008

Lloyds Banking Group published its Annual Report and Accounts for 2008 in April 2009. The full Lioyds
Annual Report can be found on the Lloyds Group website: www.lloydsbankinggroup.com.

Lloyds Financial Performance'?

Group Results Summary 2008 (£m)

Net interest income 7,709

Other income 521

Total income 8,230

Insurance claims 2,859

Total income, net of insurance claims 11,089

Operating expenses (5,651)
Trading Surplus 5438

Impairment (3012)
Profit before tax — continuing businesses* 2,426

Volatility

— Insurance (746)
— Policyholder interests 471)

Discontinued businesses -

Profit on sale of businesses -

Provision in respect of certain historic US dollar payments (180)
Provision for Financial Services Compensation Scheme levy (122)
Goodwill impairment (100)

Settlement of overdraft claims -

Profit before tax — statutory 807

* Excluding volatility, a provision in respect of certain historic US dollar payments, a provision for the Financial Services Compensation Scheme levy,
goodwill impairment and, in 2007, results of discontinued businesses, profit on the sale of businesses and the settlement of overdraft claims.

The following commentary on Lloyds' 2008 results is extracted directly from the Lloyds Annual Report
2008:

“Statutory profit before tax reduced by 80 percent to £807 million. A resilient underlying business performance was
offset by the impact of market dislocation and adverse volatility relating to the Group’s insurance businesses.

A resilient business performance. Profit before tax, on a continuing businesses basis, totalled £2,426 million, a decrease
of 35 percent which reflected the impact of £1,270 million of market dislocation and higher impairment levels.

Robust income performance. Income, excluding market dislocation, grew by 9 percent reflecting strong revenue
growth from the Group’s relationship banking businesses. On a statutory basis, income was 8 percent lower at
£9,872 million.

Excellent cost management. The Group's cost: income ratio, excluding market dislocation, improved by
I.I percentage points to 47.0 percent.

"2Lloyds Annual Report and Accounts, p. |
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In a difficult economic environment, asset quality remains satisfactory. Impairment losses increased by 68 percent
to £3,012 million, reflecting the impact of market dislocation, the slowdown in the UK economic environment and
the impact of the falling house price index.

Strong liquidity and funding position maintained throughout the recent turbulence in global financial markets.

Robust capital ratios. Adjusting the year end capital ratios for the Government'’s recapitalisation of UK banks,
completed in January 2009, and the estimated impact of the acquisition of HBOS, the enlarged Lloyds Banking
Group's pro forma core tier | capital ratio stands at 6.4 percent, the tier | ratio at 9.8 percent and the total capital
ratio at 12.5 percent>”

Corporate governance

The Group is led by the board comprising executive and non-executive directors with wide experience.

The board usually meets at least nine times a year. It has a programme designed to enable the directors
regularly to review corporate strategy and the operations and results of the businesses and discharge their
duties within a framework of prudent and effective controls relating to the assessing and managing of risk'*.

The Lloyds Board as at April 2009 comprises the Chairman, five executive directors and nine non-executive
directors (with two additional non-executive directors joining from | March and 2 April 2009).

Committee membership

Lloyds Board of Directors 2008-09
Chairman
SirVictor Blank Chairman N (Chair), RO (Chair), R

Executive Directors

] Eric Daniels Group Chief Executive

Archie G Kane Group Executive Director Insurance
G Truett Tate Group Executive Director Wholesale
Tim ] W Tookey Group Finance Director

Helen A Weir CBE Group Executive Director Retalil

Non-executive Directors

Wolfgang C G Berndt
Ewan Brown CBE FRSE

Jan P du Plessis

R (Chair), N
A RO
A (Chair), N,RO

Sir Julian Horn-Smith N, R, RO
Lord Leitch AN,RO
Sir David Manning GCMG CVO N, R, RO
Philip N Green AR
Martin A Scicluna A RO
Carolyn | McCall OBE R
Non-executive Directors joining the Board

T Timothy Ryan, Jr (from | March 2009) A RO
Anthony Watson CBE (from 2 April 2009) A RO

Note: Key to abbreviations: A (member of Audit Committee); N (member of Nominations Committee);
R (member of Remuneration Committee); RO (member of Risk Oversight Committee).

"3Lloyds Annual Report, p. 10 39
"“Lloyds Annual Report, p. 70
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Divisional review

During 2008 Lloyds Banking Group has been organised along three primary operating divisions:
» UK Retail Banking;

* Insurance and Investments; and
* Wholesale and International Banking.
A description of each of the divisions, drawn from the Lloyds Annual Report, is given below”.

UK Retail Banking

During 2008, Lloyds UK Retail Banking provided a wide range of banking and financial services to some

|6 million personal customers through over 1,950 branches across the UK. Following the acquisition

of HBOS, the new "Retail” division now includes the HBOS branch operations and is the largest retall
bank in the UK. UK Retail Banking continued to make substantial progress in each of its key strategic
priorities: growing income from its existing customer base; expanding its customer franchise; and improving
productivity and efficiency'®.

Insurance and Investments

The Insurance and Investment division offers life assurance, pension and investment products, general
insurance and fund management services. These products were delivered through a number of brands
including Scottish Widows, Lloyds TSB General Insurance and Scottish Widows Investment Partnership.
Following the acquisition of HBOS, the Insurance and Investments division has been renamed “Insurance”
and now includes the Clerical Medical and HBOS General Insurance businesses which were previously part
of the HBOS Insurance and Investments division.

Wholesale and International Banking'”

During 2008, Lloyds businesses within the Wholesale and International Banking arena covered a broad
scope, serving thousands of customers, ranging from start-ups and small enterprises to large organisations
and global corporations.

Commercial Banking is a growing business with some 6,000 people serving nearly one million customers
across the UK from one-person start-ups to large, established enterprises. Lloyds TSB has increased its
lending to SMEs by nearly 20 percent in 2008. We also participate in specialist markets with a range of
solutions including personal and international expatriate and private banking, motor and leisure finance and
auto leasing.

Following the acquisition of HBOS, the Wholesale and International Banking division has been renamed
‘Wholesale'. The new “Wholesale' division operates a multi brand strategy primarily through the Lloyds TSB
and Bank of Scotland brands but also trades through a number of more specialist brands including Lloyds
TSB Development Capital and Black Horse.

"*Lloyds Annual Report p. 10
"Lloyds Annual Report p. 20
""Lloyds Annual Report p. 30
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Glen Moreno — Acting Chairman.

Educated at Stanford University and Harvard Law School, Glen Moreno joined Citicorp in 1969. In the 1970s
he was responsible for operations in Germany, Australia, South East Asia and India, including a wide range of
corporate, retail and investment banking activities. In the 1980s he was Citi’s senior officer in Europe and a
member of the bank’s policy committee.

In 1987 he joined Fidelity International as Chief Executive, recruited to lead its international expansion. In 1991
he retired from executive duties and held several board positions with banks and investment companies.

In 2005 Glen was appointed Chairman of Pearson plc, the world’s leading education company with ownership
interests in the Financial Times and The Economist. He remains a director of Fidelity International and chairs its
audit committee. He is senior independent director at Man Group plc, a governor of the Ditchley Foundation
and a director of the Royal Academy of Dramatic Art.

4l
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John Kingman — Chief Executive.

Prior to his appointment as Chief Executive of UKFI in November 2008, John Kingman was Second
Permanent Secretary to the Treasury, where he was responsible for oversight and control of some
£600 billion of public spending annually. He led negotiations with RBS, Lloyds TSB and HBOS on their
recapitalisation and on the resolution process for Northern Rock. Earlier Treasury roles have included
Managing Director, Finance and Industry — in which capacity he chaired, on the Chancellor’s behalf, the
tripartite standing Committee which oversees the stability of UK financial markets — Director, Enterprise
& Growth Unit, and Press Secretary to the Chancellor.

John has also worked on the Lex column of the Financial Times and in the Group Chief Executive’s
office at BP, and has been a Board Director of the European Investment Bank, a non-executive director
of Framestore CFC Ltd, and a Visiting Fellow at the Institute of Political and Economic Governance at
Manchester University. John is a member of the Global Advisory Board of the Centre for Corporate
Reputation, Oxford University.

Peter Gibbs

Peter Gibbs has a wealth of financial services experience in the Asset Management sector. Having begun his
career at Brown Shipley, he joined Bankers Trust in 1985 as a Senior Portfolio Manager. In 1989 he joined
Mercury Asset Management (MAM) where he rose to become Head of the International Equities Division.
Following the acquisition of MAM by Merrill Lynch he was appointed Co-head of Equity Assets worldwide.
In 2003 he became Chief Investment Officer for Merrill Lynch’s Investment Management activities outside
the US.

Peter retired from Merrill Lynch at the end of 2005. He currently serves as Non-Executive Director of Impax
Group plc the environmental asset manager and as a Director of Merrill Lynch (UK) Pension Plan Trustees
Ltd. Between June 2006 and August 2007 he was a Non-Executive Director of Bridgewell Group plc.
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Michael Kirkwood

Michael Kirkwood was Citi’s Chief Country Officer for the United Kingdom and Chairman of Corporate
Banking until the end of 2008. He was recently appointed as Vice Chairman of the Advisory Board in the
UK of PricewaterhouseCoopers. He has previously held management positions with Citi in New York,
Switzerland and Scandinavia as well as the UK. Prior to joining Citi, Michael worked in Singapore for a
number of years with Ralli International (subsequently part of the Bowater Group), as a Director of several
group companies and latterly as founding Chief Executive of Temenggong Merchant Bankers Ltd. He has
also worked for Ansbacher & Co and The Hongkong and Shanghai Banking Corporation.

In addition to his role with Citi, Michael served as a Non-Executive Director of Kidde plc from 2001 to
2005, was Vice Chairman of the British Bankers’ Association, sat on the CBI'’s Financial Services Council and
remains a member of the Advisory Board of the Association of Corporate Treasurers. He has held a variety
of positions in trade bodies and the City of London, and is currently Chairman of Habitat for Humanity GB.
He was appointed a Companion of the Order of St. Michael & St. George (CMG) in the Queen'’s 2003
Birthday Honours.

Lucinda Riches

Lucinda Riches is a senior equity capital markets banker with extensive experience in privatisations. After

a brief spell at Chase Manhattan Bank, Lucinda joined SG Warburg in 1986 where she pursued a career
spanning 21 years in SG Warburg and its successor firms, ultimately UBS. She became involved in the equity
capital markets business in 1988. During the late 1980s and 1990s she worked on a large number of IPOs
and equity sales for a range of clients, including privatisation for a number of governments around the world,
including Deutsche Post, Telia, Statoil and Telestra.

Lucinda became European Head of Equity Capital Markets in 1995 and Global Head of Equity Capital
Markets in 1999. In 2001 she joined the board of UBS Investment Bank, with personal responsibility for the
equity capital markets strategy within the investment bank. She chose to step down from her UBS role in
2007. Lucinda has an MA in Philosophy, Politics and Economics from Brasenose College, Oxford and an MA
in Political Science from the University of Pennsylvania.
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Philip Remnant

Philip Remnant is Chairman of the Shareholder Executive, which was formed in 2003 to improve the
Government's performance as a shareholder in government-owned businesses. He was appointed to the
Northern Rock Board as a Non-Executive Director in February 2008, and is a Senior Advisor of Credit
Suisse’s investment banking division in Europe.

Previously, Philip was a Vice Chairman of Credit Suisse First Boston in Europe and was Director General
of the Takeover Panel for two years between 2001 and 2003. He formerly held senior investment banking
positions with BZW and Kleinwort Benson. He is a qualified chartered accountant and has an MA in Law
from New College, Oxford.

Louise Tulett

Louise Tulett is HM Treasury's Group Director of Finance, Procurement and Operations. She joined HM
Treasury in June 2000 following a 24-year career in public sector finance in local government and the Health
Service. She is a member of the Chartered Institute of Public Finance and Accountancy (CIPFA).

Louise’s first role at the Treasury was to introduce resource accounts to the Treasury itself, in line with

the Central Treasury Initiative led by Sir Andrew Likierman for resource accounting and budgeting (RAB)
across government departments. Following a short spell as department management accountant, Louise
was promoted to Team Leader for Finance and Procurement in March 2004 and took responsibility for the
merger of OGC/HMT Finance and Procurement function within Group Shared Services in August 2006.
She was promoted to Group Director of Finance, Procurement and Operations in June 2007.
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John Crompton, Head of Market investments, has 22 years of banking experience:
20 with Morgan Stanley, and two with Merrill Lynch, and has been responsible

' _ | for equity new issue business in Europe, the US and Asia. He also acted as HM
- Treasury's Senior Corporate Finance Advisor from 2005-2007. He has been
' " registered with NASD (US), Hong Kong authorities, the FSA and predecessor
WK
N \V
Q 2N

organisations. John joined UKFI from Merrill Lynch, where he was Head of Equity
Capital Markets EMEA, in December 2008.

Sam Woods, Chief Operating Officer; joined UKFI in November 2008. Sam
previously held a number of roles in HM Treasury, and recently spent two years

on secondment to the New Zealand Treasury as a Team Leader managing the
Government's ownership interest in a number of state-owned enterprises. Before
joining HM Treasury, Sam worked at Diageo on international strategy and as Finance
Director of its UK subsidiary Translucis Limited. Prior to this, he worked at McKinsey
& Company, mainly in financial services and M&A. In 1998 he spent a year at
INSEAD gaining an MBA.

| .
[Kd

Keith Morgan, Head of Wholly-Owned Investments, will be responsible for

= managing the Government'’s shareholdings in Northern Rock and Bradford & Bingley.
& "' B Keith, who joins UKFI from Banco Santander, has strong retail and commercial
e £ banking experience. He is currently a Board director of Sovereign Bancorp in the
d' U.S. focusing on the integration of Sovereign into Santander. He was previously
\' | Director of Strategy & Planning at Abbey National, where he was a member of the
" Executive Committee, and was also Chairman of Santander’s Asset Management and

Credit Card businesses in the UK. Before joining Abbey in 2004, Keith spent |8 years
at L.E.K. consulting, where he was a Partner specialising in financial services.

Tim Sykes, Senior Banks Analyst, has spent |9 years working in the banking sector,
including as Co-head of European banks’ equity research at Credit Suisse First
Boston, and as Managing Director and Head of UK and Irish Banks equity research
at UBS. From 2003 to 2007 he held various management positions at Standard
Chartered Bank, most recently serving as deputy Group Treasurer. Tim joined
UKFl'in January 2009 from Execution Limited where he was Senior Banks Analyst

covering the UK banks.
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ANNUAL REPORT AND ACCOUNTS
2008 /09

Chief Executive’s statement

This is the first UK Financial Investments (UKFI) Annual Report and Accounts. Since commencing operations
in November 2008, UKFI has taken on management of the Government's investments in financial institutions.
This Annual Report covers the period from 10 October 2008, when UKF| was founded, to 31 March 2009.

For this annual reporting period, our investments comprised holdings in two investee banks: The Royal Bank of
Scotland plc (RBS) and Lloyds Banking Group plc (Lloyds). Government investments in Bradford & Bingley (B&B) and
Northern Rock (NR) were not managed by UKFI during this reporting period but are being taken on by UKFI during
the 2009/2010 reporting period.

UKFI began operations against the backdrop of turmoil in the financial markets, and radical Government intervention,
which saw the Government taking significant stakes in four of the UK's major financial institutions. Ultimately, our goal
is to exit from the banks in which Government has investments, returning them to the private sector and protecting
and creating value for the taxpayer.
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As a Limited Company, our activities are governed by our Board, which takes all major, strategic decisions

for the Company.

We operate like any other active and engaged shareholder, on a commercial basis and at arm’s-length from
Government. We follow in full the Institutional Shareholders’ Committee's Statement of Principles.

Our work complements that of HM Treasury which has responsibility for policy decisions for the financial
sector as a whole, including economic growth and financial stability. UKFI has published a Framework
Document with HM Treasury (included as an Annex to this Annual Report) which sets out our overarching
objective and the key parameters for how we will conduct our business, including: a mandate to manage
the investments commercially; a framework for monitoring and engaging with our investee companies; and
robust institutional arrangements for keeping UKFI at arm's-length from Government.

We work closely with our investee banks, for example through strengthening their Boards. Our investee
banks continue to be separate economic units with independent powers of decision and, in particular, will
continue to have their own independent Boards and management teams, determining their own strategies
and commercial policies.

Strategy, performance and accountability

In meeting our goal of protecting and creating value for the taxpayer, we are committed to being

transparent to Parliament and the public. The Chairman and members of the senior management team have
attended meetings of relevant Parliamentary committees where required. This has included the Treasury
Select Committee’s hearings on the banking crisis, and the Lords Economic Affairs Committee's inquiry into
banking supervision and regulation.

The UKFI Strategy: Market Investments, published alongside this Annual Report, has been drawn up to
provide the public and Parliament with a clear explanation of our strategy for disposing of the Government's
investments in an orderly and active way while protecting and creating value for the taxpayer as shareholder,
and with more information about the banks. The strategy includes details of our view of the banking crisis
and the impact on our investee banks going forwards, our strategy for our investments, and summaries of
key data on our investee companies. It also includes our plans for performance management.

| hope that this Annual Report and UKFI Strategy provide a useful update on our work on behalf of the
Government and taxpayer as a shareholder in our investee banks.

John Kingman
Chief Executive
30 June 2009
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UKFI Board

The UKFI Board takes all major, strategic decisions for the Company. The principal activity of the Company is

managing the Government's investments in financial institutions to protect and create value for the taxpayer
as shareholder, through active engagement with the investee companies. The Company has a Framework
Document with HM Treasury which sets out the key parameters for how we will conduct our business,
including a clear mandate to manage the investments commercially, and robust institutional arrangements for
keeping UKFI at arm’s-length from Government.

The directors, set out below with their dates of appointment, provide the Company with the expertise,
skills and experience required to manage the investments effectively.

Board membership Committee membership

Glen Moreno (16.01.2009) Acting Chairman N (Chair), R
John Kingman (25.11.2008) Chief Executive

Peter Gibbs (18.01.2009) Independent Non-Executive N,R A
Michael Kirkwood (18.01.2009) Independent Non-Executive N, R (Chair), A
Lucinda Riches (15.01.2009) Independent Non-Executive N, R A

Philip Remnant (11.03.2009) Treasury-Appointed Non-Executive N

Louise Tulett (1 1.03.2009) Treasury-Appointed Non-Executive A (Chair)

Key to abbreviations: N=Nominations Committee, R=Remuneration Committee, A=Audit and Risk Committee.

During 2008/09 the membership of the Board changed as some members stepped down from the Board.

Former Board members'®

Sir Philip Hampton (25.11.2008 — 16.01.2009) Chairman
Tom Scholar (13.01.2009 — 02.03.2009) Treasury-Appointed Non-Executive
Nicole Monir (10.10.2008 — 10.10.2008) Director
Robin Ogle (10.10.2008 — 25.11.2008) Director
Trusec Limited (10.10.2008 — 25.11.2008) Director

The Board has considered and put in place arrangements to manage any conflicts of interest. As part of
this, each director has disclosed, at the outset of their term as a director, any direct or indirect conflicts of
interest they are aware of and may have in connection with being appointed a director of the Company.

The Board meets a minimum of nine times a year, and on an ad-hoc basis as required. The Board met
|2 times in this reporting period.

'8Niicole Monir, Robin Ogle and Trusec Limited were initial legal directors involved in the establishment of the Company, exercised no executive
power during these periods, received no remuneration, and were not granted indemnities.
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Board committees

The Board is supported by three sub-committees to provide effective oversight and leadership: the Audit

and Risk Committee; the Remuneration Committee; and the Nominations Committee. The Board is also
supported by the Executive Management Committee, which is not a Board Committee.

Audit and Risk Committee
The Audit and Risk Committee has met once in this reporting period.

All members of the Audit and Risk Committee are non-executive directors. The current members of the
Audit and Risk Committee are Louise Tulett (Committee chair), Peter Gibbs, Lucinda Riches and Michael
Kirkwood. Only members of the Audit and Risk Committee have the right to attend Audit and Risk
Committee meetings. However, other individuals may be invited to attend for all or part of any meeting as
and when appropriate. The Audit and Risk Committee meets a minimum of three times a year, and on an
ad-hoc basis as required.

The Audit and Risk Committee is authorised by the Board to investigate any activity within its terms of
reference and to seek any information it requires from any employee. The Board will ensure that employees
co-operate fully with the Audit and Risk Committee. The detailed responsibilities of the Audit and Risk
Committee include: considering the scope and planning of the audit, the audit fee and any questions of
dismissal of the auditors; reviewing financial statements before submission to the Board; reviewing and
considering reports from the auditors and the audit management letter and management response; and
reviewing the Company's annual statement on internal control systems prior to endorsement by the Board
and regularly reviewing the effectiveness of these systems.

Remuneration Committee
The membership, details and terms of reference for the Remuneration Committee are set out in the
Directors' Remuneration Report.

Nominations Committee
The Nominations Committee did not meet during this reporting period.

All members of the Nominations Committee are non-executives. The current members of the Nominations
Committee are Chair of the Board (Committee chair), Peter Gibbs, Lucinda Riches, Michael Kirkwood,

and Philip Remnant. Only members of the Nominations Committee have the right to attend Nominations
Committee meetings. However, other individuals may be invited to attend for all or part of any meeting

as and when appropriate. Meetings are held when the chair of the Nominations Committee deems

it necessary.

The Nominations Committee is responsible for adopting a formal, rigorous, and transparent procedure

for the appointment of new directors to the Board. It is responsible for considering and recommending

to the Board and, through the Board, to HM Treasury where required by the Framework Document,
suitable candidates as directors, who have the time to commit to the Company and who are of appropriate
experience, qualifications, background and reputation, so that any such appointment will enhance the
Board’s ability to discharge its functions and responsibilities as set out in the Framework Document.

Executive Management Committee

The Board is also supported by the Executive Management Committee which meets weekly. The current
members of the Executive Management Committee are Chief Executive John Kingman, Head of Market
Investments John Crompton, and Chief Operating Officer Sam Woods.

Back to Contents >>



ANNUAL REPORT AND ACCOUNTS
2008/09

Directors’ Remuneration Report

53

Back to Contents >>






ANNUAL REPORT AND ACCOUNTS
2008/09

Statement on Internal Control

57

Back to Contents >>









ANNUAL REPORT AND ACCOUNTS
2008/09

Independent auditor's report to
the shareholders of UK Financial
Investments Limited

60

Back to Contents >>



Annual Report and Accounts 2008/09 — Independent Auditor's Report

| have audited the financial statements of UK Financial Investments Limited for the period ended 31 March
2009 which comprise the Profit and Loss Account, the Balance Sheet, the Cash Flow Statement and the
related notes. These financial statements have been prepared under the accounting policies set out therein.
| have also audited the information in the Directors' Remuneration Report that is described as having

being audited.

Respective responsibilities of directors and auditors

The directors’ responsibilities for preparing the Annual Report, the Directors’ Remuneration Report, and
the financial statements in accordance with applicable law and United Kingdom Accounting Standards
(United Kingdom Generally Accepted Accounting Practice), for being satisfied that the financial statements
give a true and fair view and for ensuring the regularity of financial transactions are set out in the Statement
of Directors’ and Accounting Officer’s Responsibilities.

My responsibility is to audit the financial statements and the part of the Directors’ Remuneration Report
to be audited in accordance with relevant legal and regulatory requirements and International Standards on
Auditing (UK and Ireland).

| report to you my opinion as to whether the financial statements have been properly prepared in
accordance with the United Kingdom Generally Accepted Accounting Practice, have been prepared in
accordance with the Companies Act 2006, and give a true and fair view. | also report to you whether in
my opinion the part of the Directors’ Remuneration Report to be audited has been properly prepared in
accordance with the Government Financial Reporting Manual and the information given in the Directors'
Report is consistent with the financial statements.

In addition, | report to you whether in all material respects the expenditure and income in the financial
statements have been applied to the purposes intended by Parliament and the financial transactions
conform to the authorities which govern them.

| also report to you if, in my opinion, the Company has not kept adequate accounting records, if | have not
received all the information and explanations | require for my audit, or if certain disclosures of directors’
remuneration specified by law are not made.

| read other information contained in the Annual Report, and consider whether it is consistent with the
audited financial statements. This other information comprises only the Chairman’s foreword, UKFI Strategy:
Market Investments, the Chief Executive’s Statement, the unaudited part of the Directors’ Report and the
Statement on Internal Control. | consider the implications for my report if | become aware of any apparent
misstatements or material inconsistencies with the financial statements. My responsibilities do not extend to
any other information.

Basis of audit opinion

| conducted my audit in accordance with International Standards on Auditing (UK and Ireland) issued by
the Auditing Practices Board. An audit includes examination, on a test basis, of evidence relevant to the
amounts, disclosures and regularity of financial transactions in the financial statements. It also includes
an assessment of the significant estimates and judgements made by the directors in the preparation

of the financial statements, and of whether the accounting policies are appropriate to the Company's
circumstances, consistently applied and adequately disclosed.
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| planned and performed my audit so as to obtain all the information and explanations which | considered

necessary in order to provide us with sufficient evidence to give reasonable assurance that the financial

statements and the audited part of the Directors' Remuneration Report are free from material

misstatement, whether caused by fraud or other irregularity or error and that in all material respects

the expenditure and income have been applied to the purposes intended by Parliament and the financial

transactions conform to the authorities which govern them. In forming my opinion | also evaluated the

overall adequacy of the presentation of information in the financial statements.

Opinion

In my opinion:

* the financial statements have been properly prepared in accordance with United Kingdom Generally
Accepted Accounting Practice;

* the financial statements have been prepared in accordance with the Companies Act 2006;

* the financial statements give a true and fair view of the state of the Company’s affairs as at
31 March 2009 and of its profit for the period then ended;

* the audited part of the Directors’ Remuneration Report has been properly prepared in accordance with
the Government Financial Reporting Manual; and

* the information given in the Directors’ Report is consistent with the financial statements.

Opinion on Regularity
In my opinion, in all material respects the expenditure and income have been applied to the purposes
intended by Parliament and the financial transactions conform to the authorities which govern them.

Amanda Measures (Senior Statutory Auditor) Date: 10 July 2009

for and on behalf of the
Comptroller and Auditor General (Statutory Auditor)

I51 Buckingham Palace Road
Victoria

London

SWIW 9SS
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Profit and Loss Account for the period from |0 October 2008 to 31 March 2009

Note £000
Turnover I(b) 1,242
Administrative expenses 1,242
Profit on ordinary activities before taxation 2-5 0
Taxation I(g) 0
Profit for the financial period 0

The Company has no recognised gains or losses in the year other than those included in the profit and loss
account and therefore no separate statement of total recognised gains or losses has been prepared.

All activities are classified as continuing.

The notes set out on pages 67 to 72 form part of these financial statements.
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Balance sheet as at 31 March 2009

Note £000
Current Assets
Debtors 6 677
Cash at bank and in hand 7 239

916

Current Liabilities
Creditors: amounts falling due within one year 8 916
Net current assets 0
Total assets less current liabilities 0
Net assets 0
Capital and reserves
Called-up share capital 9 0
Equity shareholder’s funds 0

These financial statements were approved by the Board of Directors on 30 June 2009 and were signed on
its behalf by:

John Kingman
Chief Executive
30 June 2009

The notes set out on pages 67 to 72 form part of these financial statements.
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Statement of cash flows for the period from |0 October 2008 to 31 March 2009

£000
Reconciliation of operating profit to net cash flow from operating activities
Operating profit 0
(Increase) in debtors (677)
Increase in creditors 916
Net cash inflow from operating activities 239
Cash flow statement
Cash flow from operating activities 239
Increase in cash in the period 239

The notes set out on pages 67 to 72 form part of these financial statements.
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Notes to the financial statements

I. Significant accounting policies
UK Financial Investments Limited (“UKFI" or the “Company"’) is a Company domiciled in the United

Kingdom. The Company operates as an investment management business under the terms of the
Companies Act 2006.

The financial statements were authorised for issue by the Directors on 30 June 2009.

The Companies Act 2006 requires accounts to be produced on an accruals basis and these accounts
have been prepared on the basis of generally accepted accounting practice in the United Kingdom,
i.e. the requirements of the Companies Act and the accounting standards issued or adopted by the
Accounting Standards Board, including, where appropriate, Statements of Recommended Practice
(SORPs).

These financial statements are prepared in accordance with the Government Financial Reporting Manual
(FReM) where this exceeds and does not conflict with the requirements of the Companies Act 2006.

International Financial Reporting Standards

The Government has indicated its intention that, from 2009-10, financial statements should be prepared
using International Financial Reporting Standards (IFRS), adapted as relevant for the public sector. It is our
view that the substitution of current IFRS for UK GAAP as the basis of the accounting policies applied in
the Accounts of UKFI would not materially change the overall view of the Company's operations.

a) Basis of preparation
These accounts are prepared on a going concern basis.

The presentation currency for these financial statements is pounds Sterling, which is also the functional
currency. Amounts are rounded to the nearest thousand.

The Directors have reviewed the accounting policies and believe that the accounting policies adopted
are the most appropriate for the circumstances of the Company.

(b) Turnover
Turnover, which excludes value added tax, comprises of fees arising from investment management and
other related services. Management fees are recognised in the income statement as they are earned.

(c) Foreign currency

Transactions which are denominated in foreign currencies are translated into Sterling at the foreign
exchange rate ruling at the date of the transaction. Monetary assets and liabilities denominated in foreign
currencies at the balance sheet date are translated to Sterling at the foreign exchange rate ruling at that
date. Foreign exchange differences arising on translation are recognised in the income statement.

(d) Debtors

Debtors are stated at cost.

(e) Cash and cash equivalents
Cash and cash equivalents comprise solely of cash balances.
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(f) Creditors
Creditors are stated at cost.

(g) Corporation tax
The Company is registered for the purposes of corporation tax. As the profit chargeable to corporation
tax (PCTC) for the period is nil, the amount of corporation tax payable in respect of this period is nil.

(h) VAT
The Company is treated as carrying on a business for VAT purposes; services provided are
standard-rated for VAT purposes.

(i) Financial Assets and Financial Liabilities

Recognition

Financial assets and financial liabilities which arise from contracts for the purchase of non-financial items
(such as goods and services) which are entered into in accordance with UKFI's normal purchase or usage
requirements, are recognised when, and to the extent which, performance occurs, i.e. when receipt or
delivery of the goods or service is made.

De-recognition
All financial assets are de-recognised when the rights to receive cash flows from the assets have expired
or UKFI has transferred substantially all of the risks and rewards of ownership.

Financial liabilities are de-recognised when the obligation is discharged, cancelled or expires.

Classification and Measurement
Financial assets are categorised as “Loans and receivables”.

Financial liabilities are categorised as “Other financial liabilities”.

Loans and receivables

Loans and receivables are non-derivative financial assets with fixed or determinable payments which
are not quoted in an active market. They are included in current assets. UKFI's loans and receivables
comprise: cash at bank and in hand, accrued income owed by group undertakings, prepayments and
“other debtors”.

Loans and receivables are recognised at cost; in accordance with FRS 29, the carrying values of
short-term financial assets and liabilities (at amortised cost) are not considered different to fair value.

Other financial liabilities
All financial liabilities are recognised at cost; in accordance with FRS 29, the carrying values of short-term
financial assets and liabilities (at amortised cost) are not considered different to fair value.

2. Turnover

10 Oct 08 to 31 Mar 09
£000

Investment management fees 1,242

1,242
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3. Remuneration of directors

10 Oct 08 to 31 Mar 09
£000

Directors’ emoluments 76

76

4. Personnel expenses
The average number of persons employed by the Company (including directors) during the period

was nine.

The aggregate payroll costs of these persons were as follows:

10 Oct 08 to 31 Mar 09

£000

Wages and salaries'” 369
Social Security Costs 13
Pension Costs 6
388

The Company is due to commence operation of a defined contribution scheme; contributions are to be
back-dated to the beginning of this financial period.

The pension cost charge for the period represents an estimate of contributions payable by the Company
to this scheme and amounts to £6,000; this amount is included in creditors.

5. Profit before tax

10 Oct 08 to 31 Mar 09

£000

Profit before tax is stated after charging:
Auditors’ remuneration: Audit of these financial statements 18

6. Debtors

2009
£000
Amounts owed by group undertakings (note |3) 674
Other debtors |
Prepayments 2
677

7. Cash and cash equivalents

The period-end cash balance of £239,000 is held at the Office of the Paymaster General.

'"Wages and salaries figure includes recharge costs for HM Treasury secondees, which are charged inclusive of social security and pension costs.
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8. Creditors
2009
£000
Trade Creditors 337
Amounts owed to group undertakings (note |3) 476
Taxation and social security 16
Accruals 87
916
9. Called up share capital
2009
Authorised
Equity: Ordinary shares of £1 each 100

Allotted, called up and fully paid
Equity: Ordinary shares of £1 each |

During the period the Company issued | £1 ordinary share for a consideration of £1, settled in cash.

10.Dividends

No dividend was declared or paid during the period

.Financial Instruments

FRS 25, 26 and 29, Financial Instruments, require disclosure of the role that financial instruments have
had during the period in creating or changing the risks an entity faces in undertaking its activities.

UKFl is not exposed to significant financial risk factors arising from financial instruments. Financial assets
and liabilities are generated by day-to-day operational activities rather than being held to change the risks
facing UKFl in undertaking its activities.

Market Risk

Market risk is the possibility that financial loss might arise as a result of changes in such measures as
interest rates and stock market movements. The vast majority of UKFI's transactions are undertaken in
Sterling and so its exposure to foreign exchange risk is minimal. UKFI's income and operating cash flows
are substantially independent of changes in market interest rates.

Credit Risk

Credit risk is the possibility that other parties might fail to pay amounts due to UKFI. Credit risk arises
from deposits with banks as well as credit exposures to HM Treasury and other debtors. The credit risk
exposure to HM Treasury is considered to be negligible: the Company’s operating costs are recovered
from HM Treasury, which is financed by resources voted by Parliament. Surplus operating cash is only
held with the Office of the Paymaster General.

Liquidity Risk
Liquidity risk is the possibility that UKFI might not have funds available to meet its commitments to make
payments. Prudent liquidity risk management includes maintaining sufficient cash to settle obligations.
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2009
£000
At 31 March 2009
Denominated in Sterling 916
Gross financial assets 916
[1.2 Financial Liabilities
2009
£000
At 31 March 2009
Denominated in Sterling 916
Gross financial liabilities 916
[1.3 Financial assets and liabilities by category
Financial assets 2009 2009
£000 £000
Total Loans & receivables
Amounts owed by group undertakings (note 13) 674 674
Other debtors | |
Denominated in Sterling 2 2
Cash at bank and in hand 239 239
Total at 31 March 2009 916 916
Financial liabilities 2009 2009
£000 £000
Total  Other financial liabilities
Trade Creditors 337 337
Amounts owed to group undertakings (note |3) 476 476
Taxation and social security 16 16
Accruals 87 87
Total at 31 March 2009 916 916
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[1.4 Maturity of Financial Liabilities

2009
£000

Less than one year 916
916

In accordance with FRS 29, the carrying values of short-term financial assets and liabilities (at amortised

cost) are not considered different to fair value.

12.Parent undertakings
As at 31 March 2009, the Company is a wholly owned subsidiary undertaking of HM Treasury, which is
registered in England and Wales and operates in the United Kingdom.

|3.Related parties
At the end of the period, the Company had the following balances with related parties:

2009
£000
Debtors
Group undertakings — HM Treasury 674
674
Creditors
Group undertakings — HM Treasury 476
476

HM Treasury provided central services and staff secondments to the Company during the period.

During the period the Company received income from the following related parties for the provision of
investment management services:

2009
£000

Group undertakings — HM Treasury 1,242
1,242
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2.2

2.3

24

2.5

2.6

2.7

INTRODUCTION

This framework document (“Framework Document) has been drawn up by UK Financial Investments
Limited (the “Company") and its shareholder, HM Treasury. It sets out the objectives for the Company and the
framework within which the Company will pursue them.

ACTIVITIES OF THE COMPANY

The Company will manage HM Treasury's shareholdings in The Royal Bank of Scotland Group plc (“RBS”) and
Lloyds Banking Group plc (“Lloyds”). HM Treasury’s shareholdings in RBS and Lloyds are held by the Treasury
Solicitor as nominee for HM Treasury.

The Company will also manage HM Treasury's shareholdings in Northern Rock plc (“NR™) and Bradford

& Bingley plc (“B&B") once European Commission approval has been obtained for the relevant business
plans (the “NR and B&B Plans”). The shareholdings of HM Treasury in NR and B&B are held by the Treasury
Solicitor as nominee for HM Treasury. It is envisaged the Company will also manage the loan and guarantor
arrangements with NR and B&B.

[t is noted that some provisions of this Framework Document may need to be supplemented or amended to
address the particular issues and objectives relating to NR and B&B, including those arising out of the NR and
B&B Plans.

If HM Treasury (whether directly, through the Treasury Solicitor as nominee for HM Treasury or otherwise)
acquires further holdings of securities (or acquires assets) of the above financial institutions, or other financial
institutions, the Company will, following their acquisition by HM Treasury and if so requested by HM Treasury,
manage those holdings or assets.

In this Framework Document:
(A) the shares and other securities managed by the Company are referred to as the “Investments”;
(B) the financial institutions in which such Investments are held are referred to as the “Investee Companies”;

(C) the Investments in financial institutions the shares of which remain admitted to the Official List and
admitted to trading on a recognised investment exchange are referred to as the “Listed Investee
Companies'”’; and

(D) the Investments which constitute wholly-owned subsidiaries of HM Treasury are referred to as the
“Wholly-Owned Investee Companies”.

The Company will not, without the consent of HM Treasury, undertake any activity other than the activities
envisaged by this Framework Document and activities incidental to them. As such, HM Treasury (and, where
relevant, the other Tripartite Authorities) shall remain responsible for all other issues which are not, by
virtue of this Framework Document, the responsibility of the Company, whether in relation to the Investee
Companies, the Investments, the operation of the recapitalisation fund or otherwise.

The activities, roles and responsibilities of the Company as described in this Section 2 and the remainder

of this Framework Document shall be conducted with propriety and otherwise in compliance with the
publication entitled “Managing Public Money" issued by HM Treasury in October 2007 (as amended, updated
or replaced from time to time).

OVERARCHING OBJECTIVE

The Company should, in compliance with the Investment Mandate described in Section 4, develop and
execute an investment strategy for disposing of the Investments in an orderly and active way through sale,
redemption, buy-back or other means within the context of an overarching objective of protecting and
creating value for the taxpayer as shareholder, paying due regard to the maintenance of financial stability and
to acting in a way that promotes competition. This objective includes:
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(A) consistent with HM Treasury's stated aim that it should not be a permanent investor in UK financial
institutions, maximising sustainable value for the taxpayer, taking account of risk;

(B) maintaining financial stability by having due regard to the impact of its value realisation decisions; and

(C) promoting competition in a way that is consistent with a UK financial services industry that operates to
the benefit of consumers and respects the commercial decisions of the financial institutions.

The overarching objective described in the foregoing paragraphs of this Section 3 is referred to in the
remainder of this Framework Document as the “Overarching Objective”.

THE INVESTMENT MANDATE

HM Treasury will prepare an investment mandate which the Company is to comply with in respect of the
management of the Investments and otherwise pursuing the objectives set out in this Framework Document.
This document, as established and approved by HM Treasury, and as amended, updated or replaced from time
to time, is referred to in this Framework Document as the “Investment Mandate”.

The board of directors of the Company (the “Board”) will review and comment on, and consult with HM
Treasury as regards, the proposed Investment Mandate.

Prior to establishment of the initial Investment Mandate, the implementation of any decisions in respect of
the Investments (including value realisation decisions) shall be subject to the prior consent of HM Treasury.
After establishment of the initial investment mandate the implementation of value-realisation decisions
(together with the other actions and decisions described in paragraph 9.25) shall be subject to the prior
consent of HM Treasury.

The Company will comply with the Investment Mandate and take account of:
(A) the Overarching Objective;

(B) the need to ensure that, in order to meet the Overarching Objective, decisions in respect of the
Investments will be taken in respect of each Investee Company individually rather than in respect of the
portfolio of Investments which the Company is managing from time to time;

(©) the terms of the agreements and commitments entered into by HM Treasury with the Investee
Companies and others relating to the Investments, as notified by HM Treasury to the Company;

(D) the conditions attaching to any decisions of the European Commission or national regulatory authorities
in relation to state aid or merger control and any commitments given by HM Treasury in that context, as
notified by HM Treasury to the Company; and

(E) the requirements relating to the boards and management of the Investee Companies, preservation of
Investee Company independence and monitoring Investee Company compliance, as set out in Sections 6,
7 and 8.

HM Treasury will authorise the Treasury Solicitor to take instructions from the Company in relation to proxy
forms, authorisations and other documents which need to be signed in order to give effect to the decisions
made by the Company in compliance with this Framework Document and the Investment Mandate in relation
to the Investments, including decisions as to voting.

The Company will be free to manage the investments and effect its investment strategy in its discretion in
accordance with the Investment Mandate determined by the Treasury.

Neither HM Treasury nor the Company envisage that the Investment Mandate will, given its commercial
sensitivity, be published.

HM Treasury will ensure that the Investment Mandate is consistent with this Framework Document, including
Section 3 (Overarching Objective) and paragraph 7.1.
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6.2

6.3

72

BUSINESS PLAN

The Board will, by no later than the end of February 2009, develop and recommend to HM Treasury a budget
and funding plan for the Company which is appropriate to ensure the fulfilment by the Company of its role

in relation to the Investments, and compliance with the associated obligations, as described in this Framework
Document (this document will be subject to the approval of HM Treasury (the document, as so approved,
being the “Business Plan”)).

For the avoidance of doubt, the Business Plan and investment strategy referred to in section 3, shall pertain
to the activities of the Company, and not to the business plans or budgets of the Investee Companies. The
Business Plan will be prepared on the basis of:

(A) an initial upfront payment being made to cover set-up costs and other incidental costs and expenses
expected to be incurred in order to establish the Company in the manner contemplated by this
Framework Document; and

(B) a periodical management fee to be paid to the Company as consideration for the performance of
its ongoing obligations under this Framework Document in respect of the Investments, with such
periodical management fee being representative of the anticipated costs and expenses to be incurred
by the Company in effecting its investment strategy and otherwise fulfilling its responsibilities under this
Framework Document.

The Business Plan will not allow the Company to incur any borrowings or enter into any similar financial
transactions.

BOARD AND MANAGEMENT OF THE INVESTEE COMPANIES

Consistent with the agreements reached with RBS and Lloyds, the Company will work with the board of
directors of each of these financial institutions to strengthen their membership through the appointment of
suitably qualified, independent non-executives.

In relation to the Wholly-Owned Investee Companies, the Company will, on behalf of HM Treasury, exercise
the rights in relation to the boards of those financial institutions conferred on HM Treasury by its Investments
in those Wholly-Owned Investee Companies, including by virtue of the framework documents which apply to
them, subject to the provisions of this Framework Document.

The Company will also engage with each Investee Company with respect to board composition more
generally, consistent with the principles outlined in Section 7.

PRESERVATION OF INVESTEE COMPANY INDEPENDENCE

The Company will manage the Investments on a commercial basis and will not intervene in day-to-day
management decisions of the Investee Companies (including with respect to individual lending or
remuneration decisions). The Investee Companies will continue to be separate economic units with
independent powers of decision and, in particular, will continue to have their own independent boards and
management teams, determining their own strategies and commercial policies (including business plans and
budgets).

The nature of the Company’s engagement with the Investee Companies will be proportionate to
HM Treasury's ownership interest:

(A) Wholly-Owned Investee Companies: For these financial institutions, the board of the Investee Company
will report to the Company, which will actively engage with the Wholly-Owned Investee Company
in @ manner similar to that in which a financial sponsor would engage with a wholly-owned portfolio
company. The Company will, in addition to the rights attaching to the Investments in these companies,
exercise all rights and discretions conferred on HM Treasury under the framework documents which
apply to these companies, subject to the provisions of this Framework Document.

(B) Listed Investee Companies: For these financial institutions, the Company will engage actively with the
Investee Company in accordance with best institutional shareholder practice. The Company will (subject
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to the other provisions of this Framework Document) exercise the rights attaching to HM Treasury's
Investments in these companies, including voting rights.

HM Treasury is determined to ensure that the Investments do not lead to a distortion or significant lessening
of competition and that the Company adopts appropriate procedures for managing conflicts and inside
information. The Company will:

(A) ensure that there are no cross-directorships between the Investee Companies in relation to the
appointments in which it has a specified role or between the Company and Listed Investee Companies;

(B) putin place robust barriers which are monitored and adhered to by Company personnel and enforced
by the Board at all levels to ensure that commercial information relating to one Investee Company does
not leak to, and is not exchanged with, another Investee Company;

(C) exercise its rights in relation to each Investee Company individually and will not co-ordinate its actions in
relation to Investee Companies in a way that might distort competition between them; and

(D) develop, establish and apply policies and procedures to ensure that the Company (and its directors,
officers and employees) abide by the Code of Market Conduct, and other rules and guidance laid down
by the Financial Services Authority and recognised investment exchanges to which securities of the
Investee Companies are admitted to trading (such policies and procedures to cover, in particular; insider
dealing and market abuse) (the “Compliance Policies”). In this context, it is envisaged that the Company
will normally act as other institutional shareholders would act, using published information in a structured
dialogue with key members of the Investee Company’s board. In considering whether it is necessary or
appropriate for the Company (or any of its directors, offices or employees) to become an “insider” in
relation to a Listed Investee Company (for example where it is necessary for the Company to receive
price-sensitive information to enable it to perform its responsibilities under this Framework Document),
the Company will pay due regard to the objective of implementing the Investment Mandate and manage
the situation in accordance with the relevant elements of its Compliance Policies.

MONITORING INVESTEE COMPANY COMPLIANCE

The Company will (on behalf of HM Treasury) monitor and work to secure compliance with the following:

(A) (i) the non-lending conditions attached to the accessing by RBS and Lloyds (including HBOS plc) of the
Government's bank recapitalisation fund and any other financial institutions accessing the fund and (ii) the
conditions attaching to any decisions of the European Commission or national regulatory authorities in
relation to state aid or merger control and any commitments given by HM Treasury in that context, as
notified by HM Treasury to the Company (together, the “Recapitalisation Conditions");

(B) the restructuring plans to be submitted to the European Commission in relation to RBS and Lloyds
(including HBOS plc); and

(C) the NR and B&B Plans.

UKFI will develop a robust assurance regime for monitoring and securing compliance to these conditions, and

will regularly discuss its approach with HM Treasury and report on compliance to HM Treasury. This work will

include assisting HM Treasury to make appropriate submissions to the European Commission to determine

the duration of Recapitalisation Conditions. The determination and establishment of conditions attaching

to the access by any Investee Company of any financial support from the Government shall remain the
responsibility of Government.

SHAREHOLDER RELATIONSHIP

General

Interactions between the Company and HM Treasury need to be underpinned by resolve on both sides to
conduct affairs on the basis of a professional, efficient, trust-based dialogue:

(A) professional: professional people engaged in dialogue relevant to delivering the Company’s objectives,
with commitments delivered on time and to specification;
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9.2

9.3

9.4

9.5

9.6

(B) efficient: both parties ensuring a joined-up and efficient approach amongst their constituent elements; and

Q) trust-based: open dialogue, based on a shared commitment to providing the Company with the ability to
p g p g pany Y
pursue its objectives effectively.

The success of the relationship depends on the nature and quality of the relationship between the Board
and HM Treasury. The overall responsibility for ensuring that the intentions of this Framework Document are
carried out in practice lies ultimately with the Chairman of the Board and the Chancellor of the Exchequer.
The Chairman of the Board will maintain regular contact with the Chancellor of the Exchequer or an official
nominated by the Chancellor: Below them, senior individuals within the Company and HM Treasury will

be nominated who will have the responsibility to ensure that all contacts between the Company and

HM Treasury are conducted at the right level, with the right people and in the right spirit.

The basic relationship between the Company and HM Treasury operates according to principles under which
HM Treasury:

(A) may appoint the Chairman of the Board and three senior Government officials as Directors;

(B) has authorisation over the appointment of other members of the Board proposed to be appointed by
the Board's Nominations Committee and has authorisation over the terms on which each Director is
appointed, remunerated and incentivised;

(©) through the establishment of this Framework Document and the Investment Mandate, determines the
high level objectives that the Company is designed to achieve;

(D) must approve the Business Plan and any subsequent updates or amendments to it;

(E) requires that the Board is accountable to it for adhering to the Business Plan, complying with the
Investment Mandate and delivering the objectives set out in this Framework Document;

(F) gives the Board the normal commercial freedom to take the action necessary to adhere to the Business
Plan, comply with the Investment Mandate and deliver the objectives set out in this Framework
Document;

(G) is able to monitor the Company's performance to satisfy itself that the Business Plan is being adhered to,
the Investment Mandate is being complied with and the objectives set out in this Framework Document
are being delivered and carried out; and

(H) must give its consent prior to certain significant actions being taken (as described in paragraph 9.26.)
The following paragraphs of this Section 9 describe how these principles are to be put into practice.
Principles in practice

Board structure and governance

The Company will operate a corporate governance structure that provides a framework for the relationship
between the Board and HM Treasury which, so far as practicable and in the light of the other provisions of this
Framework Document (and, in the case of the Wholly-Owned Investee Companies, the existing framework
documents applying to each of them) or as otherwise may be agreed with HM Treasury, takes appropriate
account of best practice for a public sector company.

The Board will constitute the following committees of the Board:
(A) Audit and Risk Committes;

(B) Remuneration Committee; and

(©) Nominations Committee.

The Board will notify HM Treasury of the delegated authorities it has granted to the Directors and
senior management.
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Board appointments; Senior management

The composition of the Board is a critical factor for HM Treasury. The aim is to secure an environment in
which HM Treasury and the Chairman share a common view about Board composition (including balance of
experience and background) and succession.To achieve this, the following will apply:

(A) the Board will consist of seven Directors, comprising a private sector Chairman, three further
non-executive private sector members and a Chief Executive, together with two senior Government
officials nominated by HM Treasury (the “Treasury Directors”);

(B) the Chief Executive will be the Accounting Officer for the Company;

(©) the Chairman will discuss and confirm with HM Treasury Board composition and succession initially, and
regularly thereafter, in the light of performance and the requirements of the Investment Mandate, the
Business Plan and this Framework Document;

(D) the Chairman will discuss with the Nominated Official any impending changes to Board membership;

(E) HMTreasury will meet the Chair of the Nominations Committee as necessary to discuss any proposed
Board changes; and

(F) the Board will ensure that suitably rigorous appraisals are made of the effectiveness of the Chairman
and Board.

The Board shall:

(A) appoint to senior investment roles individuals with relevant financial experience, skills and appropriate
qualifications, who shall (in addition to any other responsibilities determined by the Company) attend
Board discussions relating to the Investments;

(B) appoint a professionally qualified financial controller to manage the Company’s accounts and Business
Plan, who shall (in addition to any other responsibilities determined by the Company) attend Board
discussions relating to the Business Plan and the Company's financial statements and accounts; and

(©) appoint a suitably qualified individual to develop, establish and monitor compliance with the Compliance
Policies, who shall (in addition to any other responsibilities determined by the Company) attend Board
discussions relating to the Compliance Policies.

The Investment Mandate

Representatives of HM Treasury and the Board or other Company representatives will meet from time to
time, as agreed, to review the strategic options available in formulating and implementing the Investment
Mandate, and in delivering the objectives set out in this Framework Document.

A process of effective dialogue will be established between representatives of HM Treasury and the Board and
other Company representatives to ensure that the Company fully understands the objectives set out in the
Investment Mandate and its associated responsibilities pursuant to it.

The Business Plan

The Business Plan will be subject to review by, and the approval of, HM Treasury.

The Business Plan will cover a period of at least 12 months and will be reviewed by the Board on
an annual basis.

The Company will inform HM Treasury of potential changes to the Business Plan that it considers are or may
become necessary from time to time. Any proposed updates or amendments to the Budget, whether arising
out of the annual review process or otherwise, will be subject to discussion with and approval by HM Treasury.

Remuneration and incentivisation

HM Treasury expects remuneration arrangements, including any incentivisation packages, to be developed and
recommended by the Board's Remuneration Committee for Directors and senior management, and to be in
line with the FSA's code. In the case of remuneration arrangements for Directors, the specific proposals for
each individual will require approval by HM Treasury.
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9.15

9.16

9.17

9.18

9.19

9.20

9.21

Prior to the appointment of the Company's non-executive directors and the establishment of the Board's
Remuneration Committee, the role referred to in paragraph 9.15 will be fulfilled by the Chairman.

HM Treasury's interest is primarily in ensuring that remuneration levels:

(A) are sufficient to attract and motivate high-calibre individuals to drive the delivery of the activities and
objectives described or set out in this Framework Document.

(B) are tied closely to performance, as measured by compliance with the Investment Mandate (and
implementation of the Company’s investment strategy), adherence to the Business Plan and delivery of
the objectives in this Framework Document;

(C) are aligned with the objectives set out in this Framework Document; and
(D) deliver value for money.

In addition, HM Treasury does not condone rewards for failure, and would expect the Board to support the
removal of any Director or member of senior management responsible for a failure to adhere to the Business
Plan, comply with the Investment Mandate or for any other serious failure.

The Board’s freedom to act

HM Treasury is committed to giving the Board the commercial freedom to adhere to the Business Plan,
comply with the Investment Mandate and fulfil and deliver the activities and objectives set out in this
Framework Document. In that context, and save as provided in this Framework Document, HM Treasury will
not interfere in day-to-day operational and commercial matters.

Subject to this Framework Document and the Company’s memorandum and articles of association, decisions
on the day-to-day running of the Company will rest with the Board in accordance with the Directors’
statutory, common law and fiduciary responsibilities.

Monitoring the Company’s performance

HM Treasury will regularly monitor the Company’s performance of the activities, and performance against the
objectives, set out in this Framework Document, by means of the following mechanisms:

(A) quarterly shareholder meetings as the centrepiece of the formal reporting relationship between the
Company and HM Treasury. The purpose of these meetings between the Chairman of the Company and
senior representatives of HM Treasury (including the Nominated Official) is to provide a forum to review
performance to date of the activities, and against the objectives set out in this Framework Document.
Each meeting is primarily intended to be weighted towards being a forward-looking and risk-based
analysis of progress against the Business Plan and Investment Mandate, including the Company’s
investment strategy (where appropriate);

(B) the Company will promptly and without delay disclose to HM Treasury any information regarding
the Company that would have required public disclosure if it were listed on the Official List or which
otherwise may have a significant bearing on the delivery of, or may have a significant impact on the
assumptions or objectives set out in, this Framework Document or the Investment Mandate;

(©) in addition to the regular shareholder meetings, meetings between Directors and representatives of
HM Treasury to discuss the affairs of the Company at HM Treasury's request; and

(D) in addition to the monitoring procedure described above, HM Treasury will be entitled on reasonable
notice to such information in relation to the affairs of the Company, as it may consider necessary or
desirable from time to time.

The Company will produce quarterly reports to facilitate effective shareholder meetings as referred to above,
together with an annual report. The annual report (together with the Company's audited accounts) will be
laid before Parliament. The quarterly and annual reports will contain such information as HM Treasury, in
consultation with the Company, requires.
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The Chairman and Chief Executive of the Company will, if required, attend meetings of relevant Parliamentary
committees (including the Public Accounts Committee and the House of Commons Treasury Select
Committee), for scrutiny and otherwise to answer questions about the Company.

The Company will:
(A) appoint the Comptroller and Auditor General to audit its financial statements;

(B) permit audit procedures to be carried out by the National Audit Office (with or without the involvement
of external professional advisors); and

(C) establish an internal audit function which shall be comprised of members of HM Treasury's internal audit
team. The internal audit function will report to the Board's Audit and Risk Committee and will consider
issues relating to the Company's adherence to the Business Plan, compliance with the Investment Mandate
and delivery of the objectives set out in this Framework Document, covering (in particular) matters
relating to strategy, performance and risk management.

The accounts to be produced by the Company will comply with any accounts direction issued by HM Treasury
regarding the presentation or form of such accounts; and the timing for production of such accounts shall
accord with “best practice” applicable to Government Departments and be laid before Parliament.

Approval rights

HM Treasury will have approval rights over:

(A) any variation or waiver of the terms of any agreement between HM Treasury and an Investee Company
or the grant of any consent or approval under such an agreement;

(B) any variation or waiver of the terms of any framework documents with NR or B&B;

(C) any disposals (including redemption prior to scheduled maturity) or acquisitions of Investments, or
other strategic transactions, which are not in accordance with the objectives set out in this Framework
Document or are not contemplated or permitted by the Investment Mandate;

(D) any action which may have a significant bearing on, or prejudice, HM Treasury’s position as a creditor or
contingent creditor of a Investee Company; and

(E) (without prejudice to paragraph 7.1) any other actions that fall outside of the scope of the Investment
Mandate and the discretions vested in the Company by virtue of this Framework Document and which
may have a significant bearing on or prejudice the delivery of, or compliance with, the activities and
objectives set out in this Framework Document.

Power of Direction

In view of HM Treasury's broader functions, including its functions in relation to financial stability and financial
and economic policy, it may be necessary for HM Treasury to give the Board directions of a general or specific
nature from time to time.The Board will comply with such directions or resign. HM Treasury will, in making
any such direction, have regard to the Overarching Objective and the requirement to preserve Investee
Company independence (as outlined in Section 7).

Such directions will be given in writing and will be promptly published by HM Treasury unless financial stability
requires that publication is delayed or withheld.

CONTINUATION OF THE COMPANY

The Company will continue in existence in and for so long as is required to carry out the activities envisaged
by this Framework Document. Upon completion of such activities, it is envisaged that the Company will be
wound up.
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12.
12.1

2.2

REVISION OF FRAMEWORK DOCUMENT

This Framework Document may be amended or supplemented from time to time where required by HM
Treasury. In particular, it is noted that amendments and supplements may be required: (i) if the activities of the
Company described in Section 2 are extended to cover other assets; and (i) to reflect the NR and B&B Plans.

Any amendments or supplements to this Framework Document resulting from the provisions of this section
I will be made: (i) having due regard to the need to preserve Investee Company independence (as outlined
in Section 7);and (ii) the Overarching Objective, save in each case to the extent that these considerations
are inappropriate when reflecting, or need not be taken into account in order to reflect, amendments or
supplements arising out of the finalisation of the NR and B&B Plans.

STATUS OF FRAMEWORK DOCUMENT

In the event of any conflict or inconsistency, this Framework Document takes precedence over framework
documents which are already in place in respect of the Wholly-Owned Investee Companies.

This Framework Document should be interpreted in the light of the Company's memorandum and articles of
association and English company law and is without prejudice to the statutory and other rights and obligations
of HM Treasury or the Company.
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